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Abstract

La seguente tesiverte sultema delle M&A e sulle opportunitadi creazione di
valore derivantida esse, conun particolare focus sulle pid recentitransazioninel
mercato italiano. Perraggiungere tale scopo, & stato analizzato un campione di 596
deal (perun totale di1.148 imprese), negliannicompresitra il 2004 e il 2009,
riguardantisoltanto le transazioniicui partecipanti erano entrambi italiani. Tuttii
settorisonostatiinseritinello studio, fatta eccezionedei Servizi Finanziari, delle
Imprese Pubblichee delle Utility. Infine 6 diversimodellidi regressione lineare
sono statiutilizzatiper osservare I'incidenza dialcune caratteristichedel deal sulla

creazione divalore finale, dal punto divistadella compagnia acquirente.



Abstract

The following thesis deals with thetopic of M&As andthevalue creation
opportunities deriving fromit, with a particular focus onthe latest transactions in
the Italian market.

In orderto reach suchagoal,asample 0f596 deals, regardingonly the transactions
whose participants were both Italian-based (foratotal of 1.148 companies) within
the years 2004 and 2009, has been analysed. Allthe industries have beeninserted,
except for Financial Services, Governmentand Utilities.

Lastly, 6 different OLS regressions have beenrun in orderto observethe impact of

some ofthe deal features on the final value creation, under the acquirer’s

perspective.
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Sommario

Quello che ci spingeatrattare iltema delle fusionie acquisizioni, in un periododi
prolungata crisicome quello che ilnostro paesestavivendo negliultimi anni, € la
convinzioneche questotipo ditransazioninon sia influenzato da mode passeggere
e che,ognivoltache unanuova ondatadi M&A siconclude, possiamo essere certi
chein futuro ce ne sara unanuova e dimaggioridimensioni.

Inoltre il tema offre ampi spuntidiriflessione, dal momento chenella letteraturain
materia non e possibile osservare una convergenza diopinionisulle potenzialita di
creazione divalore intrinseche nelle operazionidi M&A.

Se questonondovesse bastarea giustificare 'importanza dell’argomento,
riportiamo quidi seguito uno stralcio tratto da un articolo del “The Economist”,
datato 18 Maggio 2012, a testimonianza dell’attualita del soggetto delnostro studio:
“[...] le condizioniperuna perfetta ondatadiacquisizionisistanno allineando. Uno
shock globale ha colpitola maggiorparte deisettorie c’¢ abbondanza dicapacita
inutilizzata. Molte attivita, in particolare in Europa, sitrovanodifronte ad una
deregolamentazione, dato che le economie piu in ritardo cercanodistimolare la
loro competitivita attraverso riforme strutturali. L’impulso ad acquisire ¢ li. Molte

imprese sonogia sedute sopra pile didenaro™.

Questatesisipropone divalutare se e in che misura sia possibile creare valore
tramite operazionidifusione ed acquisizione. I risultati contrastanti provenienti
dalla letteratura in materia ci suggeriscono chenonesistonorisposte ovvie alla
domandae che, probabilmente, i fattori che influenzano il processo sonotalmente
numerosidanonpoter permettere una generalizzazione deirisultati.

Infatti, come affermato da McGrath (McGrath, 2011), il completamento della
transazione € solo un passaggio intermedio nell’intero processo diacquisizionee la
maggior parte dei fallimenti avviene a trattativa conclusa, poiché I'integrazione non

e mai banale. Quello che accade e che anchele transazioniche in teoria potrebbero
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sfruttare ampie sinergie, nella pratica fallisconoa causa dialcuni fattori difficili da
identificare, se cisilimita ad osservare ibilancisocietari.

Gli studiprecedenti hanno utilizzato due diversestrade pervalutare le performance
societarie eglieventuali miglioramenti dovuti alle transazioniM&A.

Il primo metodo consiste nell’osservare i valori azionari, prima ¢ dopo I’annuncio
dell’interesse da parte dell’acquirente. L.’idea alla base diquesto approccio ¢ che un
mercato efficiente possa valutare correttamente le potenzialisinergie risultanti
dall’acquisizionee reagisca coerentemente alla sue aspettative.

La seconda metodologia, invece, prevede la valutazione delle performancepre e
postacquisizione utilizzando delle metriche basate suvaloridibilancio delle due
aziende coinvolte e applicandone, in seguito, una correzione relativa ai rispettivi
benchmark.

Il nostrostudio seguira ilsecondofilone in materia, in modo da adeguarsial meglio
alle caratteristichedel nostrocampione. Infatti, la maggior parte delle imprese da
noianalizzate non é quotata in alcun mercato finanziario, per cuinessun valore

azionario sarebbe stato disponibile per valutarne le performance.

In seguito, la nostra analisisiconcentrera sulla valutazione in dettaglio delle
caratteristichedeideal e dicome questeimpattinosulla creazione finale divalore.
Come gia menzionato, tuttiirisultati ottenuti nel lavoro sono da considerarsi
all’interno del contesto diriferimento. Le conclusioni che ne derivano verranno

supportate da un’accurataanalisideitrend piu rilevantiall’interno del campione.
La trattazione sarastrutturata come Segue:
1. Laprima parte sara dedicata all’esposizione dei concetti introduttivi in

questo campo, in modo da fornire al lettore una conoscenza adeguatadel

lessico e degliargomenti che seguiranno nella discussione. Nello stesso
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capitolo, sara fornita unapanoramica della storia delle attivitadi M&A, sia
nelmercato italiano che in quello statunitense, assieme ad uno studio

sull’imprenditorialita italiana, ad un livello microeconomico e disettore.

La discussione continuera conunarassegnadella letteraturain materia,
presentando le varie metodologie e i diversirisultati. Tutte le possibili
letture saranno evidenziate, ponendo particolare enfasisugliaspetti
contrastantie i motivialla base diessi.

Il terzo capitolo saradedicatoalla presentazione delle nostre analisie ai
risultatiche ne derivano. In particolare, due diversistudi verranno proposti:
una lettura suitrend osservati sia per le societaacquirentiche perquelle
acquisite edunostudio econometrico sulle determinanti della creazione di
valore dalpuntodivista delle acquirer. L’analisisiconcludera, quindi, con
una potenziale interpretazione delle dinamiche sottostanti agli effetti
osservati.

La sezione seguente esplorera in maggior dettaglio dei case study,
riguardantitre operazionisignificative incluse nel nostro campione. Lo
scopo, in questocaso, é quello diosservare su dei casirealiqualisiano le
diverse motivazioniallabase delle operazionidiM&A e qualii risultati

raggiunti tramite queste.
La tesisiconcludera, infine, con una breve serie diconclusioni e possibili

suggerimentisulle bestpractice da tenere a mente pertutticoloroiquali si

interesseranno della materia in futuro.
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Chapter 1

1. M&A TRANSACTIONS

Our first purposein this paper is to give the reader a sense of what we intend by
Mergers and A cquisitions (hereafter referred to eitheras “M&As”, “M&A
transactions” or “M&A operations”). Thesekinds oftransactions belongto a
broadersegment of Corporate Finance, commonly known as “Corporate
Restructuring” (or “Finanza Straordinaria”, in the Italian literature), which includes
operations that are notpart of “Business as Usual”, such as divestments, demergers,
stock-option plans, creations ofholding groups, etc.

To have a better understanding of what is meant by M&A activity, we will dedicate
the first paragraph to a brief overview of possible transactions, by describing their
features and proposing some categorisations.

The following section will summarise the phenomenon of M&A “waves” in the
past, with a special focus on whathappened in Italy overthe last20years.

Lastly, paragraph 1.3will present thereasons that lead companies to undertake
M&A operations, by focusing on two typologies of actors: the shareholders and the

management.

1.1 What M&A transactions are (and what they are not)

The first section ofthe paragraph will provide some definitions of the basic
operationsan M&A practitioner has todeal with, eventhose transactions that have
notbeen included in our sample dueto their peculiarities, which lie outside the
scope ofourstudy.
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Otherfeatures of M&As will be treated in the following subparagraphs, in
particular part 1.1.2 will presentataxonomy ofthe deals with respect to the
reactions ofthe target to the bidder interest, while subparagraph 1.1.3 will show
some of the possible defensive strategies that management can undertake to prevent
or stopan hostile takeover froman external raider.

Subsequently, in subparagraph 1.1.4 we will examine the paymentmethods and the
effects they have on market perceptions and expectations, which will consequently
translatein share price variations and eventually require differentanalyses for the
actual costofthe deal, as eventually discussed in section 1.1.5.

1.1.1 Definitions of M &As

As defined by Michael McGrath, “M&A.is a collective description for a series of
related corporateactivities with the purpose of leadingone or more, or sometimes
parts of, companies tothe changeofcontrolstage” (M. McGrath, 2011).

We would actually preferto distinguish the two concepts: by “acquisitions” we
intend the operations in which a firm (hereafter referred to as the “bidder”, the
“acquirer” orthe “buyer”) acquires totally ora major portion ofanother company
(hereafterreferred to as the “target™). In an acquisition the ownership ofthe
company is transferred, in full or in part, to the acquiring firm, in exchange for that
a payment is made to the targetshareholders, typically at a price over the market
value. The assets and liabilities of the target (unless other agreements are made)
will belong to the bidder.

By “mergers”, however, we indicate those deals that conclude with the legal
disappearance of one ofthetwo companies, which does not necessarily occur after
an acquisition. In a merger the two organisations agree to come togetherandall
theirassets and liabilities formthe new company. Theresources of the two firms
are combined in the beliefthat the two firms together performin some way better
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than the two firms as separate entities. At theend ofthe process, theownership of
the company is sharedamong the original shareholders of both companies.

The two sets of operations are commonly studied together, since mostofthe
reasons at the rootofthe two types of deals are similar, as thoroughly discussed in
paragraph1.2.

Finally, we need to warn ouraudience thatsome acquisitions are presented to the
public as amerger. This is done to receivefiscal incentives, to minimise the
impacts on the personneland to reduce thefrictions betweenthetwo participants;
all theseaspects willbe discussedin the next sections.

What we want to underline here is thatin order to actually have a merger two or
more companies needto have approximately the same size, so that money doesn’t
need to change hands fromone to the otherandthe ownership is equally shared

among the original shareholders.

Therange of operations that belong to this area is extremely broad; we will
therefore give an overview of the possible deals among companies, by presenting
the characteristics and peculiarities of a taxonomy ofthe operations, as reported by
Mergermarket (the database where our sample is drawn from), even of those we did
not consider in our study.

A firstexample ofagreement thatsits in the middle between Equity forms and
contractual market relationships is that of “strategic alliances” (M. Colombo, 2003).
This termwould actually includea wide set of collaborations, that vary fromthe
simple concession of licenses against the payment of the related royalties, to co-
branding and resource sharing, through customer-supplier relations in the value
chain context. The peculiar feature of thesearrangements is the opportunity for
both partners to remain independent as organisations and simultaneously benefit
fromthe synergies that may rise fromthe cooperation, These agreements are often
fostered by start-up companies, which usually lack certain skills and assets (suchas
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managerial competences or distribution channels) and have greatconvenience in
terms of time and costsavings, in acquiring themfrom the outside. The biggest
concern in theseinstances would be trust: the relationships are highly risky because
of the small possibility of creating “hostages” (e.g. relation-specific investments)
and the great knowledge appropriability hazards (M. Colombo, 2003).

With the term“ Equity Joint Venture (EJV) ” we intend a business agreement
which results in the creationofathird legally distinct juridical entity, owned by
two ormore partners (P.W.Beamish, N.C. Lupton, 2009), sometimes for a limited
period of time, with the purposeofexploiting each other’s capabilities towards a
common goal. The same termis used for temporary partnershipsamong
professionals, who assume the role of “co-venturers”, even just for a specific
project. In the caseof corporate JVs, both companies contribute to the Equity and
therefore jointly exercise their control (usually onan equal level) on the Newco and
eventually share the associated risks and returns. Due to the nature of this
partnership, many protections are needed: the companies involved indeed need to
protect themselves fromthe danger of opportunistic behaviours coming fromthe
other party (spill-over risks, misappropriation of valuable assets, etc.); therefore,
aftera sound Due Diligenceto checkthe credentials of the partner, companies
would insert many clauses in the Statutory act to protect themselves duringthe
cooperation.

Nonetheless, JVs are stillto be considered as a safer way to collaborate if compared
to strategic alliances, because of the sunk costs undertaken by the partners and the
legal bindings they have to subscribe.

JVs, as all othersorts of partnerships, have become more and more accessible,
thanks to the development ofthe internet, which eased the research of information
regarding reputations, financial aspects and companies’ skills, thus greatly reducing
the transaction costs in the market.
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A third category we needto presentis that of “divestments” or “divestures”, namely
the disposal or reduction of certain corporateassets. Divestmentoperations belong
to the area commonly known as “Portfolio Restructuring” andinclude a range of
possibilities that may vary accordingly to the needs ofthe firmand may also
involve an entire business unit (C. A. Montgomery, A. R. Thomas, 2006). Being
said that divestments are more frequent during recession periods, when companies
have more difficulties to compete in the market, one ofthe main reasons forsuch a
decision is the need for focusing on the core competences; in fact, many companies,
that during bullish market trends fostered a diversification strategy, need to goback
to their core business to survive when themarket turns downwards. A second
motive may be the opportunity of new investments, therefore in this casethe
disposalis just away to finance something that is believedto be more profitable.
Thirdly, divestments may be dueto financial reasons, either because of the high
volatility ofasegment, which increases the variability of the overall company (thus
increasingthe cost of borrowings) or because the same segments have been
underperforming over a relatively longperiod. Lastly, some “breakups” happen
because theyare forced by legal authorities, this is oftenthe case of companies
operatingin a low-competition market or in a quasi-monopoly (e.g. themost
famous breakup in the history of the US antitrustdepartment is the one regarding
the American Telephone & Telegraph Company, AT&T, thatwas forced to split
into its sevenregional subsidiaries, thereafter known as “Baby Bellies”’). Some
divestments occurin the formof “spin-offs™: in this case the company that leaves
the parent creates a separate business, even though notcompletely independent,
since the shareholders ofthe original organisation will own “pro quota” the shares
of the new-born firm. Spin-offs are more frequentwhenthe division that spins off
has increased enoughto be attractive fromthe market and can standup onits own
feet, so that new investors may be interested in financing it for further growth.
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The “demergers” (also called “sell-offs”, “splits” or “break-ups”) (McGrath, 2011)
belong to the“Portfolio Restructuring” area too, butare slightly differentfrom
“spin-offs” undera juridical perspective . As in the previous case, it is fundamental
to have clarity aroundthe assets and liabilities that are being separated to formthe
newcompany. In the case of demergers though, the new company thatrises from
the original one is totally independentfromit and new shares are issued for the
existing shareholders.

Since acquisitions can be limited to a single businessunit, it is common to separate
the target division fromthe parentcompany in order to be acquired. Itis also
frequent that the management of the separated business unit is the one who
purchases it, thus realising an MBO (Management Buy-Out). These operations can
also have a financial motive dueto a different divisionofthe initial debt of the
company with the relative greatest portion givento the part that has the highestcash
flows, thus reducing the overall costofdebt.

A particulartype of demerger is the “Equity Carve-Out”’, where, after the creation
of aNewco, an IPO (Initial Public Offering) is launchedto attractnew investors for
a minority stake, so that theoriginal shareholders do notlosetheir control over the
daughter company. Thebenefits that come fromsuch anoperation are similar to
thoserelated toany other IPO and can be distinguished into4 groups (G.Giudici,
2010):

1) Financial benefits:the listed company gets an easier and less expensive
accessto thesources of financing, it may vary its financial structure,
minimise the overall cost of debtandequity and even take advantage of
bearish market trendstogain a high evaluation of its assets;

2) Operational benefits: it is mostly a matter of marketing and image, the

company gets to be knownby awideraudienceand may alsogain new
distribution channels, the efficiency may increase because of a stricter
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controland the potential presence of institutional investors, furthermore

being listed turns into a more qualified certification ofthe enterprise’s work.

3) Organisational Benefits: the productivity may increase due to amore
efficient reporting systemwithin the company and towards the market
(Management Control Systems) and performance-based incentive plans may
be putin place.

4) Fiscal benefits:some countries (suchas Italy in the 90s) may offer fiscal

savings for companies that decideto enter a regulated financial market.

Lastly, we shall present atypeofacquisition that stands outfor its particular
features:the so-called “Reverse Takeover”. In this instancethe bidder is a private
company, whose purpose is of going public and wants to shorten thelong process
of changingits status (K. C. Gleason, L. Rosenthal, R. A. Wiggins, 2005). The
operationis thenconducted by acquiring a public company (often referredto as
“shell company”) and merging it with the original one. The organisational structure
of the public company is thenchanged andthe private company shareholder will
controlthe board of directors. Themotives for suchan operationare mostly related
to the “public” status and all the favourable conditions that follow, plus this change
is made at a lesser costthangoing through the bureaucratic process of s tatutory
change.

1.1.2 Types of M&As

Takeovers may be distinguished with respectto thecharacteristics ofthe deal. In
particular, in this section we would like to describe three main aspects of these
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operations, namely the different sets of synergies thatthe companies may reach
afterthe conclusion of the deal, the negotiation process and theattitude of the target

company towards the acquirer.

M&As are usually conducted bearing in mind the idea that the combination of two
organisations may results in a value that is higher than the simple sumofthe two
original stand-alone firms. This idea is the reasonwhy the acquirer is willing to pay
an additional premiumto the actual value ofthetarget andthe market is already
aware of it, as we will exhaustively present in subparagraph 1.1.5.

By consideringthedifferent synergies that canrise fromthe M&A we can drawa
taxonomy of the market (classificationby W.L. Megginson, A.Morgan, L. Nail,
2002):

1) Horizontal operations: it is the case of transactions that take place between
two companies thatoperate in the same industry and therefore are potential
competitors. The benefits thatmay be achieved by thetwo participants are
firstly linked to a higher market share andthereforea stronger bargaining
power towards suppliers and customers, then economies of scale can be
built up thanks to a higher productive capability and differentcore skills
may be combined towards a more efficient and effective paradigm. In this
instance, integrationand consolidation are typically easier due tothe

similarity of the two merging firms.

2) Vertical operations: in this instance the two players hold different positions
in the supply chain (one beingupwards, the other being downwards) and
therefore are connected through a customer-supplier relationship. The
benefits that canbe acquired are mainly due to economies of scope (which
eventually lowerthe average costs if the products or services are created
througha similar know-how or may share the same physical assets) and
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economies of integrations, by insourcing partofthe process that was
previously conducted outside the company border. In additionto that, the
controlofthe supply chain typically allows for better pricing opportunities

and improvements in the quality of products and services.

3) Conglomerate operations: the companies involved have interest in
unrelated business, sothe incentives they have are dueto the possibility of
diversifyingtheiractivity, thus reducing volatility and the risk perceived by
the market. Even in this case some economies of scope may rise, if, for
instance, the technology, the know-how or the productive processes have
some common linkages. Many holding companies are built upon thetheory
that two businesses matchwell together, if they would seldomsuffera

downturn at the same time

A different classificationof M&A transaction canbe outlined by studyingthe
negotiation process ofthe deal. More specifically, the transaction may be conducted
througha private negotiation between the two companies or via financial market. In
the first case we are talking about “private placement”, which is accessible evento
small size firms, which have no possibility of being listed in financial markets.
However, when a buyer decides to operate through the capital market, it can choose
between two different options. Thefirst solution would be acquiring a sufficient
amount of shares fromthe current owners to getthe control of the overall company,
whereas thesecond possibility is to promotea “tender offer” towards the public in
orderto buy the necessary amount of shares. According to the Italian Law (Testo
Unico della Finanza, art. 102-112), two different types of tender offers exist:
voluntary offers, with the acquirer promoting its intention to buy a specific amount
of sharesand divulging the offer price; compulsory offers, in which the bidder is
forced to buy the remaining shares fromtheirholders (if they wantto sell them)
afterovercoming a fixed threshold (30% of the controlling power). Further
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particularities and exceptions apply depending onthe context, but are nottreated
extensively in this paper, as they lie outside its scope.

Public offering bring along some pros, such as the reduction of transaction costs
due to the high information disclosure of listed companies and therefore to a
simpler partner scouting process.

The third possible categorisation applies only with respectto thetender offers, and
it considers the different attitude of the managementofthe target firmtowards the
external raider. There are two possible reactions to the forecasted acquisition: in the
best scenario, we speak of “friendly takeover”, since both parts agree onthe
conditionofthe deal, whereas on the otherhand a “hostile takeover’” means that
even if there are frictions coming fromthe target company, the buyer still pursues
its offer. The opposition comes mainly fromthe managementofthe target, which
fears the risk of being substituted right after the operation, rather than fromthe
shareholders, who are usually attracted by the premiumprice that the bidder is
willing to pay (G.Giudici, 2010). The external raider in these instances is often
referred to as “the dark knight”, soto recall the idea of an undesired presence that
fights against the current management.

Possible reactions to a hostile takeover, can be undertaken before and after the

announcement and will be extensively presented in the next subparagraph.

1.1.3 Defensive strategies

When a hostile takeover is feared, themanagementofa company can undertake
various actions for preventing the risk or can react only oncethe announcement is

already public.
Sometimes defensive tactics are usedto increase the bargaining power of the target,

so thatits board of directors can negotiatea better price for its shareholders. In any
case, the idea behindthe defensive strategy is to force acquirers to negotiate the
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transactionwith the Board of Directors and not only with the currentshareholders.

Since the set of potential tactics is very wide, we limit our discussionto the most

common ones, as categorised by Boricki (M. Boricki, 2010):

1) Firstof all, it is not trivialnor useless to informshareholders aboutthe
reasons why the transaction would be disadvantageous for the firm.

2) A secondoptionwould be thatof buying back company’s stock. This is
useful especially when thetarget possess high levels of liquidity. In this
instance, its attractiveness is due to the possibility of acquiring through debt,
which is eventually repaid by the cash flows of the targetitself.

Therefore, by using cash torepurchase its ownshares, the company
becomes less appealing. In additionto that, buying shares on the market
increases their price, thus making the takeover more expensive.

3) Greenmailing, also knownas “bon voyagebonus” or “goodbye kiss”, is an
alternative whena large amountofshares is held by a hostile shareholder
(being ita company ora private investor). The company defends its status
by acquiring the stockowned by the “dark knight” at a premiumprice.

4) In some cases, managers decide topromote defensive acquisitions, namely
acquisitions financed through debt. Due to the increased leveraging ofthe
company, theexternal raider will likely be less attracted in acquiring it. The
risk in this caseis that suboptimal decisions may be made by managers,
with the only purpose of defending their position and withoutconsidering
the actual value potential of the acquired company.

5) A simpler solutionwould be thatoffinding a “white knight”, namely
another potential acquirer, which would take over thetarget under
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favourable terms and at a higher price. The “protector” would defend the

interests of both the company andtheshareholders.

6) “Golden parachutes” have thepeculiarity of defending only theexecutives
from management turnover. These are clauses attachedto the contract ofthe
top managers, which force acquiring company to pay highbonuses if they
want to change themwith external figures. Since these amounts are usually
small relatively to the size ofthe deal, they won’t affect the success ofthe
transaction, butare adopted by executives toensure themselves further
personal benefits. Anotherarrangement ofthis kind is to seta
“supermajority quorum” to decide in matter of changing or removing
board members and approving M&A operations, so that the external raider
would need to purchase more than 50% ofthe sharesto pursuethese
decisions.

7) Anothersolution would be that of redistributing a large dividendto
shareholders, by financingit through debt. This strategy is referred to as
“leveragedrecapitalisation” and brings also theadvantage of giving back
to the shareholders some ofthe premiumthey would have received fromthe
externalacquirer.

8) ESOPs (“Employee Stock OwnershipPlans”)can also deter potential
acquirers, since the Board keeps a potential buffer of sharesto be usedwhen
a “dark knight” is feared. When a potential acquisitionis feared the
directors canissuenewshares, thus increasing the required amount of stock

to exercise the control of the company.
9) Lastly we have the shareholder right plans: it is a set of 4 different strategies,

which goes alsounder the name of “poison pills” because they tend to make

the dealless “digestible” to theacquirer, by increasing its cost or making the
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target less attractive.

The plans consist in attributing the current shareholders certain rights that

can be claimed under particular conditions.

A “flip-in” plan consists in giving to theshareholders (except the
potential hostile raider) the right of purchasing new stocks at a
discount. The right canbe exercised when an actor accumulates
more shares than a fixed “alarm” threshold (typically ranging from
20% to 50%), so that the risk of takeover is reduced, because the
raider gets its participation in the company diluted.

A “flip-over” plan occurs after the takeover and would give target’s
shareholders the rightto purchase unfriendly company’s shares fora
discounted price, so that the latter would realise a dilution, resulting
in an overalldevaluationofthe buyer.

“Voting plans” may also be a goodbarrier to preventundesired
acquisition, by giving superior voting power to a certain preferred
stock, so that evenifthe raider bought a substantialamountof
common shares, the voting power wouldstill be in the hands ofthe
already-existing shareholders.

Lastly, “back-endrights” can be issued to theexisting shareholders,
so that ifa hostile bidder shows control interests in the company,
once again by overcoming a triggering threshold, they canexercise
theirright and get a senior security or cash equivalentto a fixed
“back-end” price. This solution then implicitly imposes a mmimum
price for the acquisition ofthe company: the “back-end” price
indeed, which will obviously be set higher than the current market
value.
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Two further possibilities, which proveto be less frequent in M&A history, are:

e The “crown jewel defence”,i.e. the right for the target company tosellits
most valuable assets ifa hostile takeover occurs, thus reducing its
attractiveness

e The “Pacman defence”, as reminded by the name, consists in the attempt to
revert the positions and try “toeat” (acquire), those which wanted “to eat”

you in ahostile takeover.

The use of defensive tactics has beenhugely debated in the Italian context, since
investors putpressure fora freer “market for corporate control”. Being this the
situation, the Italian Law imposes many boundaries to defensive actions. This
decision bringsalong many pros and cons, which lie out of the scope of our study;
however, we would like to include an example of a hostile takeover that succeeded
and is stillmatter of open debateand criticism.

We are referring to the acquisition and subsequent merger of the Italian former
public Telecommunicationcompany, Telecom, by the Olivettigroup.

In 1999, the group headed by Roberto Colaninno, after having shown interest
towards various telecomfirms (in particular with the partnership with the German
group Mannesmann), announced its tender offer for the newly privateand listed
company, Telecom. Being the law as we described, nodefensiveaction could be
undertaken by the targetmanagement, sothe Olivettigroup was able to collectover
than 52% of the company stock, thus gaining its control.

The debateis still heated because, among other incongruities, the selling price was
relatively low, due to the collective nature of the company and the impossibility of
the board to protect the shareholders fromexternalraids.

27



1.1.4 Methods of payme nt and market e xpectations

When abuyerreveals its intentionto acquire a certain amountofthe target shares,
it must disclose a certain amountof information. For listed companies a prospectus
(“Prospetto Informativo”in the Italian regulation) is required. This is a document
throughwhich the bidder reveals tothe controlling Authority and tothe market all
the information regarding the transaction to be concluded and all that is needed “in
orderto allowinvestors to get a soundassessment of (the bidder’s) financial,
economicaland proprietary situation” (Art. 94, D.Lgs. n. 58/1998).

Therefore, it is the “business card” ofthe company, compliant with the principles of
trust and fairnessand according to theneeds of true and exhaustive information of
the public and themarket in general (P. Amato, 2001). The document usually
consists of two main parts:

1) Afirst sectionis dedicated to the bidder, with information regarding: its
business model, its competitive and financial position, the synergies that it
intends to pursuethroughthe acquisition, etc.

2) A secondsection specifies the details of the offer, namely the amount of
stockthatthe bidder wants to acquire, the price thatit intends to offer, the
conditions ofthe deal, potential clauses (such as theright to cancel the offer
if the participationdoes not reach a fixed threshold), etc.

One ofthe most important pieces of information is the definition of the methods of
payment that thecompany will adopt for the transaction. We can roughly split up
the different choices in two categories: payments by cashand payments by paper
(bidder’s shares). In reality, theseare just thetwo edges ofa continuum, in which
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we can find also mixed payments (sometimes with theaddition of particular rights
or options).

When shares are offered as a method of payment, a proper exchange ratio hasto be
determined. Let’s define the following variables:

V,, : bidder’s market capitalisation
V. : target’s market capitalisation
N, : amount of existing shares of the acquiring company

n, : amount ofexisting shares of thetarget company

The share price for bothenterprises will then be calculated as:

B = Vi/ni i:b,t

Therefore, the following formulas give the amount of new shares thatthe acquiring
company willissue and the relative share exchangeratio:

0’y =Vie/ po=Nes P/ Py

a=n’y Ne=p/ Py

This result is valid as long as the market value of thetarget stays the same after the
announcement ofbidder’s interest. This is notthe routine, sincethe acquiring
company usually offersa premiumprice, so that the offer results more appealing to
target shareholders. Whenthis happens, the formula has to be changed by simply
inserting theofferedamount in place of V,.

A series of implications followthe selection ofthe method of payment, as the

market builds up its expectations with respectto this financing decision.
When only cash is offered, the target’s shareholders can “cashout” their investment
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without assuming any risk in the implementation of the merger. When new shares
are issued, targetshareholders who decide to accept the offer, will undertake the
risk related to the success of the integration between the companies. In exchange
for the riskassumption, they can benefit fromthe potential value creation, as any
otherbidder shareholder.

Moreover, what usually happens is that the market creates negative expectations
when the bidder offers its ownshares to financethe acquisition.

To explain this behaviour, we first need to consider that there is always information
asymmetry, since the bidder’s management has a deeper knowledge of its
company’s currentsituation and future outlook. Thereforeifthe bidder’s shares are
undervalued by the market, the board willavoid as faras possible the use of stock
as amethod of payment, because it would actually result in a higher total expense.
On the contrary, ifthe same shares are overvalued by the market, using themfor
financing the operationwould be more convenient than paying by cash.

A similar concept is expressed by Myers and Majluf (1984), when presenting a
capital-constrained firm that needs to finance a new project, in presence of
information asymmetry. For the sake of completing thediscussion, the model will
later be presented for thosewho are interested in the technicalitiesandonly a
synthesis of the findings will here be included.

The result ofthe authors’ study is indeed that, when a company is overvalued by
the market, it sometimes finds convenient to finance projects thatwould actually
destroy its value (that is, projects with a negative NPV), because the shareholders
would eventually benefit of the overpriced issue of new shares.

Let’s assume that a company wants to launch a projecthavinga NPV equalto b. Its

netassetsamountto aand its liquidity is S, whereas the investment required by the
projectis I, with | being strictly greaterthanS, i.e. I > S; therefore the company
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would need to collectE = I — Sinorderto launchtheproject.

Let’s assume also that theonly source of capital is the financial market, which,
however, is neither aware ofthe value aofthe company norofthe project NPV
(these value being knownonly to the company management).

Therefore if the managementworks for the sakeofits shareholders, it’Ilundertake
all those projects that can guarantee:

YE+b+S+a) >(S+a) (11)

with y being the portionofthe company stillowned by theoriginal shareholders,
after newshares have been issued.

On the left-hand side ofthe formula we see the final value of the company, times
the portion stillowned by the original shareholders, while on the right-hand side we
have the original value. The two sides represent the value for the shareholders
before and after the implementationofthe project.

By rearranging the formula, we obtain

A-y)a+s)< yb+E) (1.2)
This result can be read as follows: the company will undertake theinvestment, only
if the portionofthe collected liquidity and project NPV belongingto theoriginal

shareholders (right-hand side) are greater than the valuethey cede to the market.

There are two main implications coming fromthis behaviour, as we can see in

graph 1:
1) If the company is undervalued by the market (a is high), the managers will

not be willing to issuenew shares onthe market, sincethey would be
underselling their assets to the market. The risk, in this case, is to reject
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investments with positive NPVs, thus destroying potential value for the
organisation.

2) Ifthe company is overvalued by the market (low values for a), the
managers could be willing to undertake even projects that would actually
destroyvalue forthe company (b<0). This behaviouris due to the
opportunity of colleting liquidity foran amountthatis greater thanthe

eventual loss, as farthe shareholders’ perspective is concerned.

‘issue and
invest’

‘do
nothing’

2 ¥

-

The graph represents the two strategies betweenwhich thecompany has to decide,

the relationship between the two “unknown” variable is linear as we can see from
the formula (1.2).

In the lower part ofthe graph the advice is to “donothing”: the project willnot be
convenient for the shareholders either becausethe NPV is negative or because
collecting money fromthe market is very expensive. In the latter instance, the
company is facing the first risk: not investing in efficient projects (b>0) becauseits
sharesare undervalued by the market (high values of a);
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In the upperpart ofthe graph the decision will be to “issue and invest™ the project
will be financed by attracting new investors in the company.

The secondriskis then feared the most when the company is overvalued (low
values ofa): in this instance, in fact, even projects with negative performance (b<0)
can be convenientforthe current shareholders.

The empirical findings on Successive Public Offers, especially in the US market,
corroborate the conclusion that market reactions are normally negative, because an
overvaluation ofthe firmis expected. Unfortunately, this happens also whenthe
issuer hasgood investing opportunities, butdoes not possess the necessary
financial resources to undertake it and therefore needs to issuenew shares to collect
new capital.

Obviously, if there wasn’t information asymmetry and the company was able to
prove its actual value and the value creation coming from its investments, there
wouldn’t be any market inefficiency in this sense.

1.1.5 Evaluation of an acquisition

As mentioned in the previous sections, when a bidder places its offer to acquire a
target, a premium price is proposedto the market, so thatthe shareholders may
consider selling as convenientfor them. Therefore, in orderto evaluate an
acquisition, a few considerations are needed, because sometimes the mere amount
of the deal is not equal to the price thebidder pays to purchase the target.

To clarify the previous sentence, we need to remark that the market knows that the
bidderis willing to pay a premium price; hence, whena rumour (or the official
announcement) of the interest is spread, the expectations lead theprice to go up
suddenly andthe market cap ofthe company is evaluated more than it is actually
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worth.

Let’s define the following variables:

V., : stand-alonevalueofthe target (market cap beforerumours);

V’; : value of the targetunder acquisition expectations (market cap after rumours);
L : price offered by the bidder (for simplicity, we consider it as cash);

AV : value creation through theacquisition (as expected by the bidder)

Given thesevariables, two different expenses can be calculated:

Cactua = L =V, : actual cost ofthe transaction (offered premium)

Cirictitious= L — V¢ : fictitious costofthe transaction

Since no shareholder would acceptto sellits stock for less than the market price,
we can easily expect C,.... t0 be positive. We cannotdraw the same conclusion for
Crictitious: Since sometimes the market price after the announcementgoes higher than
the offer. Forinstance, this occurs when the market forecasts a refusalto theinitial
offerand a following higher proposal fromthe bidder.

A secondresultis that C,cua > Crictitiouss Since market expectations usually inflate
the market cap ofthe target (V;<V?;). Therefore, ifa company estimates the cost
of the purchaseonly referring tothe fictitious cost, it is underestimating its
expenditures, because the real value of the target after the acquisition will be equal
to Vi again. In particular we can divide the premiumthe bidder is willing to pay in
two parts:

C:actual =L- Vt = (I— - V’t) - (Vt - V,t) = Cfictitious + Cmarl‘et (13)
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Where Caret = (Vi — V?) is the premiumalready attributed to thetarget by the
market, following the announcement or the rumours.

The bidder will want to acquire the company, as long as

AV > Cactual

Namely, it is willing to operate, only ifthe expected synergies will create a value,
which will be greater than the costof purchasing the target. Thus, we can see the
negotiationunderanew perspective: itis simply adivision ofthe value creation
among the participants.

What actually happens is thattarget shareholders are automatically awarded a
premiumequalto C e, Just because of the expectations; then whatremains of
AV will be split between theacquirer andthe acquired.

In particular, the valueis split as follows:

AVacquirer = AV - Cyeral gained by theacquirer;
C:actual = Cfictitious + Cmarl«et gained by thetarget;

If that was all, we would have a win-win game, with both parts gaining their
portion ofthe valuecreation, but in practice “hopes in M&A deals canalsoexceed
what is feasible. Often as a consequence, the amount spentforatarget is too highor
one ofthe merging partners is overvalued. Premiums paid can hardly ever be

recaptured.” (Stegerand Kummer, 2007)
If forecasts are mistaken, synergies overestimated or free cash flows inflated, their

net present values will bring to excessively optimistic expectations, hence, chances
are that the acquisition price is never recouped over time.
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According to the literature on this theme, M&As look good on paper but are not
realised as calculated, due to the buyer’s perspective, which hopes that M&As can
solve other problems orimprove the performance of existing divisions of the
company.

When an acquisition is made to distractthe attention fromthe real operational
problems, the goal is unrealistic fromits premises, the devoted resources are simply
wasted and it is no manager’s fault if the objectiveis not achieved in the end.

As stated by lvancevich, M&As are unfamiliar situations for bothmanagers and
employees, so whengoals are out ofreach, theresulting highemotional
involvement and great distress may further increasethe likelihood of failure
(Ivancevich etal.1987).

If the goals are perceivedas important, managers will renew their efforts to
undertake further attempts to meet the expectations and keep on predictingtoo
favourable outcomes for their actions, leading to newtrials and failures.

What the author proposes instead is that they should reshape the objectives and
make themrealistic; unfortunately though, “realistic” plans quite too often are not
enoughto fit in the agenda of extraordinary growth of most companies, therefore
they would not be sufficientto convince the board or the shareholders to investin
such projects.

Deals have to be ambitious to attract the attention, but they cancreate valueonly as
long as they don’t cross the borders of feasibility, so that the premiumpaid will not
exceed the advantages of the operation.

In the next paragraph we will analysesome of the reasons for M&A failures under
the perspectiveof “soft” variables, by showing thatsometimes the hardestpart

comes only afterthe dealis concluded.
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1.2 Waves in M&A history

It is well known that M&A activity comes in waves, namely we can notice
continous peaks andtroughs in the volumes of deals. Whatis more impressive
though, as stated by Steger and Kummer, is that “M&As continue to take place, not
only on asmall scale but also periodically with great magnitude, when M&As in
the previous wave —and evenin the ones before that— may have failed”( Steger and
Kummer, 2007). Whetherandwhy M&As frequently failwill be the subjectof
chapter 2, we will now presentthe features ofthe M&A activity in the biggest
market ofthe word, the US (section 1.2.1) and then in the context we are analysing,
Italy (section 1.2.2).

1.2.1 M&As in the U.S.

Being the US the market with the longest M&A experience, fromthe analysis of its
history we can draw some insights of whatare the reactions to macroeconomic
factors and outline some of the trends of the latest years.

Generally, M&A activity has grown considerably overthe years. Whilst it
experiences periods of rapid growth and periods of decline, each growth period
brings new highs, each higherthanthe last.

As reported by York University, the history of US M&A consists of sixmajor
waves, the first of which in the late 1800s with a potential new one coming in the
next years. Each of the waves presented particular features in terms of dominant
operations dueto corporaterestructuring trends or regulatory changes thataffected
competition in the industries.

The first phasebeganafter the depression of 1883, at the turn ofthe twentieth

century (1897to 1904) and sawa spate of horizontal mergers, which allowed
enterprises in the same line ofbusiness to create monopolistic industries, suchas
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petroleumproducts, mining, metals, railroads and so on. This purposewas easily
achievable due to the Liberalapproach of the then US Government that fostered a
laissez-faire economy, by setting the regulations at a minimum. The phasecame to
an end when the US Supreme Court started a severe battle againstmonopolistic
combinations, becausethey violated the Sherman Antitrust Act (1890). Due to this
campaign, President Theodore Roosevelt is still remembered as the “Trust Buster”

(Source: BeechmontCrest).

The secondwave (1916-1929) started during World War I and continued up to the
stock market crash ofthe “Black Tuesday”and the following “Great Depression”.
Atthis stage, we can noticethe rise in vertical mergers, due to the strong opposition
to horizontal transactions coming fromthe precedingwave.

In particular, manufacturing corporations integrated upwards to access the sources
of raw material and downwards to control the distribution channels, so that the
combined complementary resources could finally result in a highervalue. It’s in
this period that many major car manufacturers, suchas Ford, consolidated their
business. As we said, the stock market collapse of October, 29th 1929 brought this
wave to rest.

The third phase coincided with a period of great prosperity in the US (1965-1969),
which gave the necessary resources to companies in order to expandtheir business.
Since by this time the law had become opposedto both verticaland horizontal
operations for their anti-competitive nature, conglomerate deals were the solution
for thosecompanieswhoaimed at a high growth. Hence, in this period we witness
the rise of corporations whowent beyond their conventional industry and broaden
their offer, by expanding into new market segments.

Dueto acrash in the stock market, the wave slowly declined after the peak of 1969,
paradoxically when a more tolerant administration, led by President Nixon, took

over.
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The fourth wave (1981-1989) had a relatively smaller scale than the previous one
and it took place under the Reagan administration, in a period of economic
prosperity, where M&As were more acceptable as a business practice. Within this
phase anunprecedented amount of hostile takeoverstook place and the expression
“corporate raider” entered the business lexicon: all those companies which were
underperforming were acquired or were forced to improve their productivity.
Moreover, dealamounts increased enormously reaching impressive figures and
debt was used much more than in the past to finance new high-leveraged
acquisitions. Sometimes it was the large investment banks that conducted the
operations on the behalf ofa hostile raider in order to haveeasier negotiations. The
wave phased outdue tothe collapse of the banks’ capital structures, because ofthe

aggressive lendingactivity these institutions had carried out.

A few years later (1993-2000) a newwave of enormous dimensions started.
Underthe Clinton presidency, in a period of good growth of the country and bullish
markets, several takeovers were concluded, with the newtrend ofthe “megadeals”.
The enthusiasmforeconomies of scale led to thecreation of multinational
corporations of unprecedented dimensions, as size was considered the most
important competitive advantage to gain a market. Significantly, 6 out ofthe 10
largest deals in the M&A historytook place from 1988 to 2001 (source: KPMG).
The era concluded with the burstingofthe Millenniumbubble and the explosion of
some impressive scandals, suchas theones involving Enron and Worldcom.

The latest wave (2003-2008) began in the early 2000s, in a period in which
globalisation was an imperative for companies which wanted to gain competitive
advantages onaworldwide scale. Cross-border activity reached peaks that were
unthinkable in the past: companies looked more and more beyondtheir national
borders and global capital enormously boosted a momentumthat sustained eventhe
growth of smalland mediumcompanies with greatambitions.
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Anotherdriverofthe expansion was the role of private equity practitioners which
increasingly broughtcapital to profitable firms which wantedto growandhadthe
necessary skills to achieve theirgoals. This factor goes along with an increasing
participationofthe shareholders in the management of their companyanda greater
control by institutional investors.

The last wave concluded with the start ofthe ongoing “Subprime Mortgage” crisis
and the consequent impacts onfinancial markets and economic growth.

Waves Period Facet
First Wave 1893 — 1904 Horizontal mergers
Second Wave 1919 — 1929 Vertical mergers
Third Wave 1955 — 1970 Diversified conglomerate mergers

Co-generic mergers, hostile takeovers,
Fourth Wave 1974 — 1989 ]
corporate raiders

Fifth Wave 1993 — 2000 Cross border, mega mergers

) Globalisation, private equity, shareholder
Sixth Wave 2003 — 2008 .
activism

Source: York University

From 2008 up to date, the economic downturn pushedthe market backto the level

of 2004, but new opportunities are rising fora 7" wave to come.

As stated by KPMGin one of its latest reports about M&A activity worldwide, the
experts nowadays focus their attentionon the B.R.I.C.S. (i.e. Brazil, Russia, India,
Chinaand South Africa) as potential markets for profitable targets.

Some debates are stillgoing on regarding the inclusion of the whole Africaas a
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continent in the mostdeveloping countries, as the M&A sector in that area is
expected to boost foreign investment in the next years.

Given thesepremises and bearing in mind the demographic expectations of 2
billion people by 2050, it"s no wonder that A frica’s consumer markets are set for
optimistic growth and that the largest U.S. companies are startingto establish their
presence there, suchas Walmart, which placeda 4.6 billion $ offer foracquiring a
controlling stake in Massmart Ltd.

According to Thomson Reuters data, M&A activity in Africasurgedto arecord
amount of 53 billion U.S.$ for the yearended 31 December 2010. This represents
an increase 0f 69% on the 2008 year, which was considered thebestyear for
African M&A by deal value in history. More developed economies have yet to
reach the records setduringthe boomyears of 2007 and 2008.

Apart fromthe emergence of companies in developing countries, M&A is on the
rise also due to restructuring in banking sector, which broughtto quite spectacular
deals, suchas BofA (Bank of America) acquiring Merrill Lynch (50bIn $) or the
demerged parts of Lehman Brothers purchased by Barclays Bankand Nomura.
The trend is not limited only to the banking sector, in fact we can expect a number
of drivers for further M&A growth over thenext five to ten years, namely the
forecasted industry consolidationat theend of the recession andthe increasing
importance of closer cooperation for technology and capital transfer.

1.2.2 M&As in Italy

According to a study conducted by KPMG, over the years between 1988 and 2010,
12.402 M&A deals were stipulated, fora totalamount of 1.256 billion euro.
Among the macroeconomic factors that affected the developmentofan M&A
market, the authors highlightthe fluctuations of the global economy, the increasing
globalisation of the Italian enterprises and theevolution and growth of specialised
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advisors, i.e. investmentbanks, consulting firms and so on.

The period of interest may be roughly split up in two sections, whose scale (in

terms of deal value) is completely different, as we can see in figure X:

e  Thefirststage goes from1988 to 1998, with an initial increasingtrendanda
sudden downturn in 1991, mainly due to the complexsituation of politics. In 1993 a
bullish drift is registered as a response tothe privatisation of former public
companies, such as ENI, ENEL and theirsubsequentlisting on financial markets.

e  Thesecondstage beginsin 1999, after the Maastricht Treaty, thanks to which
the country finds new stability and enterprises start looking for opportunities to
expand theirbusiness abroad. This disclosure towards foreign markets creates
favourable conditions for foreign saversto invest in Italian companies, typically
through private equity funds. From 2001 to 2004, becauseofthe Internet Bubble,
M&A market stagnates, but soon after, starting from2005, the trend is positive
again, with an increasingamount of cross-border transactions (approximately 300
in less than4years). From2008 on, given the economical recession, the market
drops down again and corporate finance focuses its attention on debt restructuring
rather than portfolio restructuring.
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By further examining the analysis of the scenario, 4 main trends can be traced as
currently affecting the market:

. Privatisations:as broadly discussed in paragraph 1.3, the 1990s have beena
turning point for Public Financein Italy and the set of reforms thatcame out during
that period completely transformed the financialand economic balanceofthe
country. Asstated by OECD (Organisation for Economical Cooperation and
Development), Italy is the state which gained the mostfromthe selling of public
companies. This led to a modernisation of many industries having crucial
positioningand volumes, suchas Telecommunications, Energy and Banking.

) Internationalisation: although most deals that occurred in the last20 years
were domestic, cross-border transactions reached a peak of 40% of the total
volumes beforethe financial crisis began. Experts think thatthis process of
disclosure towards foreign markets will boost the markets again as soon as financial
difficulties are overand will in fact lead the way to new negotiations with
developing economies.

The interestingaspect is that both foreign investors are more attracted by Italian
enterprises, especially in the caseof renowned excellences and thanks to more
regulated and open markets; and Italian firms are expanding abroad for
consolidating their positions in new markets, rather than mere off-shoring.

e  Aggregations: beingthe market extremely fragmented, smalland medium
enterprises are more and more looking foralliances to grow in the domestic market
and gain leading positions in their industries. These operations indeed allow
companies toenhancetheir bargaining power and can be considered as a first step
to the above-mentioned internationalisation approach.
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) Dewelopment of professionals:one ofthe main drivers ofthe growthofthe
market, as we already mentioned, is the evolution of specialised practitionersand
professional investors. In particular, arole of great importance, despite ongoing
criticisms, was and stillis played by private equity funds, which now more than

everare neededin orderto help those many enterprises with financing troubles.

The last updates for2011 report a scenario thatis stillstagnating (23.6bln €, in line
with 2010’s 20 bln €), even thougha goodfirst semester had brought two
important takeovers: the tender offer by L\VMH to acquire 100% of Bulgari (4.1 bin
€) and the acquisition 0f83% of Parmalat by the French Lactalis.

The nature ofthesetwo deals reflect the current difficulties of Italian enterprises,
which are now targets for foreign investors (especially American and European
ones),as in 70% ofthe operations lastyear.

Whilst the financial services industry reported one of the mostdisappointing
performance in the latest years, with half of the transactions anda fourth of the cash
volumes in comparison with the previous years, private equity funds confirmed

2010’s good expectations by participating in some of the mostrelevant transactions.

The outlook forthe short termis still rather negative, dueto financingissues and
the current extreme volatility of stock markets, especially in a nation, suchas Italy,

which has beenseverely damaged by the ongoing sovereign debtcrisis.

1.3 Reasons for M&A

In the previous paragraphwe have seen two conflicting results: on the onehand we
have a high failure of M&A transactions, likely due to excessively optimistic
expectations; whereas, on the other hand, companies look with increasing interest
for opportunities to pursue their external growth.

The objectiveofthis paragraphis to understandthe rationale of this behaviour, by
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analysingthefactors thatmake M&As so appealing to the firms under different
perspectives: section 1.5.1will present the point of view ofthe shareholders andthe
organisation itself, while section 1.5.2 will show some potential personal motives
that push managers to undertake these projects, which also partially explain the
reasons of several failures.

1.3.1 Shareholders perspective

The goal ofthe shareholders is that of maximising the value oftheir organisation,
both in the long andin the shortterm (depending ontheir commitment to company
mission).

Therefore, ifthey were rational actors, with perfect information andthe power to
decide the strategies to be pursued, they would agree to M&As only whenthe value
of the combined firm is higher than thesumofthe two individual companies,
because ofoneofthese factors:

e Economies of scale:theseare allthe advantages thata company may reach
due to expansion in its scale and which usually spreads its profit margins.
What usually happens is that the average operational cost decreases,
because some of the expenses increase less than proportionally if compared
to the dimensionofthe firm. This definition includes the synergies coming
froman increased purchasing power (e.g. savings in the acquisition of raw
material), use of similar platforms (e.g. decrease in production costs and
investments in plants, filling unsaturated means of distributions, promoting
a wider range of products with the same marketing costs), elimination of
redundancies (e.g. unsaturated workforce canbe better employed and,
unfortunately, sometimes those whoare no longer needed, will be fired)
and asound financial situation (e.g. bigger companies can usually borrow
money atadiscount, because of strong bargaining power and consistent
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collateral to offer). On the other hand, margins canbe widenedthanksto an
increased market power and the consequent potential opportunity to fix
higher prices; in this case, antitrustauthorities need to supervise thedeal

and prevent the birth of players that may distort competitionin the industry.

e Economies of scope: the conceptis similar to that of economies ofscale,
however, in this case, we referto a company producing more thanone
productor providing more thanone service. The idea behindthe creation of
value is that synergies may rise fromthe sharing of similar know-howand
common physical assets. In this area we find all the pros related to the
enlargement of product range: low average costs thanks to similar
technologies, shared logistics, more efficient use of workforce, lower
marketing and sales expenses per single item, an enhanced offer for the
customer, etc..

By enlarging productoffer or entering new markets, some sortof
diversificationis already achieved, thus reducing the fluctuations in the
performance of the enterprises and decreasing the overall risk.

e Economies of integration: “they represent theefficiency when a firm
establishes valueprocesses thateliminate wasteon all levels”(Piller and
Maoslein, 2002). The conceptis thatthe sumofall costsalong thesupply
chain can be lowered by in-sourcing part of the process. Potential sources
of savings are: inventory (reduction of safety stock, implementationofa
just-in-time approach), planning (simplification of the process), capacity
utilisation (avoiding bull-whip effects, more flexibility to adapt short term
changes) and sales (cutting stock-outs, reductionof errors and prevention of
end-season discounts).

Thereis also asecond category of advantages that relates to the opportunity
of improving information in a CRM (Customer Relationship Management)
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logic: information no longer needs to be spreadalongthe supply chain, but
customer’s tastes and preferences canbe more easily integratedin the
design phasefor more customized products andservices.

Forthe sake of the exposition, we must say thatthese goals are achievable
ata satisfying levelalso througharobust SCM (Supply Chain
Management) approach, which is a hot topic nowadays thanks to
development of informationtechnologies.

e Diwersification: it is the main aim of conglomeratedeals. The concept that
stands behindthese operations is that companies can reduce the volatility of
their performance by investing in unrelated business, so that the probability
of all businesses going down at the same time is very low. In general
fluctuations of the economy will have less impact on the performance of

the conglomerate firms

e Protectionand growth: M&A are not always an option; sometimes they are
the only choicea company has, due to the contingentfactors coming from
the business environment. It is the casewhen growing is the only wayto
survive in a high-competitive market, where vulnerable companies are
threatened by big incumbents and risk to be acquiredifthey do not acquire.
Othertimes instead, external expansion is theonly way to become more
competitive, throughthe acquisition of new technologies, necessary

resources oreven by entering new markets.

It must be remembered thattarget shareholders may not be concernedaboutvalue
creation as longas theyreceive a premiumprice for selling theirshares. This is
only the caseofcashpayments, since if they received bidder’s shares in exchange,
they would participate to the risks of the combined company in the future, as we
have seeninsection1.1.4.
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Moreover sometimes, shareholders don"t actwith the purpose of maximizing the
value ofthe company, motivations can be contradictory andonly large institutional
investors, forwhomasingle firm is just an investmentin their portfolio, always
maintain this rational view.

Shareholders may be reluctant to sell to a certain acquirer because of personal
involvement in the company, for the desire of being independentor because they
prefera “friendly” subject even ifit doesn’toffer the bestprice, such aswhena
local firm is preferred overa foreign raider because of its national roots (e. g.
Yomo, as we will see in the case study section).

Family-owned businesses, as a relevant portion of the Italian companies, are the
most averseto selling, nomatterhow much is offered in exchange.

1.3.2 Management perspective

We have seenthatshareholders would agree to M&A deals, only if they created
real value for the enterprise, in terms of one of the drivers explained in the previous
chapter.

If the discussionwas already over, we would have to drawthe conclusionthat
failures are only due to market inefficiencies, there being too optimistic
expectations orwrongassumptions on future scenarios.

However, the problemis the discrepancy of objectives between the management
and the organisationitself. Managers usually have personal benefits in investing in
these projects and when they divert fromthose of the company, value destruction is
likely to happen.

Since in most small companies management and ownership are generally closely
linked, their motivations are usually aligned. The problemraises as corporations get
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largerand the management is no longer theowner but is employed by the
shareholders to act ontheir behalf. The managementare agents for the shareholders
but may not always actin the shareholders’ bestinterests, themore is the disregard
towards the owners, the higher the valuedestructionover time.

Literature refers to the inefficiencies coming fromthesesuboptimal decisions as
“agency costs”, an example of which is the maximisation of management rewards,
regardlessthe risk taken by thecompany.

A list of potential motives for M&A frommanagers’ point of view is given by
McGrath (McGrath, 2011) and includes the following factors:

e Standing and remuneration: being part ofa bigger company usually allows
managers to receive higher bonuses, but that’s not all. The enlargement of
the firm brings prestige and power to those who remain. Furthermore,
research shows that the financial reward typically materialises evenifthere
is no increase in the value of thefirm (Jensen, 1986).

e Job security: as we already said, sometimes acquiring is the only way not to
be acquired. Fromthe managers’ point of view this means preventing the
risk oflosing their positions (see also thereactions to a hostile takeover, as
describedin section1.1.3).

This is one ofthe reasons for conglomerate deals: acquiring unrelated
companies is aformof risk diversification. Hence, through theenlargement,
managers make certain thatthe company is more expensive to acquire and
potentially less attractive. At the same time the diversification factor makes
the firm less likely to suffer financial distress andin need of new investors.
Althoughdiversification is a legitimate objective fora company, some
evidence showsthat it should be performed at the portfolio level rather than
atan organisational level. Nonetheless, diversification usually leads to more
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opportunities to access capital at a lower price.

e Management investment: managers havestrong investments in their
company;therefore their wealth is linked to its performance. Not only do
they drawtheirincome and getbonuses for theirwork, but once they are
retired they will also receive a pensionand can evenbe awarded stock
optionsas part of their compensation.

In addition, their skills may not be valued, as they currently are, in other
organisations, because of company-specific culture.

Due to all these factors, managers have strong interests in the company and
differently fromthe majority of the shareholders, they cannotdiversify their
“investments”. This is a strong factor that piles up with the pursuit of job

security.

¢ Job enrichment : when managers feel their skills are not exploited enough in
their current positionand find their work unrewarding, chances are thatthey
thinkof M&A to stretch their talent. The opportunity of such a transaction is
challenging by its own nature andcan attracteven thosewho are uncertain
about the potential outcomes.
Moreover, the idea of leadinga larger firm is a further incentive for
unsatisfied executives, who now havethe opportunity to express their
capacity in abigger-scale context.

The author states thatthere are potentially huge rewards for managers dealing with
an M&A operation, so they justify themby referring to the target asa good “fit”,
being fit a generic termto indicate the attractiveness of the company. However,
what lies behind their intentions is sometimes in conflict with the interests ofthe
enterpriseand the need for growth by acquisition may be artificially created.

This does notmean that M &As fail because of managerial self-interest, it is rather a
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warning forthosecompany which canbe clouded or biased by good perspectives,
without considering the related risks. Managers are often in a positionwhere they
can easily justify their decisions and when a conflict of interestraises, potential
consequences are: choosing acquisitions when organic growth would be more
appropriate, overestimation of the potential value creation, overvaluing the acquired
firm (orvice versa, undervaluing their own company), rushing decisions whenno
sufficient informationis yet available and not choosing thebest “fit” for their
enterprise (e.g. pursuing anexpensive hostile takeover, whenthereare otherequally
good targets

The solutionto overcome this issuelies in the hands of the shareholders, who have
the power ofimposing their interests through an active presencein the assemblies.
What they need todo is have managers account foralltheiractions in a detailed
way. These active investors, especially the senior ones, have become better
organised and have started exerting their power by overturning decisions and
replacing underperforming management.

Lastly, a certain form of controlis exercised by the market, which eventually
rewards those who operate in the interest of the company and punishes the others.
The former will be awarded trust and confidence by the investors, the latter will be
setaside.

1.4 The Italian market

This paragraphwill deal with some deeper insights regarding thecore of our study:
the Italian context. As every other country, Italy has its own peculiarities, which are
crucial for M&A practitioners thatneedto face our national market. The discussion
will be divided in two sections, the first one concerning the topic at a micro-level,
namely the specific features ofthe Italian companies thatcan be of any interestfor
M&A , while the latter will dealwith the macro aspects ofthe Italian industry, in
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orderto explain the roots of the specificity ofthe Italian context and to givean
overview of its current competitiveness.

1.4.1 Peculiarities of Italian firms

A crucialaspect for companies dealing with M&As is the existenceand scope of a
market for corporate control, namely whether it is possible and how difficult it is to
changethe ownership ofthe organisation the buyer wants to acquire.

This aspect has beenlongdebatedin the Italian context, due to the familiar tradition
of many small and mediumenterprises andthe presenceof enormous state
companies (especially in the utility segment).

Whilst many steps have been undertaken to address the latter issue, with an ongoing
process of privatisation of state-owned firms and liberalisation of industries, the

former pointis still preventing foreign investors fromentering the Italian market.

Many examples can be made regarding privatisations, such as the already discussed
(section 1.1.3) TelecomItalia’s acquisition by Olivetti, sincea series of
interventions, under a Neo-Libertarian wave, have been pursued by the Italian
government overthelast 20 years.

As stated by an Italian professor, Alfredo Macchiati, at the beginningofthe 1990s,
there was robust consensus uponthereasons for privatisation: increasing the
efficiency ofthe involved organisations, cutting public expenses (especially fixed
costsand investments) and, what was felt the most, the possibility of reinstituting
morality into politics (the phenomena of corruption, bribing, employment promises
in exchange of votes and manipulated public tenders were, and perhaps still are,
main concerns in our country).

Nonetheless, after an initial period of peace among political parties, individual
interests came outandthe process took longer thanexpected.
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Among the causes that slowed the privatisation development, Prof. Macchiati
(A.Macchiati, 1996) highlights2 main points:

1) Public propertyis not the only, and very likely not the worst, enemy to the
liberalisation of the industries: much more has to be done with respect to

regulations, disclosure to financial markets and company law

2) To have successful privatisations, no dominantpositions shall be reinforcedand
no group of interestshall take advantage.

Privatisations come alongwith changes within politics andin the interactions
between politics and economy. As longas public finance does not change its
structure and private interests are stillaffecting government decisions, noactual
changecan occur. Whatwe need toavoid is the Italian paradoxthat “everything

changes, so that everything can stay thesame”.

Althoughcriticisms raised and several discussions are stillgoing on nowadays, in
the ten years between 1992 and 2003 an impressive revolution, notcomparable
with any otherall overthe world, took place in Italy: on average, each year, new
stock for former public companies was issued foran amountequalto 1.5% ofthe
annual GDP. In the 1980s 12 out of the first 20 and one third of the first 50 non
financial companies in terms of revenues were public (source: KPMG). In the
following years, crucial sectors have seena privatisation wave, for instance, the
changehasbeenextremely consistent for the banking system, where the absolute
majority of the groups were public before the reformof 1993 (Testo unico
Bancario). The reformthen allowed themto become actual enterprises, with
operational and organisational freedomand the possibility of private investors to

acquire votingshares.
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The secondtheme, the one regarding the market for corporate control, has proved
to be (Hart and Moore, 1990) of uppermost importance to reach a two-fold goal.
Firstly, static efficiency can be reached, by guaranteeing that allthe decisions are
made to maximise the value ofthe companyin the shortand in the longtermand
by ensuring that the managers are always the best for the company itself; then
dynamic efficiency can be achieved, since companies are able to access the capital
market in an easierand less expensive way.

Given the importanceofthe subject, Bancad’Italia, the Central Bank ofItaly, has
conducteda research uponthe features of ownership structures in the country in the
period 1992-94,

The findings report thatmost of the companies has concentrated and not
anonymous properties, with the majority of the organisations being family-owned
and few foreign investors deciding toenter our market.

Almost ten years later, a new study was runby some researchers ofthe same
institution, with the purpose of evaluating the changes that the country had
experienced overthe period 1993-2003. The sample included 486 Italian
enterprises, coming froma varied set of industries and distributed all over the

country.

The first result is that 90% ca. of Italian firms has less than 10employeesin its
staff, with an overallaverage of 3.9 employees/company. This is indeed a big
problemforthose who want to invest in these firms, since smalldimensions also
means that theownershipis in the hands of few people.

All the previous findings were also confirmed by the companies in the sample, in
particular:

e Onaverage, the stock owned by the first controllerin acompany is more than
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60%, while if one is to consider the first threeshareholders for each firm,
they control over 95% ofthe sample.

e In none ofthe companies, the first shareholder possesses less than 5% ofthe
voting shares; therefore no collective ownership is found.

e The greaterthe enterprise, the more the ownership is concentrated. Therefore,
when the dimension is notan issue, it is the first controller (typically a
controlling company) theone that prevents new investors fromjoining the

company.

e The propertyis almost neveranonym, due on theone handto thesignificant
presence of physical owners (3/4 of the sample) and on the other handto the lack of
financialand banking participations. Even if foreign participation has more than
doubledfrom 1993, only 4% of the companies are controlled by foreign subjects.

Being this the situation, much more needs to be done for the sake ofa wider market
for corporate control. However, many of these issues are noteasy tosolve, because
they are rootedin our history, as the following subparagraph will thoroughly show.

1.4.2 Peculiarities of Italian industry

What we aimto present in this sectionis aset ofhighlights ofthe history of Italian
industry, as reported by Bianco (M. Bianco, 2003) in a broader analysis regarding
the origins of local enterprises features.

The roots ofthe history of the modern Italian industry can be traced back to the end
of World Warll, when, thanks to the “Marshall Plan” (also known as European
Recovery Program), local companies witnessed a period of growthand political
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stabilisation. IRI (Istituto per la Ricostruzione Industriale) was the vehicle through
which the investments could reachtheenterprises, within a long-termstrategy of
economic developmentofthe country.

The following decades increased the importance of Italy as a professional exporter,
due notonly tothe quality of its products, butalso to the easy access to low-income
workforce and inexpensive raw materials. In fact, two phenomenaare considered to
be the drivers of the development of those years, namely the end of protectionist
policies and the high level of unemployment post-WWII.

The end ofautarchy can be related to the end of Fascismand theaids coming from
the U.S., which forced the countryto openits frontiers to global markets and to face
international competition.

Atthe same time, job demand was exceeding job offer by a great amount, due to
the difficulties of starting over after WWII. This led to a scenario were labour was
rather inexpensive andtrade unions did not have strong power to defendthe rights
of the workers. Therefore, the conditions were ideal for local companies that
wanted to compete internationally and had the possibility to do it in a period, when
production off-shoring was notaccessible yet.

Some figures may help to understand the scale of the growth (source:):the
manufacturingsector increased its production by 31.4% in just the three years
between 1957 and 1960, with some segments reaching triple-digit growth (e.g.
automotiveandtextile)

It’s in this period that the state strengthened its controlling participations in many of
the biggest enterprises in crucial sectors of theeconomy, such asenergy (Eniand
Enel), telecommunications (SIP), media (RAI), metals (Finmeccanica), etc.
Similarly, most ofthe bankingsystemwas controlled by the government.

The economic boombrought as a consequence highinflation rates, in a vicious
circle that slowed downonly after joining the EMS (European Monetary System),
atthe end ofthe 70s. The EMS, gave sufficient stability to thecurrency and further
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boosted entrepreneurship.

In the 70s, given the influence of the American model of big corporationsandthe
increasing competitioncoming fromabroad, the biggest companies decided to
vertically integrate in their supply chain, especially in those sectors where
economies of scale played a majorrole as a competitive advantage (e.g. energy, oil
& gas). The philosophywas of rationalising the available resources for increasing
efficiency along thevaluechain; urbanisationtrends and emigrations fromsouthern
regions, consolidated the leading role of the productive area of Milan, Genoaand
Turin, thereafternamed “Industrial Triangle”.

Together with the “Economic boom”, the ongoing gap between Northernand
Southernregions in Italy widened, with the former evolvingto an industrial stage,
whereas thelatter were still stuck to theagricultural paradigmthat had
characterised its history before the World Wars. Migration, as we said, was a
plague for South Italy, which witnessed, on average, shifts of 800.000 people per
year.

Meanwhile, the public sector was left behind in terms of evolutionand growth:
education, welfare and other crucial aspects of public economy weren’t able to keep
up with the pace of private enterprises, thus creatingenormous social distress and
inequalities together with structural gaps in public finance. Moreover, the presence
of significantlobbies and the role of stateenterprises distorted the completionin
many sectors and politicians had excessive power to influence (sometimes illegally)
the economic guidelines of development of our country.

The controversies explodedat the startofthe 90s, with a season of political
scandals thatrevolutionised the context and forced governmentsto liberalise sectors
and privatisethe company it owned, as discussed in the previous chapter.

Joining the European Union and the following adoption of the European currency
have remarked the lack of competitiveness of the productive systemand the country
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have beenexperiencingmany difficulties to keep upnot only with its long-lasting
competitors, butespecially with rising economies, suchas the B.R.1.C.S. .

Some otherunsolved issues thataffect theevolution of the national systems are: the
chronic low investments for research and innovation (bothin the private and in the
public sectors) and the consequentdelay in the most hi-tech industries; high levels
of unemployment, especially forthe youngest part of the productive population;the
enormous debt and structural deficit of public finance; the high cost of local
workforce (due also to astrongrole of the trade unions) that brings many
companies to off-shore at leastthe productive stage of their operations.
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Chapter 2

2. DOES M&A CREATE VALUE?

Having proposed a description of the introductory concepts of M&As in the
previous chapter, we will now presentan overview of the literature in the field.
Past studies have led to contrasting results regarding the opportunities of value
creation and more thanonce, the role of M&A itself has been pointed outas the
root of negativeresults. The ongoing debateshows not only the interestin the topic,
which is also confirmed by the considerable amounts of cashinvolved, butalso
reveals the difficulties of addressing the issue with a unique method.

Our aimis to present the variety of elements that have to be considered when
dealing with M&As, rather thantakinga side in the discussion, so the following
literature review is to be intended as a mere presentation of the mostrelevant
contributions to thetopic up to date.

Paragraph 2.1 will presentprosandcons foreach ofthe metrics, i.e. the
performance measures, that have beenused by theauthors in the past.

The following section will then analyse possible causes of biases and distortions in
these metrics and potential solutions to minimise them

Subsequently, the third paragraph willanalyse those factors thathave any sort of
influence in the end result of value creation. Given the variety of factors belonging
to this range, we will list only the most common ones, but it is for the sake of
exposition, to remind the reader thatmany others could be included.

Section 2.4 will instead address “soft” variables, whoseimpact is not easily
quantifiable, due to theirnon-measurable nature, butthathave a strong influence on
the success of the transaction, in particular in the lateststages of integration.
Finally, in the last paragraph, some results coming fromprevious studies will be
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compared amongeachother, in orderto give the reader a feeling of how intricate
the matter is and how difficult it is to clearly state the bestmethod to beappliedin

such an analysis.

2.1 The metrics

Different studies throughout literature used different accounting measures for
determining whether M&A operations leads to positiveresults ornot. These
performance measures are generally based on cash flows, accounting earnings, cash
earnings oraccrual-based operating cash flows as Amir Amel-Zadeh (2009) and
otherauthors tried to carefully summarize in their work. As a matter of fact, Amir
Amel-Zadeh admits that if one were to sumup all the numerous metrics employed
in previous studies, he/she would countatotal of 1224 permutations. This not only
means that literature still lacks of many meaningful performance measuresin its
research, but it also leaves anopenquestion on which measureshould be the proper
oneto be usedandshared in future studies. Moreover, other ongoing debates regard
which benchmark is the most appropriate and which statistical test is to be chosen
to prove its significance (Barberand Lyon, 1996).

The decisionon which is the measure to be considered depends on how robust is
the metric to change in accounting principles and company policies that could
prevent empirical evidenceto be reportedand compared across samples of
companies under differentjurisdictions and over time periods.

By looking forameasure immune to extraordinary items and taxes, Meeks (1977),
Cosh, Hughesand Singh (1980), Diaz et al. (2004) turned their attention to
Earnings before taxes (EBT), calculatedas Revenues minus Expenses excluding
taxes oreither by subtracting interests fromEBIT. This measure allows
comparisons across different countries belonging to distincttaxjurisdictions.
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A measure of operating profit, such as EBIT, due to its characteristic of excluding
both interests andtaxexpenses, was employed by Cosh, Hughes and Singh (1980),
Ravenscraft and Scherer (1987), Dickerson et al. (2000), Desbriere and Schatt
(2002), Cheng andLeung(2004) and Knappetal. (2005). Earnings before interests
and taxes are obtained by subtracting Operating expenses fromRevenues plus Non-
operating Income.

By adding back Depreciationand Amortizationto EBIT we obtain EBITDA, a
measure adopted by several researchers in their studies such as Linn and Switzer
(2001), Rahman and Limmack (2004), Powell and Stark (2005) and Yen and Andre
(2007).

What is probably the most commonly used performance measure for studying
results fromM&A activiy is the Pre-taxoperating cash flow, pioneered by Healy,
Palepu and Rubackin 1992.

Pre-tax operating cash flow is obtained, following Healy et al.’s definition, as Sales
minus CoGS (Cost of Goods Sold), minus SGA (Selling, Generaland
Administrative) expenses, plus Depreciationand Amortizationandthen divided by
the adjusted market value of Total Assetsat thebeginningofthe year.

This return measure, unlike accounting returnon book assets, is immune fromthe
effect of Depreciation, Goodwill, Interest Expense/Income, and Taxes and therefore
it is not influenced by theaccounting methodology for the merger (purchase or
pooling accounting) or by the relative payment method (being it either cash, debt,
or equity) (Healy et al., 1992). By furtherexamining this metric, we notice thatit is
affected neither by the method ofaccounting, because theasset base is considered
ata market value, nor by the choice of financing, since it is calculated before
deducting interestexpenses, such as the cost of debt, and before allowing forany
cost ofequity. On the other hand, accounting income is obtained after deducting
interest expenses and before considering any costofequity, thusthey are
misleading if used for comparing mergers characterised by different kinds of
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payment methods. In fact, when the deal is financed by debt or cash, merger’s post-
acquisition profits would be lower than for transactions financed by stock (Healy et
al., 1992).

Healy et al. (1992) proposed a performance measure consisting in accrual-based
cash flowreturn, which many researchers have then welcomed in their own studies.
Just to provide some figures regarding this statement, Amir Amel-Zadeh (2009)
finds 10 studies employing this measure outofthe 26 he collected in his research.
Among the others, Switzer (1996), Harford (1999), Ghosh (2001), Ramaswamy and
Waegelein (2003), Moeller and Schlingemann (2005), Cornett and Tehranian
(1992) and Megginsonetal. (2004) adopted pre-taxoperating cash flowin their
studies.

Otherresearchersexplored different performance measures such as Net income in
Mueller’s study (1980) and Net income before Extraordinary Items in Kumar’s
research(1984).

2.1.1 Possible accounting biases

As we already mentioned, Healy et al. used a robust performance measure that
would be widely used by the following studies, because of this desirable property.
Nevertheless, Amir Amel-Zadeh (2009) argues that Healy’s et al. performance
measure still fails to solve accounting biases.

In fact, Operating Earnings, as defined by Healy et al., add back Depreciationand
Amortization to Sales minus Cost of Goods Sold and Selling, Generaland
Administrative expense committing a double counting mistake.

Another potential source of bias comes fromthe discretional choice of Inventory
accounting principles (for instance, in many cases a LIFO method leads to higher
earning returns if compared to FIFO principles), of Net Working Capital changes,
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consideration of Extraordinary Items in earning ratios, or even fromDivestitures
and Restructuring costs following an acquisition, which are sometimes classifiable
as part of the Operating Income (Amir Amel-Zadeh, 2009).

Biases and distortions also affect the denominator (commonly referred toalso as
“deflator”) usedto calculate earningratios, which usually consists of either the
market value ofassets, thebook value ofassets or the book value of common
equity and sales.

In orderto exclude goodwillacknowledgment, acquisitionaccounting methods,
depreciation policies andagain inventory accounting principles fromtheir metrics,
many authors preferred to use market values instead of book values. Nevertheless, a
market-value approachmay also lead to distortions as it is related to forward-
looking measures based on expectations (Amir Amel-Zadeh, 2009). Not to mention
that there is no wide consensus uponthe hypothesis of market efficiency, which
would be crucial to validate the use of such measures.

Bookvalue ofequity as a deflator has its own contraindications, since changes in
gearing ratios after a takeover could influence the returnmeasures (Meeks and
Meeks, 1981), and it is also influenced by accounting principles and firm’s pay-out
policies.

Sales amount as a deflator, while it is robustto accounting biases, is not suitable,
because it records profit margins rather than profitability and could become too
complexfor vertical M&As if part of the sales is internalised and therefore not

reported in the performance measure (Meeks and Meeks, 1981).

2.2 The predictors

Many scholars have studied which particular factor impacts theresults of corporate
takeovers themost. Some ofthese factors relate to the selection ofthe best targetto
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acquire orto merge with, others referto the likelihood of potential synergies. Thus,
there is abroad range of independent variables (also referred to as “predictors™) that
can explain long-termperformance following mergers and acquisitions.

Examples of these variables are the method of payment, the priciple of accounting
of the M&A transaction, the level of similarity between the businesses ofthe
merging companies, the amountof cash resources available for the acquiring
company orits level of debt. Some authors asked themselves ifthe size of the deal
or the relative size of the two merging companies impact or not M&A performance.
Furthermore, learning economies measured by thenumber of mergers already
accomplished in the pastby a certain company couldinfluence the post-merger

performance.

2.2.1 Method of payment

Loughran and Vijh (1997), in theirsample of 947 acquisitions between 1970 and
1989, observedthatlong-runstock price performanceofacquirers paying with cash
are higher than the performance of those paying with stock. In particular, with
respectto aperiod of five years following the takeover, stock acquirers report -25%
excess returns, whereas firms that propose cash tender offers reach +61,7% excess
returns.

A similar conclusionis presented by Ghosh (2001) and Linn and Switzer (2001),
who reported superior long-termoperating performance for cash acquirers in
comparisonto stock acquirers.

In an attempt to find a correlation between formofpayment and typology of
transactions, Martin (1996) finds evidence that mergers are often financed with
acquirer’s stock while tender offers are mainly financed by cash.

This finding is consistent with what we stated in chapter 1, when we said that only
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cash-financed deals can be considered as “actual” acquisitions, whereas every form
of stockexchangewould imply a shared ownershipamong the two categories of
shareholders, thus resulting in some sortof merger. Furthermore Martin (1996)
discoversthatstockacquirers report lower book-to-market ratios and higher
historical growth performance, leading us to believe thatacquirer's executives may
be too optimistic regarding their company's growth opportunities.

Megginsonetal. (2004) found thatcash payments are positively correlated to long-
term performance, butthis result is significant only as faras operating performance
is concerned. In particular, cash-financed mergers aimed at preserving or increasing
corporatefocus present the bestlong-termperformance, while conglomerate deals
performthe worst.

2.2.2 Acquisition accounting method

Purchaseaccountingmethod and poolingaccounting method lead to different post-
merger performance for the acquiring company. Whathappensiis, as stated by
Healy et al. (1992), that the same transaction typically results in lower post-merger
earnings under purchase accounting thanunder the other method.

This result is explained by thefact that the purchase method leads to higher
Depreciation, Cost of Goods Sold and Goodwill expenses following the takeover.
Furthermore, book assets will be larger under the purchase method, because of
assetwrite-up (Healy et al.,1992).

2.2.3 Cash availability

Harford (1997), in a studytitled “Corporate cash reserves and acquisitions”, studied
the acquisition behaviour of cash-rich firms by usinga large sample of mergers and
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acquisitions from1977 and 1994.

What the author intends to proveis the “free cash flow” hypothesis, which states
that cash-rich firms are more likely to make suboptimal investment decisions, due
to the high levels ofagency costs between the company executives and its
shareholders.

Harford’s results suggest that cash-rich firms are more likely to undertake
acquisitions than other companies, and are usually involved in larger deals.
Moreover, abnormal returns fromthe announcementofthe acquisition are
negatively relatedto thedifference between firm’s cash reserves andits predicted
optimal level.

Regarding target selection, cash-rich firms are more likely to undertake
conglomerate acquisitions, which would also explain why their transactions result
in value destruction. In fact, as stated in Chapter 1, conglomerate deals have little
synergies to exploit and are usually conducted to diversify the risk.

Moreover, the targets of cash-rich firms are significantly less likely to attract other
bidders, thus further corroborating the hypothesis that cash-rich acquirers engage
less valuable acquisitions.

As ageneralresult, evidence corroborates the “free cash flow hypothesis” for the
investment decision of cash-rich firms.

2.2.4 Corporate focus

Megginsonetal. (2004) found a significantly positive correlation between
corporatefocus and long-termmerger performance. Results indicate thatfocus-
decreasing acquisitions lead to significantly negative long-termperformance
quantified in over 18% loss in stockholder wealth, 9% loss in firmvalue and a
consistent decrease in operating cash flows within three years after the merger.

On the otherhand, mergeraimed to preserve orincrease corporate focus determine
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mainly insignificantchanges in long-termperformance.

More into detail, Megginsondiscovers that for every 10% decrease in corporate
focus (measured througha revenue-based Herfindahl Index), there is a loss in
stockholder’s wealth by 9%, a decline by 1% in operating performance and by 4%
in firm value.

An other contribution to the study of focus-increasing deal performance comes
from Healy, Palepu, and Ruback (1992), who observed higher long-termoperating
performance for mergers aimed at preserving corporatefocus if compared to
conglomerate deals

Anotheroperationaimed at increasing the corporate focus is the divestmentof non-
core businesses, which results in significantly long-termperformance, as stated by
research onspin-offs by Johnand Ofek (1995), Daley, Mehrotra, and Sivakumar
(1997), and DesaiandJain (1999).

Lastly, Kaplan and Weisbach (1990) find that acquirers in unrelated businesses
divest their targets more often than those who operate with a business-focus logic.

However, opposite findings are provided by Agrawal, Jaffe, and Mandelker (1992)
, who find superior long-termstock-price performance in conglomerate mergers .

Finally, in the studies of Ghosh (2001) and Linn and Switzer (2001), no positive or
negativestatistically significantcorrelation is identified between corporate focus
and long-termperformance.

2.2.5 Friendly vs. Hostile acquirers

Loughran and Vijh (1997) detected evidence that hostile takeovers ou tperform
friendly acquisitions, when it comes to long-termperformance. By looking at their
results more into detail, excess returns across all tender offers increase from24.5%
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to 48,4% and then flatten by the second year after the deal, whereas cashtender
offers keep on consolidating their gains. Their interpretation of these results, which
is consistent with what Martinand McConnell (1991) had already presented, is that
tender offers, which are most of the times hostile to the target’s managers, may
create additional value as newmanagers are hired.

More friendly mergers instead would need to benefit fromthe cooperationof the
target’s managers, therefore theadditional value creationis less likely to occur
(Loughran and Vijh, 1997).

2.2.6 Relative size of bidder and target

Ramaswamy and Waegelein (2003) studieda sample of 162 firms to investigate
long-termperformance comparedto industry benchmarks between pre-merger and
post-merger periods. This analysis was conducted overasample ofacquirers
characterised by different degrees of size with respect to their targets. Asaresult, it
was discovered that post-merger performancewere negatively correlated with
relative target size, that is, bidder targeting larger firms showed lower post-merger
performance than companies thatacquired smaller targets. The authors suggested
that firms acquiring relatively larger firms find it more difficult to integrate them
into their own operations.

Moellera, Schlingemannb and Stulz (2004) analyseda larger sample, composed of
12 thousand acquisitions by public firms between 1980and 2001, and looked for
any sort ofsize effect on announcementreturns. Asaresult, theauthors foundthat

announcement return was 2% higher for smalleracquisitions, regardless of the
financing method.

Kruse, Hun Park, Kwangwoo Park and Suzuki (2003) studieda sample of 56
Japanese mergers in the manufacturing industry between 1969 to 1977 and found
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that post-merger performance were negatively correlated with the relativesize of
the target firm compared to theacquirer.

Mantravadiand Reddy (2007), by analysing the Indian industry, found a significant
decline in returns of net income on capital employed, in the case of targets that
were biggerthan theiracquirers.

2.2.7 Price-to-book ratio

Financialindices as the Price-to-Bookratio (P/B), also calculated as the Market cap
divided by the Book Value of Equity, give the most contrasting results in literature.
Megginsonetal. (2004), consistently with Lang, Stulz, and Walkling (1989) found
a weak negative correlation between price-to-bookratio and long-run performance
in strategic mergers.

On the other hand, Rau and Vermaelen (1998) observeda positiverelationship
between the two variables, by observingthat “value”acquirers (with high book-to-
market ratios) outperform“glamour” acquirers (with low P/Bratios). As a matter
of fact, the authors classified all the acquiring firms into "glamour"”, "neutral” and
"value" firms by sorting themoutby their book-to-market ratios at themoment of
the acquisitionannouncement. In their findings, glamour bidders in mergers
significantly underperformothers in the 3years following theacquisition, thus
obtaining, on average, negative abnormal returns of -57%.

Firms with higher price-to-book ratios, i.e. the “value” acquirers, achieve superior
performance compared to comparable firms, with statistically significant positive

abnormal returns of 36% for tender offers and 26% for mergers.
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2.3 Cultural aspects

The several factors discussed sofar have allbeen found to be correlated with post-
merger performance at different degrees of accuracy. Being theseelements
measurable, they constitute the foundationon whichto verify hypotheses and
assumptions aimed at determining the best set of features underlyinga successful
merger or acquisition.

Nevertheless, other “soft” variables contribute to determine the exploitation ofthe
potentials betweenacquirer and targetcompanies, too. These factors can’t be
neglectedwhenplanningan M&A andhave to be considered of uppermost
importance, especially in the caseof the culturaland organisational aspects

surroundingthe deal.

McGrath (2011) has considered cultural aspects as the hardestofthe stepsan
organisation hastocome across in managinga successful M&A integration, and
provided several useful recommendations onthis matter, which we will summarise

in the following paragraph.

Since a successful integration between two companies concerns the people who
implement it, three key aspects have to be managed: organisational coordination,
selection and motivationofthe staffand, lastly, cultural management.

The latter key aspect consists of a complexframework including three cultural
layers, i.e. national, corporateandlocal. Each of themis relevant to the eventual
success ofthe deal, hence, itis very importantto be aware oftheirexistenceand
able to manage themwhen required.

As amatter of fact, two merging companies can impose oneofthe two cultures,
allow the coexistence of both, or create a brand new one. Dependingon thelevel of
integration following the merger it will be possible to maintain two cultural sets and
exploit the competitive advantages of both or assimilate one ofthe two.
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The riskassociated with the latter choice is to lose the unique characteristics that
added value to thetarget company. McGrath (2011) suggests that with a clear
understanding ofthe M&A transaction’s objectives it is possible to identify the
required culture foreach organisation.

This cultural alignment process doesn’t only deal with values and attitudes but also
with some firm-specific artefacts, such as organisational structure, rules, policies,
performance management(goal settings, measures, rewards), staff selection,
training, physical environment, leadership actions, communications and
ceremonies.

Motivating staff facingan M&A can be challenging consideringthe amountof
uncertainty surrounding thetransaction. In particular, any kind of employee finds
their different motivational needs on the basis of their positioningon Maslow’s
(1943) hierarchy of needs; M&A practitioners need to understand this variety of
goals and needs whendealing with staff retention following an M&A transaction.

These andotheraspects related to the culture of the merging companies have to be
identified, analysed and properly addressed in order to align and motivate people to
a common set of objectives leading to a successful integration.

2.4 Empirical evidence

Authorsallacross literature have been providing an extensive amountofempirical
studies aimed at understanding whether M &A creates value or not.

One ofthe pioneersin the field is Meeks, who published “Disappointing Marriage:

A Study ofthe Gains fromMerger” in 1977, in which he explored the topic
analysingthe UK environment with over two hundred mergers between 1964 and
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1972. His findings asserted that companies involved in merger and acquisition deals
reported declining profitability in the following period.

Cosh, Hughesand Singh in 1980 found only weak evidence of improvementof
profitability based on EBT on Net assetsand Net income on Book Equity after
industry adjustments in their sample of almost three hundred mergers accomplished
in the U.K..

Kumar (1984) selected a similarbut larger sample of mergers and observeda
decrease of profitability between postand pre-mergeryears in arange varying from
-7% to -10%.

The same conclusions were drawn by Ravenscraft and Scherer a few years later, in
1987. The authors examined a sample of deals twice as big as the previous one, and
within a largertime period, and noticed reducing performances as a consequence of
merger and acquisitions. One year later, in 1988, Herman and Lowenstein analysed
several hostile acquisitions between 1975 and 1983 and found diminishing Return
on Equity. On the contrary, Kaplanin 1989 provides evidence of improving
operating performance in his study titled “The effects of ManagementBuyouts on
operating Performanceand Value”, studying 76 management buyouts in US
completed between 1980 and 1986.

Atthe beginning of 90s, Healy, Palepu and Ruback published in the “Journal of
Financial Economics™ a study titled “Does corporate performance improve after
mergers ?”’, which strongly influenced later researches. As already mentioned in the
previous paragraph, they useda different metric to assess gains frommergers and
reported noteworthy increase in operating cash flow return. Theirsample was made
of fifty U.S. mergers in the period between 1979and 1983, examined in a time
range of five years aroundthe deal. In the same paper, theyalsodemonstrated a
statistically significant correlation between post-merger improvement in operating
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cash flows andabnormal stock returns at the merger announcement, thus
corroborating thethesis that stock markets efficiently predictthe potential operating
gains fromthe M&A.

Afterthis publication, following researches would divide in two parties, onthe one
hand we find the empirical contributions that support Healy et al.’s conclusions and
on the other hand, otherauthors providing opposing outcoms, thus yieldinga
picture of mixed results (Amir Amel-Zadeh, 2009).

Switzer (1996), Ramaswamy and Waegelein (2003) and Mansonet al. (2000) stood
ontheside of Healy et al. performance increaseafter mergers, in particular cash
flow returns, by analysing U.S.and U.K. samples oftakeovers across the ‘80s. The
first of the abovementioned authors analysed more thenthree hundred mergersin
the U.S., while the second focused only on 162 acquiring firms and the latter on44
mergers in the U.K..

Furthermore, value creating acquisitions were found ona panel of 30 companies
fromthe US banking sector as reported fromCornett and Tehranian (1992).
Evidence of higher performance was also identified by Desbriere and Shatt (2002)
who studied asample of 161 French Leveraged Buyouts comparedto their relative

industry benchmark.

In the same year, Heron and Lie reported positive outcomes, observing that
acquiring firms gained superior performance on control firms after the merger by
around 2%.

Lastly, Rahman and Limmack (2004) found 7% higher operating performance for
94 companies undertaking acquisitions in Malaysia between 1988 and 1992.

Mixed results were observed by Ghoshin 2001, who analysed more then four
hundred mergers in the U.S, and reported a noteworthy improvementin post-
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merger performance for industry-adjusted results, but no significant increase when
comparables were used asa benchmark.

Linn and Switzer, in the same year, broadenedthe sample size and founda
significant improvement in post-merger performance for cashacquisitions and
insignificant outcomes for stock-financed operations.

Another contribution came fromthe already mentioned Megginson et al. (2004)
work, which reported augmenting operating performance in focus preserving or
increasing mergers compared to conglomerate deals.

On the other hand, Harford (2000) found significantnegative industry-adjusted
post-merger performance for cash-rich firms. In the same year, Dickerson et al.
(2000) examined a sample of more then two thousand companies finding long-term
negativeresults for internally financed acquisitions and negative long -term
performances forexternally financed ones.

Knapp et al. (2005) studied 80 bank mergers in the U.S. finding significant
underperformance of the merging companies when compared to their control group.
Lastly, Moellerand Schlingemann, by analysig almost three hundred cross-border
mergers, reported significant lower improvements in performance whencompared
to domestic ones.

Otherauthorsreport“grey shadows” made ofinsignificantresults.

Cheng and Leung (2004) found no significant performance improvements fora
sample of Hong Kong M&A deals.

Diaz et al. (2004) reportedonly some evidence of profitability improvement in their
sample of 181 European bank mergers, andthesame conclusionwas drawn by Yen
and Andre, in 2007, by referring to asample of 287 mergers from11 countries,

with common British origins.

As Amir Amel-Zadeh (2009) points out, theoutcomes of this empirical studies are
not fully comparable because even when they consider the same cash flow
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performance measures, samples come fromdifferent geographical markets with
country-specific peculiarities or different benchmarks are usedas part ofthe
methodology.

A more generalresearch has beenconducted by Powelland Stark (2005), in their
sample 0f 191 UK mergers between 1985and 1993, who made many comparisons
by using different performance measures and benchmarks. Theirresearch
corroborates the statement that post-merger operating results strongly differ due to
the choice of different benchmarks and metrics.
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Chapter 3

3. THE ANALYSIS

The aim of this chapter is to evaluate the results on merger-related performance
after M&A transactions, asdiscussed in literature, by analysing the findings on
Italian acquisitions. The chapter is organised as follows.

Section 3.1and Section 3.2describe the sample characteristics and the
methodology followed in ouranalysis. Section 3.3 presents theresults both ona
shortandlong termperspective. Lastly, Section 3.4 presents the regression’s

variables and its results.

3.1 The sample (cross-sectional dataset)

In ouranalysis, we observea cross-sectional datasetcomposed by all the recorded

transactions between 2004 and 2009 in which both the acquirerandthe targetare
Italy-based companies. The deal arena includes privateand public enterprises.

3.1.1 Period of analysis

Our study is based onasample of Italian M&A transactions undertakenduringthe

period between 2004 and 2009. Data is mined from Mergermarket database among

the deals concluded within the period starting fromJanuary, 1st 2004 to December,

31st 2009.

The sample period is selected with the twofold goal of focusingon recentdeals and

of accessing sufficient pre-merger and post-merger performance data.
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The time range of ouranalysis indeed stands between 3years afterand 3years
before the dealwas completed and therefore requires data coming from the period
between 2001 and 2011.

3.1.2 Industries of inte rest

The industries of interest were selected on the basis of the ATECO 2007
classification. This classification distinguishes 99 different sectors at 3different
levels of detail. Ouranalysis includes allthe panel set exceptfor utilities, financial
services and governmentsectors (ATECO 2007 codes 35-40, 64-66, 84).

These 3industries are excluded by ouranalysis for reasons further explained in the
following paragraphs.

Unfortunately ATECO 2007 doesn’t recognise common sectorial boundaries, for
instance, “Retail” stands as a unique industry, although it comprehends firms across
different traditional sectors. Thereby, we further divided each ATECO four-digit
code into 18 industries as descriptive statistics summarise in Table 2. Moreover, our
classification is detailed taking into account the position along the supply chain in
which a company operates, by considering four differentlevels fromupstreamto
downstream. This division lets us distinguish among conglomerate, horizontal and
vertical M&A deals.

As aresult, we initially mined 948 deals fromthe online database. Since we didn’t
consider unidentified acquirers, private investors, acquisition vehicles, multiple
acquirers and transactions involving only specific assets of the target, our final
population shrankto 596 deals foratotal of 1148 companies.

Table 1 reports the descriptive statistics with respect to time distributionand
takeovertypology forallthe companies includedin the sample.

Panel A of the table shows that the greatest number of deals in our sample was
completed in 2008 with 124 takeovers (21% ofthe total). The year with the
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smallest number of transactions instead is 2009 with 62 takeovers (10% ofthe
total), which we consider as theresult of the financial crisis thatwas already
affecting the country at thattime. The shrinkage from2008 to 2009 is evident from
the graph in chapter 1, in the sectionregardingthehistory of Italian M&As.
Evidence in Table 2shows the predominance of sectors suchas Constructions, ICT,
Professional services, and Agribusiness in the M&A activity of our country. In
particular, Agribusiness, Professional Servicesand ICT rankin the top three
positions forbothacquirer and target frequency. Indeed, as we can observe in Table
1 Panel B, acquirers belong to same business of their targets in a relevant portionof
takeovers (81% of the entire sample). For instance, as we can see in Table 3,only 6
out ofthe 62 acquisitions performed by Agribusiness companies were
conglomerate. Ifwe consider non-diversifying takeovers, our sample is mainly
made of vertical deals (56% ofthe subset) where synergies canbe pursued through
cost saving opportunities, by exploring new markets or enlarging productrange.
Horizontal M&A, which are usually undertaken to accomplish economies of scale
and to reduceoverhead cost of operations, are reported for the remaining 44%.
Finally, conglomerate M&A, namely the deals which involve unrelated businesses,
constitute only asmall portion of the entire sample (19%).

3.1.3 Metrics

Mergerand acquisitions are frequently pursuedto achievedifferent kinds of
synergies, which lead to better performance thanthe two entities would achieve
separately. A pieceofadvice for managers of the acquiring company, when it
comes to selectingthe target, is that they should firstly be aware oftheir company’s
core competencies and values, then carefully identify targets based on their value -
added potentials and eventually foresee possible areas of synergies (Bertoncelij
2009).

The different kinds of synergies actas means of value creationand can be measured
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throughseveral variables, as we will examine in ourstudy.

Given that many interpretations of synergies can be drawn fromliterature, in our
studywe decided to follow Rappaport (1998) and Devos, Kadapakkam, and

Krishnamurthy’s (2008) approach, which consist in grouping s ynergies into four
typologies: market power, operating synergy, financial synergy, and taxshields.

The first factor, “market power”, substantially depends onthe relativesize ofthe
participants. The second, “operational synergy” is achieved through scale
economies, while the third, “financial synergy”is created by reducingrisk and
lowering the costofcapital. Finally, “taxshields” derive fromincreased interests of
the combined company. In our study we will consider only the first three groups.
Operationaland financial synergies are also defined by Gaughan (2007), the firsts
consist of revenue increase and costreduction, thesecond are the diminished
combined cost of capital. Hitt (2001) presents operational synergiesas an
enhancement of the cash flow from operations, while financial synergies are
achieved througha robust capital structure. A third typology consists in managerial
synergies, defined as the creation of competitive advantage by the decision makers’

ability to integrate the two companies.

Our study willinclude the following variables used as a proxy to measure

operational, financialand market value synergies:

Operational synergies

Operational synergies can be categorised into two sets (Dstergard 2009);
efficiency/cost synergies that we will measure by EBITDA, Net Profits,
EBITDA/Sales revenues, ROS, start-up and expansion costs, advertisingand
development costs, and revenue/growth synergies that we will indeed measure by
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Sales revenue.

e Sales revenue: it measures the income realised by selling goods or services
within the normal business activities of a company in a specified period.

e EBITDA: Earnings Before Interest, Taxes, Depreciation, and Amortisation, it
gives a proxy ofthe operational profitability ofa company.

e Net Profits: it measures theoverall profitability after subtracting all the
expensesofacompany fromits Sales Revenue.

e EBITDA/Sales Rewenue: it is a ratio used to evaluatea company's
profitability. This metric also indicates the level of process efficiency,
which is to be monitored in order to keep operational expenses at a
relatively low level.

e ROS: Return on Sales, it is also known as operating profit margin and is
defined as operating income on Sales. This measure is a proxy of the
operatingefficiencytoo.

e Start-up and expansion costs: these are expenses due tothe launchofanew
business. Thereby, start-up and expansion costs are expected torise
following an M&A activity.

e Adwertising and development costs: these are expenses which are also
likely to incurafteran M&A activity, because of the possible creation ofa

new brand or the development ofa new product.

e Operational free cash flows: these are usually calculated by subtracting
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Taxes, net Capexand changes in net working capital fromEBIT and then
adding back Depreciationand Amortisation.

Financial synergies

e Equity: totalassets minus total liabilities, it is a measure thatis largely
affected by theacquisition of another business.

e Net Debt: it is defined as the difference betweenthe total financial positions
(bank overdrafts, current portion of long-termdebt and long-termdebt)
minus the available liquidity (cash, cash equivalents and marketable

securities).

e ROI: Returnon Investment, it is the ratio between operating profit and
investments in the formofassets invested. This measure is oftenusedto

compare profitability over time and across companies.

e Solvency ratio measures the size ofa company's after-taxincome, excluding
non-cash depreciation expenses, as comparedto the firm's total debt
obligations and gives a measure of how likely a company will continue to

meet its debt obligations after the acquisitionis completed.

Financial synergies are included in several frameworks such as Gaughan (2007),
Hitt (2001) and Rappaport(1998) even though the “market efficiency” theory
would reject the possibility of creating financial value through M &A activity,
because it violates the hypothesis that any investor could reproduce the same
portfolio by acquiring shares of the combining firms in the right proportion.
Devos, Kadapakkam, and Krishnamurthy (2008) also observe in theirsample that
only asmall fraction oftakeovers is driven by the pursuit of financial synergies
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while the majority looks for operational advantages.
Market valuesynergies

e Number of Employees: it provides a proxy ofhow large the company’s
businessis. Furthermore, this variable can be negatively affected by the

acquisitionasaresult of operational synergies (see, economies of scale in
chapterl).

e Total Assets:italso givesaproxy ofthe size ofacquirers andtargets, by
measuring the total value of all current and long-termassets.

Market value synergies, or growth/revenue synergies are relevant for reinforcing
the acquirerand enabling new competitive strategies, thereforetheyare a crucial
driverin M&A activity, as argued by Habecket al. (2000). Measuringthese
synergies, suchas potential savings coming fromcross-promotingand cross-
selling many product categories under a unique brand orenhanced revenues
achieved by broadeningthe customer base, is demandingand oftenimprecise,
therefore cannot be properly priced within the deal negotiation. Nevertheless, there
are some cost synergies thatare easier to be quantified and which can alsobe
predicted with some level ofaccuracy, as affirmed by @stergard (2009).

3.1.4 Benchmarks

Many empirical studies throughoutthe literature adjust the measured performance
with the expected performanceof the firm, by separatingthe M&A event from
otherfactors under investigation. The expected performance is then measured using
a controlgroup composed by all the companies ofthe industry to which thefirm
belongs. Thisapproachis also needed in order to provide results that are
comparable across industries, periods of time and macroeconomic trends. Results
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can be in fact affected by firm-specific and industry-specific factors, which need to
be netted when evaluating a large amountof companies.

By comparing enterprises with their own industry benchmark, we take into
consideration sector-specific seasonality and any possible accounting impact
resulting fromparticular regulations within industries. Nevertheless, in orderto
further attenuateany kind of distortion due to industry-specific factors, our sample
doesn’t include sectors such as finance, utilities and governmental services, which
presentstrong peculiarities. Industry adjustment is indeed crucial, as earnings tend
to revert towards their industry means, as stated by Stigler, Fama and French.
(Stigler, 1963; Fama and French, 2000).

Therefore, ouranalysis includes benchmark performances mined fromAIDA
database (provided by Bureau Van Dijk). Our work was structuredas follows.
First, a list of all companies belongingto each ATECO 2007 industry was
performed. Then, 7000 companies were randomly chosen fromthe list to constitute
the benchmark sample. When a specific sector was made of less then 7000
companies, the entire group of companies was chosenin order to build the
benchmark sample. We were forcedto forma sample of 7000 companies foreach
sector, as this was the maximum poolthat AIDA allowed us to handle considering
the large amount of data related to it. Anyway, only a few sectors exceededthe
limit and even forthem, the coverage was more thansatisfying.

This procedurewas repeated for each operative variable and for each year in the
period between 2001 and 2011.

Finally, we calculated theaverage values for each operative performance over all
the years fromthe set of companies that constituted the benchmark.
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3.2 The methodology

Researchersin this field use two differentapproaches to evaluate wealth effects of
mergers and acquisitions. The first approach consists in studying the stock market
reactionsto theannouncementofan M&A transaction in a short-time window,
consisting of few days aroundit. The overallassumption is that an efficient stock
market is able to predict the potential behindan acquisitionandreacts to the
announcement by imposinga certain increase or decrease of stock value to boththe
companies involvedin the deal (Fama 1970, Ball 1972). The secondapproach
consists in analysing datafrompublic financial statements, comparing figures to
industry benchmarks and observing improvements or reductions in the operating
performance dueto accomplished synergies between thetwo companies (Meeks
and Meeks 1981).

Our study aims at analysing the effects of M&A in the Italian context, which, as we
have seenin Chapter 1, is mainly made of small and mediumsize private
companies. Therefore, the second approach, due to its nature of measuring
differences onoperating performance, is the only suitable fora samp le of several
non-listed companies. This way we were able to include the largest possible
number of companies.

The event window of this studywill include the three years after acquisition

effective day (day0) and the threeyears before.

Theincrease or decrease of the performance measure P fora company irelative to

yeart,compared to a certain industry benchmarkj, is defined as follows:

Benchmark adjusted Performance = APi,t — APj,: =
Pit—Pit-1 Pjce—Pjr-1
|Pi,t—1| |Pj.t—1|
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In otherterms, everyyear we calculated benchmark-adjusted performance, as the
difference betweenthe percentage increase (decrease) of the company performance

and the increase (decrease) of the benchmark performance.

3.3 The results

Our study confirms a trend of negative performance subsequent to M&A deals,
with respect to almostall the variables we consideredin our analysis.

As we can see fromthe graphs in Appendix1 (all the graphsare relatedto mean
and median values for each year), acquirer performance generally tends to increase
in the period previous to the acquisition and thenreverts its slope in the years after.
This results in an downwards concavity (reverse U-shaped curve), which reaches its
maximum around the year ofthe dealand decreases immediately after, as we can
see in the graphsregarding Revenues fromSales, EBITDA, EBITDA / Sales and
Operational free cash flows.

Targets, on the other hand, experience decreasing performances in the years
precedingthe transaction, thenobtain an upwardtrend in the shortterm, which
vanishes though, starting fromthe second year after thedeal. The overallresult of
this behaviour is a downwards concavity in the years immediately around the

transaction.

We will begin the analysis fromthe variables related to operational synergies,
namely Revenues, EBITDA, EBITDA on Sales, Operational free cash flows and
ROS. As faras the acquirer is concerned, theyall report initial increasing slopes in
performance, which eventually peak around year O (the year when the deal is
made). As regarding the targetcompany, we observe decreasing trends in the years
precedingthe deal, which eventually revert upwards, with an unusual peak in year 2
(except for revenues). We would explain this behaviour as theresult of poor-
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performing companies, whose efficiency is improved by the acquirer effort,
especially in the shortterm (2 years following the deal).

This result is also coherent with the registered increase in start-up and expansion
costsimmediately after the acquisition, which seems to be mainly borne by the
target company in orderto get themost out of the expected operational synergies.
No relevant increase of start-up and expansion costs is reported by acquiring
companies. This again corroborates the idea of the bidder doing most of the effort
to accomplish theexpected synergies, evenafter therelevant investment it has
already doneto concludethe acquisition. Since these costs also include the
expenses for broadening the company offer of products or services, we would also
say that acquirers, wantsto further exploit all possible advantages related to

economies ofscope.

Advertisinganddevelopment costs are also observed to be increasingin the
acquiring company in the years following the acquisition. We would read this
result, as a strategy to promotethe brandafter the importantinvestmentthe
company has made andto informthe customers of its new dimension, being it
linked to a widerrange of products, to a wider geographical coverage, to the
entrancein new markets, etc.

These efforts contrastthe slowly decreasing expenditures of the target, which can
be read as a substitution effect, since the acquired company can rely on the
expenses made by theacquirer.

However, it looks like synergiesare not exploited as in the expectations preceding
the deal, since the operating performance, which is on average greater thanthe
industry benchmark, slowly declines overthe years. It is indeed fair to say thateven
if we still observepositive operating performance after the deal, this is lower than
measured before year 0. This finding leads us to state that M&A deals hinder the
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superior performance of the companies over time.

Our results showan evident decrease of Revenues from Sales performance in the
post-acquisition period forbothacquirer andtarget. This result seemto indicatethe
failure in achieving market synergies, which alsoerodes the superior performances
the companies showed in the period before the acquisition. Theacquirer
performance seems to be affectedalso by the performance of the target company,
which was already showing a decreasing trend.

We would interpretthis as the incapacity ofacquiring companies to improve the
operational performance of their targets, despite the good expectations that pushed
themto undertake the transaction. These findings result tobe evenworse than in
previous studies. In fact, whilst it is relatively common to find negative outcomes
for acquiring companies, it is rare that bothacquirers andtargets reportdecreasing
performance following thedeal as far as sales revenues are concerned.

In terms of financial synergies, the reported trend shows features pretty similar to
the previous ones. For instance, acquirers show increasing net debtup to yearOand
then, at that point, the trend reverts and eventually slowly declines.

We interpret this behaviour as the accumulation of debt for investing in the deal and
in all the otherrelated expenses (as we have seen, for instance, marketing costs
increase around year 0). The debt is thenslowly repaid over time, because new
investments are reduced or self-financed by the combined company.

Target report an uptake to pre-acquisitionresults in year 1, which eventually
decreasesin year2and 3. This would lead us to think that Leveraged Buy-Outs are
a relevant portionof the set, because of the sudden peak after year Othat can be due
to portions of debt transferred fromthe acquirer to thetarget and then slowly repaid
by target performance. Therefore, we observe a decrease in the overall net financial
positions ofthe combined companies.
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Acquirers in oursample reportsolvency ratios generally lower than their industry
benchmarks. This index, consistently with the findings onnet debt, decreases
around year Oand goes up again in the following years, evenifit doesn’t reach

pre-acquisition levels within the time window we analysed.

By shifting our focus on market synergies we observethatthe number of
employees increases for both companies around year 0, when the two participants
reach their peak values. This obviously results in a largerscale ofthe combined
enterprise, which will acquire a greater bargaining power both upstreamand
downstreamalong its supply chain.

The decreasingtrend ofthe index lets us assume thateconomies of scale have been
achieved, so that less workforce is neededto performthe same operations

throughout the organisation.

Lastly, Return on Investment presents similar trends in both targets andacquirers,
with no significant changes in the evolution over time. This finding hasto be
interpreted as nosignificantchanges have been experienced after the acquisition,
despite potential optimistic expectations of the bidder, whose aimwas that of
improving target efficiency.

3.4 The Regression analysis

Having studied the framework of contrasting results coming frompast literature
and havinganalysedtheoverall operating performance trends observed in our
sample, we nowwant to give the reader a deeper understanding of which possible

determinants underlie the success of M&As.

Some ofthese factors have already beenintroduced in Chapter 2when presenting
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literature findings, and are now examined on our sample. Thesevariables are
namely the relative size betweenacquirer andtarget, their cash-richness, their debt
ratio, and the acquisition corporate focus.

Our analysis alsoincludes other possible predictors, as follows:

e pre-acquisitionsales growth;

o dealsize;

e theexpertise ofthe acquirer, namely adummy variable taking into account
whetherthe bidder has already undertakenan acquisition in the past;

e the geographical distance between thetwo participants;

e thestatusofthe targetcompany at the moment ofacquisition, namely a
dummy variable which takes value 1 when the target was in liquidation;

e the payment method, namely adummy variable which takes value 1 when
the payment is made with cash and zero otherwise;

e the percentage of controlling sharesacquired by the bidder.

Our dependent variable is a cash flowratio, defined as Operating Cash flows
divided by Total Asset. We selected this performance measure because cash flow
returns are commonly used in literature, as we discussed in Chapter 2, and allow for
comparisonwith other studies.

Cash flowreturns are obtained by thedifference betweentheaverage of post-
acquisition performances (year +3, year +2, year +1) and the averageof pre-
acquisition performances (year -1, year -2, year -3). Furthermore, Cash flow returns
are adjusted by the industry benchmark.

All the results that will follow are shownin Table 27, whereas a briefexplanation
of the variablesandthe models is givenin Table 28.

The initial studywas conducted on the whole sample, by usingall the 15 variables

89



of ouranalysis (Model A). Then we decidedto draw fromthe sample the two main
segments thatcontributed to the M&A activity in our period ofinterest, i.e. services
and infrastructures (respectively model Band C). The distinction betweenthese
sectorsis meant to highlight potential differences between businesses, deriving
from the different synergies that can beachieved through theacquisition.

We then verified whether the 6 assumptions of the Gauss-Markov Theoremheld in
oursample, in orderto have a BLUE (Best Linear Unbiased Estimator) OLS
(Ordinary Least Squares) regression.

1) Linearityin the parameters: our dependentvariable can be describedas a linear
combination ofits predictors, plus a stochastic “noise” (n.b. this assumption holds

even when variables are not linear)
2) Thereis variability ofthe predictor values across the sample

3) The sample is assumedto be random, since it includes allthe deals within the
time period of interest, which had enough information to be regressed

4) Zero-conditional mean: we ran a graphical Kernel’s density analysis to assess
whetherthe population residuals where normally distributed with mean zero and
the results were satisfying. Nonetheless, we also ran a Shapiro-Wilk test whose

results confirmed our first impression

5) No perfectcollinearity in the regressors: we assume that none of the predictors
can be written as a linear combination of the others. Nonetheless, we analysed their
correlation matrixand regressed each of themon the others, to assess which were
mostly influenced by the others (by observing the resulting adjusted R?). No strong
correlation was observed, butifa strongcorrelationwas present, it would have

affected the standard deviation values, thus leading to poorert statistics.
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6) No heteroscedasticity: it doesn’t affect theunbiasedness, but it is desirable to
have the most efficientestimators. Weran a Breusch-Pagan test, whosehigh p-
value, gave usno evidenceto reject thenullhypothesis of homoscedasticity.

Therefore, we didn’t need to apply any correction for robust inference

Then, we tried to find the most-fitting combination of variables within our set, for
each ofthe 3originalmodels. Inorderto do so, we usedthe Bayesian Information
Criterion (also known as Schwarz Criterion, or shortly SBIC). This approach is
based onthe likelihood functionandadds a penalty related to thenumber of
regressors in the model, so to avoid overfitting problems andto increase its

predictive power.
The results ofthis process are three models (model D, E, F), one foreach ofthe

sample sets, which differ fromthe previous ones for the number of regressors.

Finally, we ran Ramsey’s RESET test on each ofthe resultingmodels, in order to
look for potential misspecification forms. Only Model E presented a low p-value,
which gave us enoughevidence to reject the nullhypothesis ofno missing
functional forms. Therefore, we added the squares ofall the continuous variables in
ourset (model G); after this change the same testgave no evidencefor rejecting Hy
again.

Besides, thehigh value for the Adjusted R* shows a very interesting goodness of fit

of the model, when appliedto the Servicesector.

3.4.1 Regression findings

In this sectionwe will report the observed impacts, as showed in Table 27.

The amount of shares acquired seems to haveno impact on the performance, this is
likely due to the highvalues ofthis variable in oursample (the lowest one being
45%), which ensure, in any instance, thecontrol to the acquiring company.
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The payment method seems to havea significant impact only with respectto the
Service sector. In particular, we observe poorer operational performances for those
companies thatpay only by cash. Wewould readthis result as a consequence of
what we stated in chapter 1, in fact, when stockis involvedin the transaction, the
operationtends to havesome common features with a merger.

Therefore, we would say that “mergers”, give more roomforsynergies thanpure
acquisitions.

Acquiring companies which filed bankruptcy, seemto have positive impact on the
acquirer performance, especially in the Infrastructure sector. This findingis very
interesting and can be relatedto the nature of the industry, with big incumbents that
have the opportunity of acquiring bankrupted competitors and easily exploit the

relative economies of scales.

Interestingly geographical distance doesn’t appearto be a relevant factorin any of
the model. Given the Italian context, where local entrepreneurship is an established
business model, we would have expected that deals made within thesame
geographical had brought to better results.

The dealvalue, measured as the natural logarithmofthe transaction price, hasa
positive effecteventhough statistical significance is reported only with respect to
the Service industry. Fromour point of view, its positive contribution to cash-flow
returns may be due toan informed and careful management decision related with
the demandingsize ofthe investment. Other possible explanations have to be
related with the characteristics of the markets: incumbententerprises thatmerge to
create more favourable market conditions suchas quasi-monopolies or to unify two
strongbrands, usually strengthenthe positions of both participants. In any case,
evidence does not provediseconomies of scale, dueto more demanding controland

communication procedures.
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Acquirer debtratio turns outto be positively correlated with cash flows and
statistically significant in most models. We link this trend to the growth in net debt
reported in the year ofthe deal by many of the best performers. Indeed, the best
performance is obtained by those companies thathave recurred to an LBO to
pursuetheiracquisition. Reasons for success could depend onthe factthatan
acquirer will carefully assess his acquisition plan before borrow the necessary
resources externally. At thesame time, financing institutions will push for the
desired resultsto be achievedtoo. In particular, as we can observe in ModelF,
where the sample consistonly of infrastructure companies, this result is noteworthy
because ofthe industry-specific features andthe larger volumes of investments
required.

Moreover, our result is consistent with Maloney, McCormick and Mitchell (1996)
who showed that announcement returns for bids were increasing, as the leverage of

the acquirer rose.

Target’s debtratio always shows a negative impact, which is statistically significant
in two models, namely the ones regarding the Servicesector.

Acquiring acompany with relatively highdebts means incurring in higher financial
charges, higher cost of capital and difficulties in raising funds. Furthermore, a
highly leveraged company could come out froma difficult period, thus, the
negativevalue of the coefficient could alsodemonstratethat, in these cases, the
acquirer experiences severe troubles toimprove target profitability.

Acquirer’s cash-richness is always negatively correlated, and has statistical
significancein 4 out of 6 models. Ourresults are consistent with the “Free Cash
Flow” hypothesis, which forecasts suboptimal investment decisions for cash-rich
firms, due to the highlevel ofagency costs between the company executives and its
shareholders. Aswe already mentioned in Chapter 2, Harford (1977) found a
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negativecorrelation between cash-rich firms and post-acquisitionresults, thus
proving with his study that cash-rich firms tend to make significantly worse

investment decisions than others.

Target’s cash-richness is always positively correlated and often significant in half
of the models. On the target side, a large cashreserve could be revealing
suboptimal behaviour by managementanda failure of internal control mechanisms
(Harford, 1977). A target with large reserves of cash may lower the costof capital
for the acquirer, evenifthis would be opposed by Modigliani-Miller’s hypothesis,
which states thatno valuecan be created through changes in the financial
leveraging of the company. Furthermore, a target with greater cash availability
allows financing new investments both for itself and for the acquirer.

The relative size measure betweenacquirer andtarget does not affect cash flow
returns, this findingwould exclude any possible hypothesis against or in favour of
value creation through the acquisition of smaller companies.

The predictor that takes into account the number ofacquisitions accomplished by
the bidder is never statistically significant. Thus, it seems that having undertakenan
M&A in the pastacquiring learning economies fromprevious experiences doesn’t
affect the success ofan acquisition.

The dummy variable taking into account the conglomerate nature of the deals is
never statistically significant in our models and the same canbe said forthe one
regarding horizontal operations. Wewould read this outcome, by sayingthatvalue
creation depends on thesynergies that canbe achieved rather thanon the purpose if
the acquision. This result does not corroborate Megginson et al.’s (2004) findings,
which showed positive correlation between corporate focus and operating
performance .
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Pre-acquisition sales growth positively affects performance and s statistically
significant in half ofthe models. It would therefore seemthata successfulacquirer,
which is already over performing among its peersis also able to gain more value
from M&As. For instance, among other factors, there may be potential cost savings
througheconomies of scale, which therefore allowa company thatis already
performing well on the sell-side, to increase its margins. Accordingto us, a
company that is growingfastis likely to follow a successfuland forward-looking
strategic vision, if compared to those firms that undertake acquisitions as their last

chance to revitalize theirbusiness.

A final comment is made on the effects of the squared values in model G. None of
these seemto be relevant, except fot SQR_CASHA. The positive value suggests a
diminishing effect of the negative impact of the original variable. Therefore, it
seems that cash-rich companies performworse, butwith a declining trend as
liquidity gets bigger.
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Chapter 4

4. CASE STUDIES

This chapter will examine into detail three specific acquisitions selected from
different sectors: textile, agribusiness andindustrial. Theseacquisitions brought to
heterogeneous results for the acquirer and the targetcompany, thus they represent a
picture of different possible outcomes an M&A can lead to.

Poltrona Frau S.p.A., Granarolo and Fintyreare three Italian companies thatchose
to undertake an acquisitionin their respective industries.

While Poltrona Frau reduced its performance afteracquiring CassinaS.p.A, Fintyre
represents a success achievement. Granarolo on the other hand is an example of
mixed results where the target improved its performance at theexpense ofthe
acquiring company.

4.1. Poltrona Frau-Cassina

4.1.1 Poltrona Frau S.p.A

Poltrona Frau S.p.A is an Italian furniture maker, specialised in the production of
beds, sofas, chairs and armchairs for private housings and desks and cabinets for
offices; furthermore, the company is also generally appreciated by the automotive
industry, as the design of the interiors of many Ferrari, Lancia and Alfa Romeo cars
demonstrate. The coreelement that distinguishes its production is the leather they
use almost in every productandwhich has contributed to the fame ofthe firm and
has beenrequested by BMW, Mercedes, Mini,and many other car manufacturers,

96



as well as flying airlines and train firms for their luxury products.
As they state when presentingthecompany, quality is the driver ofeach and every
creation and theiraimis of keeping the customer at the center of the attentionand

focusingon extreme comfort and fashionable design.

The companywas bornin Turin in1912, from the entrepreneurial idea of Renzo
Frau and soonattracted theinterestofthe luxury market, as in 1919 it was
appointedas theofficial supplier of the royalhouse. Thehistory of the company
goes alongwith the changes of the Italian context during the 20" century, changes
that are shownandoftenanticipated in the range of creations year by year, thus
proactively shaping the directions of what is definedas interior design. Furthermore
many artists collaborated in the creation of the models, for instance Gio Pontiand
Frank O Gehry, who helped thecompanyto enlarge its offer and expand its
interestsalsoto ample spaces, suchas galleries, opera houses and villages. The
current president, Franco Moschini, acquired it in 1962, together with Nazareno
Gabrielli group, fromwhich he eventually bought the remaining shares in 1990
througha LBO (Leveraged Buy-Out). In the last decade thecompany has pursued a
growth strategy trough M&A operations, which resulted in the takeover of many
companies bothin the in the Italian market (e.g Cappelliniand Cassina) and abroad
(Gebruder Thone).

Starting from2006, the company is listed in the Italian financial market under the
“STAR” segment, with a market cap 0f 120 million euro approximately, as of
September 2012. 2011 reported net loss amountedto 2.5 million ca. (approximately
half ofthe loss ofthe previous year), with an EBIT of 7.3 million ca. (data coming
from Borsa Italiana database).

The controlling group is Charme Investment S.C.A., which owns more than 52% of
the total stock. Charme, as the name reveals, is a society of investments having
Luca Cordero di Montezemolo as the leader; the Montezemolo family is indeed
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represented in the Board of directors by the vice-president Matteo Corderodi
Montezemolo.

4.1.2 CassinaS.p.A

Cassina SpAis an Italian manufacturer, specialised in the creationof luxury design
furniture. It was born in 1927, in Meda, in the area of Brianza, from the idea ofthe
brothers Cesare and Umberto Cassina. The first importantgrowth ofthe company
takes place duringthe50s, when it pioneered visionary design perspectives and
encouraged youngand talented designers andarchitects to translate their ideas into
reality. As the production shifted fromhandcraftsmanship to serial production, the
company focused more and more on the research process, especially experiencing
the use of new materials in the manufacturing phase.

Its culture and mission are orientedto thecreation ofinnovation through the
combination of technological skills with traditional craftsmanship, even though the
manufacturing process is conducted in an industrial scale. Due to the purpose of
merging newand old, the company has drawn inspiration fromvarious artists,
among whomGio Ponti(who, as we mentioned, collaborated also with Poltrona
Frau), Le Corbusierand Frank Lloyd Wright. Anentire collection, called “I
Maestri”, is the masterpiece coming outofthese partnerships overtheyearsandis
still considered as the hallmark of the company.

The mission nowadays is to find the newest materials and structural technologies to
enhance customer perception of maximum comfort and extreme elegance.

The companyhasabookvalueof48million ca.,as of December 2011, and is
completely controlled by PoltronaFrau S.p.A since June 2005. It operates
worldwide, with 4 DOSs (Directly Operated Stores) situated in New York (2) Paris
and Milan. The whole production process is internally controlled, starting from
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wood processing up to theshipmentin the stores. Thedistinctive elementof its
catalogues is the capacity of creating pieces tobe producedin an industrial scale

without degrading their overall quality.

The two business divisions in which it operates are called “Residential” and
“Contract”.

”Residential” is the business segment dedicated to luxurious pieces of furniture,
including the abovementioned collection “I Maestri” and another productline “I
Contemporanei”’, coming fromthe cooperation with some ofthe most
representativemoderndesignicons ofthe World.

”Contract”is instead dedicated to the production of interiors for cruise liners, hotels
and restaurants; it has also expanded in the 90s to include furniture forahigh-end
showrooms and flagships stores.

4.1.3 Deal characteristics

The deal betweenPoltrona Frau S.p.Aand CassinaS.p.A belongs to thearea ofthe
horizontal transactions, as we presented in Chapter 1. The benefits that theacquirer
intends to achievethroughthe operationare mainly linked to the opportunity of
increasing market shares (evenifthe two firms did not compete in all their markets)
and widening their products range. Other synergies are more likely in the design
phase, where the concept and the presence of relevant players make the difference,
ratherthan in the production side, where economies of scale are not a matter of

primary concernfora luxury business, as the one we are speaking of.

As we mentioned in the presentation of the bidder, PoltronaFrau has pursueda
policy ofexternal expansion through M&A deals over theyears (theone with
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Cassinabeing probably the mostimportant of them) with the purpose ofthe
creating apole ofexcellence in the interior design field.

The dealwas operated througha LBO (Leveraged Buy-Out): in fact, in orderto
acquire Cassina SpA, acompetitor whosescale was almostas big asthe one ofthe
bidder, Poltrona Frau created a Special Purpose Vehicle company, Cassina
Holding, which borrowed 64 million euro out ofthe 120 needed ca. forthe
operation. Attheend ofthedeal, Poltrona Frau owned 80% ofthe target
(participationthatincreased in 2008 at the current value of 100%) and doubled its
enterprisevalue, gainingalso decentmargins thanks to the good operatingactivity
of Cassina SpA (EBITDA of 15% in 2004, before the acquisition).

The dealwas also a prelude tothe listing of the company, in November 2006, so
that the organisation could introduceitselfto the market as a leading company in its

industry, havinga considerable size and good operating profits.

4.1.4 Operational Results

Our finding on the PoltronaFrau’s acquisition of Cassina report a general decrease
of sales growth fromyear 0. As the general trend shows, the acquisition year
correspond tothe peak of sales growthand comes before a series of decreasing over
performance if compared with the industry benchmark. However, if we compare in
Table 1 the secondyear previous to the acquisition (the third year is unavailable
since data was missing in the database), with the second year following it, we
observe a superior performance for Poltrona Frau relative to sales growth compared
to its industry benchmark. A similar trend is observed for Cassina, thetarget
company.
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As we can see fromTable 3 EBITDA for Poltrona Frau reaches a peak the year
next to the acquisition, then it turns rapidly to negative performance comparedto
the industry benchmark. Differently fromthe acquirer, Cassina instead gained a
positive EBITDA performance comparedto year 0when the acquisition was
completed.

Net Profits also, similar to EBITDA showa peak of performancein year 1, then
they decrease remaining superior to industry benchmark and higherthenin the
period previousto theacquisition in 2005. Cassina also shows superior Net Profit
results comparedto its industry benchmark the third year after the acquisition
overturningthe negative performance previous to 2005.

Results on EBITDA/Sales, as shown in Table 1 provide mixed results before and
afterthe acquisition. Therefore, it’s difficult to clearly understand a possible trend
of increase ordecrease of operativeefficiency. For the first 2 years after the
acquisitionwe observe an increase in EBITDA/Sales performance, but the third
yearreports a negative result, probably dueto reasons not depending fromthe
takeover.

Total Assets for PoltronaFrau reporta sharpincreaseduring theyear ofthe
acquisition, clearly as a consequence of the takeover of Cassina. One year before, in
2004, we also observe an increase in Total Assets as aresult of an other acquisition
made by Poltrona Frau, the takeover of Cappellini, an Italian luxury furniture
group, in orderto expand its operations and customer base. During theyears
following the acquisition made in 2006, we do not observe any other relevant

changein Total Assets, due to the absence of other acquisitions fromPoltrona Frau.

Equity increases, if compared to industry benchmark, every year since year -2, until
2007, two years afterthe acquisition. Thistrendis explained by theincreasein
shareholder’s equity and treasury shares. The first increased double times in 2004
and fourtimes in 2005 because ofthe acquisitions of Cappelliniand Cassina. The
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second increasedthreetimes in the year of acquisition of Cappellini. Apart for these
exceptionalevents noother relevantchange occurred after 2005. The decrease in
Equity three years after theacquisitionis due to an increase of the industry

benchmark performance.

Table 1 showsastrongincreaseofthe Net financial position in the year of the
acquisition, dueto Poltrona Frau’s Total debt that increased from 57 million Euro
to 248 million Euro, mainly due to shorttermbankdebtsinherited fromCassina
and incurred because of thedeal operation. Debton Equity ratio increased more
then three times between the acquisitionyear and the previous one. In the period
following the acquisition no relevant changes are reported.

Return on Sales growth, as we can see fromTable 3 is negative comparedto the
industry benchmark in the period before theacquisition despite A cquirer’s ROS in
absolute terms the year of the takeover is 4,95 and it booststo 8,31and 8,91 on year
landyear?2.

Cassina, on the other hand, doesn’tshow anyrelevantchange in ROS performance.

A similar trend is observed with Return on Investments for Poltrona Frau that
underwent astrongimprovement in both of the two years after the conclusion of the
dealwith Cassina. No significant changes are observed for the targetcompany.

No start-up and expansion costs are sustained by the acquirer in the period
following the acquisition process, neither advertisingand development costs. No
relevant changes in this kind of expenses are reported for the target company. The
absence of operative costs canbe dueto the factthatthe acquisition’s purpose was
mainly to expand the customer basewith an already existingand consolidated
brand in orderto offera largerniche productportfolio. This strategy doesn’trequire
significant operative synergies aimed foreconomies of scales, as already previously

mentioned.
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The main increase in the number ofemployees is shownin the year ofthe
acquisitionas it raised from480 to 981 across thetakeover period. Employee

profitability didn’t changemuch between the years across theacquisition.

Finally, Solvencyratio in strongly influenced by the variations in firm's total debt
obligations, therefore data shows a general under performance related to this
solvency measure for the acquiring company. Solvency ratio decrease from 36,04
to 20,81 during the acquisitionyear, but it remained higher thenthe industry
benchmark in absoluteterms all over the period following the takeover.

4.1.5 Conclusions

In ouranalysis, we compared the variation of several performance measures of the
acquirerand target companies with their respective industry benchmark. As a
result, if we consider thedifference between post and pre acquisition performances
we observe ageneral decrease of superior measure of effectiveness and efficiency.
Earning performance is negative asshownin Table 3for EBITDA and
EBITDA/Sales. Furthermore, Sales decreased eventhoughthepurpose ofthe
consideredacquisitionwas mainly of broadening the customer base with a larger
productportfolio. Negative performance is also reported for Return on Sales, Free

Cash Flowto Firm and Free Cash Flowto Firm on Total Assets.

In conclusion, we would claimthat the outcome of this takeover certifies a

reductionin superior pre acquisition performance for the bidder company.
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4.2 Granarolo - Yomo

4.2.1 Granarolo S.p.A

Granarolo S.p.Ais an Italian group operatingin the food industry, in particular in
the realisation of diary products (milk, yoghurts, cheese, etc.). The original
company was founded in Bologna, in 1957, underthe name of“Consorzio
Bolognese Produttori Latte™. Afterthe initial decade, the consortiumbegins to
expand and attracts under its influence many other dairies of the region. Starting
fromthe 80s, the organisation registered an enormous growth through an intense
M&A activity, which lead to a more complete cover ofthe territoryandis not yet
over. The company forms a group together with Granlatte S.a.r.l., which is located
upwards in the value chain, in the agriculture stagewhere themilk is collected; then
the transformationis realisedin one ofthe seven production sites owned by
Granarolo itself.

The company is a cooperative, directly participated by more than 1000 cattle
breeders through Granlatte, which owns more than 75% of the company stock,
whereas thebiggest external shareholder, possessinga 20% ca. of the voting shares
is Intesa San Paolo S.p.A. (the bank group entered the company during the
acquisitionof Yomo as we will discuss in the next subparagraphs). As of2011, its
revenues sumup to 850 million euro approximately, with an EBITDA of61 million

euro (EBITDA margin equalto 7.2%) and a net profit of 13 million euro.

The company is the market leader for fresh milk production and distribution,
second best for UHT milk and under-ripe cheeseandtogether with Yomo S.p.A. is
the most important Italian player in the realisation of yoghurts. Fresh and UHT milk
are the core business of the firm, covering more than 60% ofthe total revenues and
reporting aslightflection overthelast two years.
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The three core elements of Granarolo’s business, as reported in its mission, are: the
controlofthe entire supply chain, fromthe collection of the milk up to the
distribution in the stores; the excellence of the production, subject to strict quality
controlsto providea fresh, healthy andsafe product to theend customers; the
passion forinnovation, which lead over theyears to bring several original ideas into
the market, such as the high-quality segment, a complete range of biological dairy
products, a lactose intolerant line,and soon.

The latest strategies of the Board are directed towards an international expansion,
which started in 2011, when Granarolo Iberica SL, completely owned by the parent
company, was created with the purpose of beginning diary products distributionin

Spain.

4.2.2Yomo S.p.A

Yomo S.p.Ais, as oftoday, only one ofthe brands in the Granarolo group,
following the acquisitionwhich took placein 2005. Before that, the company was
originally founded in 1947 by Lunir Vesely (the inventor of the homogenous
coagulated yoghurt); the business has always kept a family conductionand reached
its peak of growth and success in the 90s. At that time, it had participations in many
controlled brands, which both broadened the productrange (with cheese and other
diary products) andallowed the organization to extend its influence over thevalue
chain (fromthe purchasing ofthe milk enzymes to salesanddistribution). The
productionwas mainly conducted in 4 sites, the largest of which in Pasturgo di
Merate (Milano), the birthplace of the company, whereas 7 other locations all
across Italy were used as commercial nodes for the distribution network.

The failure of the company was due mostly to the entry of Europeanand Extra-
European competitors in the Italian market (the most important being Lactalis and
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Danone), which made Yomo lose bit by bit its market shares. A restructuring was
then proposed by the former managing director, Francesco Pugliese, but it didn’t
achieve the expectedresults and the group’s account worsened so much that 10sses
assumedalarming proportions. Debts to suppliers and banks were amounting to
around 100 million and the board was forced to lodge 95% of its shares as security
with Banca Intesa, for loans expiring in 2004, thus pushing Yomo to the edge of
bankruptcy.

Due to this crisis, the company couldn’t afford to pay many ofits workers’ salaries
and was forced to place 70 ofthemon the special Wages Guarantee Funds
(cassaintegrazionestraordinaria) and 210 on the Ordinary Fund (Cassaintegrazione
ordinaria). Whenthe Milan-based company was taken over by Granarolo, it
presenteda tragic situation: the production was intermittentdue to frequentlack of
material and the whole workforce (800 workers) were risking their jobs and

complained fordelayed and missing payments.

Atthis point, the union trades and the province administration of Milan, as well as
the political institutions of the areas wherethe other production sites were located,
tookthe lead to avoid bankruptcy and preventwhat would have been asocial
disaster involving 800 families. Meanwhile, the foodsector trade union called a day
of industrial action (March 15" 2004) and set up “permanent assemblies” in all of

the 4 productionsites.

4.2.3 Deal characteristics

Thanks to the increasing pressure rising fromthese institutions and the media, the
negotiations speeded up. The company was actually discussing the possibility of

selling with many, Italian and foreign, potential purchasers for several months, but
without reaching any agreement. Thesituation was of continuous uncertainty, tilla
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breakthrough came at the end of March 2004, with the officialannouncementofan
agreement for the takeover by the Granarolo Group.

The Emilian group was preferredto the other candidates, primarily because of its
Italian roots and secondly because of the conditions of its proposal. The then
Granarolo’s CEO, Luciano Sita, indeed promised a plan to restore Yomo’s ordinary
commercial and productive activity and toguaranteed notto fire any ofthe
employees at all the the group’s manufacturing sites. Due to the critical financial
situation, the procedure of the transaction needed to be supervised and approved by
all the trade unions involved both at nationalandlocal levels. After that, an
agreement (concordato preventivo) was required with the creditors to avoid
declaring bankruptcy by placingall Yomo’s assets at the disposal ofits creditors
(underthe terms of Bankruptcy Law, RD 16.03.42). This deal granted thecompany
a leasing contract, so that the production and commercial activities could continue
without interruptions.

The company workforce was temporarily transferred to a special purpose vehicle
created by Granarolo and mantainedall the rights it had before, while keepingall
the agreements previously stipulated between Yomo and the Trade Unions and
undertaking new arrangements to address the mostimmediate concerns at that time.

As stated, by Mr Sita himself, the takeover fitted perfectly with Granarolo’s
mission to valorise the high quality of Italian agro-food products. The transaction
indeed belongsto the area of horizontal acquisition, with the double goal of
imposing Granarolo’s brand on the market and broadening the product range ofthe
company. Moreover some synergies of scopewere achievable, thanks to thesimilar
logistics and distribution channels and the already existing relations with analogous

customers.
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The acquisitionwas carried out in a period in which the entire Italian industrial
systemwas suffering: in January 2004 (data coming from ISTAT, Istituto Italiano
di Statistica), theturnover ofthe industry dropped by 6.5% over thesame month of
2003 and a similar decrease was registered in the orders fromcustomers.
Furthermore, in the first three months of 2004, 486 companies throughout Italy
applied forusing special Wages Guarantee Funds for theiremployees, as a measure
for handling serious labour surpluses in periods of structural crisis, rather than mere
financial difficulties.

4.2.4 Operational Results

Our findings onthe Granarolo’s acquisition of Yomo report a general growth of
Revenues fromSales for the bidder company already before the acquisition was
accomplished. Asreported in the 2006 Annual Report, exactly 2 years next to
Yomo’s acquisition, “Turnover reached 907.7 million Euro, an increasein value by
2.01% (+17.9 million compared to 2005) and the volume of 3.03%. Growth was
driven by yoghurt and cheese, with the resumption of brands like Yomo, [...]”. On
the otherhand, an opposite trend is shown by the target company thatdrastically
reduced its Revenues from Sales nearly risking bankruptcy. Aquirer’s sales growth
is confirmed even when compared with the industry benchmark except for year 2
where the relative performance is -7%. Nevertheless, this result is recovered by a
positive relative performanceon thethird year that make us conclude, overall, a
superior post acquisition performance of the acquirer company measured by
Revenues fromSales.

As we cansee fromTable 5 EBITDA, Granarolo reverses its positive progression
the same year ofthe acquisition. Differently fromthe acquirer, Yomo reveals a
negative EBITDA all overthe pre acquisition period untilone year after. Then, it
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upturns to positive values on year 2and year 3. The two different progressions
remain identicalwhen comparedto industry benchmark; EBITDA shows a negative
outcome for the acquireranda positive one for the target onan overall perspective

across the acquisition time window.

Net Profit too, similar to EBITDA, shows positive results in the two years
precedingthe acquisition, while they turn negative after it. This change is evident
one year afterthe acquisition is accomplished, when Net Profit fell from +5,6
million Euro to -6,3 million Euro.One year later, Net Profit decreased furtheron,
thus recordinga strongly negative growth performance. Naturally, this
underperformance does not change when compared to industry benchmark.

As aresult, Net Profit decreased to -56,7 million Euro despite a positive EBITDA.
Thereasonis due to Extraordinary income and expenses as a consequence ofthe
acquisition undertaken with Yomo.

Yomo’s loan portfolio (trade, tax, and more) has beensetaside for doubtful
accountsasumof6.7 million Euro, the participationin Sitia-Yomo S.p.A. (57,4
milioni di euro) was written down by 40 million Euro, another credit boastedto
Yomo of 27.3 million euro was devaluated by 60% to 16.3 million Euro.

Among other reasons, as stated in the 2006 Annualreport, “Depreciation of
tangible fixed assets relating to industrial assets grew in 2006 to 0.9 million Euro,
as aresult ofinvestments in facilities on Yomo area and the industrial area of
Milan. There s, therefore, an increase in the incidence on sales from?2.1% in 2005
t0 2.2% in 2006”.

To sumup, the investments relating to theacquisitionof Yomo, together with those
required for the purchase of plant and equipment have absorbed 105.9 million Euro,
consequently generatinga negative financial cash flow 0f46.6 million Euro.

By analysing the target company, we can again notice an opposite trend: Net Profit

remains negative all over the pre acquisition time series until year 2, when it tuns
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positive and strongly increases fromthen on. Considering the industry benchmark
for the target company, the outcome remains outstanding as resulting fromthe

difference betweenthe overall performance before and after theacquisitionyear.

Results on EBITDA/Sales for Granarolo, as shownin Table 5,showasharp
decrease of performance in the year corresponding to the takeover. Efficiency is
then recoveredin year2and even morin year 3, in partas aresult of several
investments between the acquirer andthe target aimed at restructuring production
and logistics. The same results are shownwhen adjusted by the industry
benchmark.

The outcome fromthe target perspective is positive, if we consider that negative
results are reported in the year previous to the acquisitionand strong positive
performance is instead characterising the latest period. Therefore, in the overall
time window the target experiences a sharp increase of performance measured by
EBITDA on Sales

Table 5 showsastrong increase of the Net financial position in 2006, two years
following the acquisition. This result is caused by Granarolo’s Total debtthat
increased mainly as a consequenceofshort-termbank debts incurred because ofthe
deal. Effects had repercussions onfinancial burdens as stated in the 2006 Annual
report: “[...] the increase in borrowing costs comes by thenet debtofthe Group,
following the acquisition of the companies belonging tothe former group Yomo.

The averagedebtof2006 was 30% higher compared to the same period lastyear”.

Total Assets for Granarolo report a sharp increase during the year ofthe
acquisition, clearly as a consequence of the takeover of Yomo. During the year
following the acquisition, we noticea continuous increase of Total Assets, from
678 million Euro to 710 million Euro.
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As shown in Table 7, Equity increases if compared to industry benchmark every
yearsince the accomplishment of the acquisition until year 3. This trend is
explained by the increase in shareholder equity and treasury shares that are
eventually emptied in year 3. Equity is also influenced by the payment of 71.5
million Euro, made in October 2006 by Banca Intesa as a capital increase of
Granarolo SpA reachingalmost 20% oftotal capital shares. Banca Intesa’s new
entry in the Shareholder’s Equity was made in support ofan acquisition operation
that, as stated by Granarolo’s holding, was realized to be “more challenging than
expected”.

Return on Sales growth, as we can see fromTable 5show diminishing results since
year -2 that are recovered only three years after the takeover. The same measureis
the opposite for the targetcompany that presents significant negative performance
before the acquisitionand strongly positiveafter that. On an industry-adjusted base,
we notice negative ROS performancein year 1and 2 written offin the third year.
As faras we can observe for the target, the negative adjusted performancein year 0
is replaced by a paired result threeyears after theacquisition was completed.

A similar trajectory is observed with Returnon Investments for Granarolo, which
experienced a strongimprovementonly in the third year after theacquisition of
Yomo in contrast with an overall decreasing performance. Thesame is observed for
the target company.

Start-up and expansion costs are sustained by theacquirer on a continuous base but
they are halvedin the period followingthe acquisition. No Start-up and expansion

costsare reported forthe target company.

111



4.2.4 Conclusions

Our analysis shows several proves of under performance for the acquirer company,
Granarolo, both in absolute terms and ona industry adjusted basis, except for
continuous improvement on Sales that settled overall on the industry average. On
the other hand the target company, Yomo, experienced a strong recover froma
period of decreasing results, fromthe point of declaring bankruptcy to gaining
superior growth of performance compared to its industry benchmark.

The acquisition benefits will probably show their effects outside the time window
we are considering in our sample and include the savings of future investments by
reutilizing Yomo’s plants also for other products, synergies related to the
productionof milk and yogurt between the two companiesanda more overall
efficient organization. On the other hand, the acquisition process revealed to be
quite complexon a financial perspective, expensive, in plain words, “more

challengingthenexpected”.

These conclusions were based on different operativeand financial performance
measures confirming an outcome common to many acquisitions: thegain in
performance for the target company at theexpense ofthe acquirer, identified by a
reductionin superior pre-acquisition results for the bidder company andan opposite

trend undertaken by thetarget company since the takeover is accomplished.

4.3 Fintyre

Our last case study would be a particular project, denominated Fintyre. The dealwe
are referring to in oursample is Fintyre-All Pneus, a transaction thatgavebirth to
an absolute incumbent in the pneumatic industry at the national level. Since the deal
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is part of alonger process including several M&A transactions, we would like to
presentthiscase as asuccess ofaserialacquirer strategy. It is in fact intendedto be
an example of the good opportunities that may rise even forsmalland medium

enterprises, despite the macro economical turbulences we are facing nowadays.

Given thesepremises, the paragraph will not follow the structure of the previous
ones, dueto the specific nature ofthe group we are presenting: therefore, the topic
will be addressed in five sections: the first one concerning the history and
characteristics of theacquirer, the second one dealing mainly with the aspects of the
programme, the fourth one presentingthe features of the groupand its competitive
positioningtoday andthe lastonereporting the results of the group as a whole.

4.3.1 History

The group was founded by the Carmignani family in 1936, underthe name of
“Pneuservice”, with the opening ofa pneumatics retail shop in the centre of
Empoli. Throughaseries ofacquisitions of many small operators, first in Tuscany
and then in the Centraland Northern Italy, the company experienced 40 years of
continuous growthand also shifted its attention towards the wholesale market.

In the 1970s, the group reached an international dimension, thanks to its increasing
market shares andthe strengthening of its brand abroad; the company thenbegan
also an import/export commerce. An importantmilestone in its history is placed in
1990, when, due to the longexperiencein the retail business, it openedthe first
franchisingchainofcartires in Italy. In 1996, then, it acquired Gard Gomme S.p.A
to penetrate the Northern Italy market an in 2003 a new company was bornto
improve the performancein the agro-industrial vehicles sector.

In the early 2000s the company had strengthened its position in the national
context, well integrated upwards and downwards in the value chain, ensuringto its
customers awide range of products and covering almost theentire region thanks to
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its logistic and distribution channels. On the other hand, the company was still too
small to compete with the incumbent firms in the European market, had relatively
scarce bargaining power when negotiating with suppliers and had insufficient

liquidity to finance new projects.

Atthe moment ofthe takeover, therefore, the strategy was to create a national pole
for the wholesale distribution, while looking for potential partnerships with
financialactors to guaranteea sufficientstability in the intergenerational step .
Many opportunities were rising fromthe national context, because of the high
fragmentationandthe exclusive presence of smalland mediumenterprises.

Being the industry very capital-intensiveand having very few potential substitute
products, the group could thenboast a significantcompetitive advantage with
respectto the competitors; moreover, a competentmanagementandthe increased
market shares allowed theexpertsto think ofa sustainable growth in the following
years.

4.3.2 The plan

The group turned into Fintyre over quite a long process started in 2006, with the
support of the advisor Deloitte Financial Services whenthe Carmignani brothers

openedto new investors to achievethe desired aggregationon a full scale.

Afteraninitial phase, where many private equity funds demonstrated interest
towards the idea, in 2007, Sofipa tookthe leadership ofthe investinggroupand
acquired througha LBO (Leveraged Buy-Out) 80% ofthe capital of Pneuservice,
for adealvalue of 32 million Euro (the remaining 20%, is still underthe control of
the Carmignani family).
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At that point, many other family-owned businesses decided to participate to the
programme and joined the group. At first, in 2008, Saioniand Quercetti (with
revenues amounting to more than 60 million Euro in Lazio) were aggregated; then
atthe end ofthe same year Fintyre acquired Pneumatici F.Giordano in Campania,
(summing up revenues foraround 20 million Euro), in all these operationsthe
Deloitte group workedas the sell-side advisor.

As 0f 2008, the groupwas thefirst Italian player, as faras revenues were concered,
(more than 150 million Euro), owning a widespread distribution channel, while its
management was joined by new experts and entrepreneurs of the industry.

In the earliest days of 2009, the aggregation process came to an end, with the final
takeover of AllPneus, foran amount of 110 million Euro; being the targetthe first
follower in the market, the transaction led to the creation ofa dominating playerin
the industry at the national leveland a significantcompetitor at an Europe scale.

The All Pneus group was founded in 1977 by Alfredo Pezzotta and Marino
Bresciani, the group showed a consistentgrowth over theyears, due to externaland
internal expansions, which eventually resulted in the first operator in Northern
Italy, having more than 500 stores and reporting sales for more than 1 million units.
The idea ofchoosing AllPneusas atarget was not surprising, given the
complementary nature of the two actors, soto maximize the penetrationofthe
market and give an improved service to the customer. Besides, the economies of
scale coming fromthe birth ofthe pole were not only enormous but also desirable
for agroup longing to competeon abigger scale.

Coming to the deal itself, the operation was conducted throughthe spin-off ofthe
real estatesegmentof All-Pneus andthesubsequent selling of the operational
division to Fintyre.

The workload forthe advisor and the companies was overwhelming, because
Fintyred had toacquire 5firms belongingto the target group. The purchase was
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partially financed by Orobica Finance (controlling company of the former All
Pneus group), which was positively impressed by the operational plan of the
acquirerand wantedto investon it. Moreover a private fund, BlueGem Capital
Partners, entered thegroup, acquiring a relevantshare of the capital stock, as we
will see inthe next section.

4.3.3 Follow-up

Following the operationwith AllPneus the group had completed its projectand was
then able to coverthe entire Italian geographical area with 14 warehousesandan
impressive number of stores. One year later, in 2010, the group reported more than
275 million euro of revenues, three times more thanthe first follower in its
industry.

The company is now jointly controlled by the Sofipa fund (39% ca. ofthe
controlling votes) and BlueGem (33% ca.), and shows relatively considerable
participations forall the entrepreneurs of the companies purchased during the
expansion (Saioni, Giordano, etc.). The first period, as stated by the sales manager
of the company, Mr Bruchi, was rather difficult, due to thedifferentinterpretations
and ideas ofthe entrepreneurs that participated the project, each of whom, with the

desire of giving a personal contribution to the overall strategies.

The group presents theideal modern distributive model, having relations both with
the supplier side and the customer side, through consolidated commercial
partnerships and running marketing campaigns not only to themass public, but also
personalized to its primary customers.

As 0f2011, the groupreported revenues for 300 million Euro ca.and more then 4
million sold units, with a positive outlook for the future, since the Italian market has
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not yet overcome its fragmentationandthe group is affirming its brand abroad, too.

Moreover, the company is still looking for new potential acquisitions for the future,
especially in the Southern regions, despite theeconomical crises that is affecting
Italy and its manufacturing industries.

4.3.3 Operational Results

The data coming fromour poolregarding Fintyre, report a continuous increase of
the revenues starting fromthe year ofthe deal. As we can see fromTable 9, in 2009
the volumes ofthe company nearly doubled thanks to the purchase of its first
competitor in the market and thenthe upsurge continued all over the subsequent

years, up to thealready mentioned figures of 2011.

A similar trend is shown in comparisonto thebenchmark, as we can noticein Table
10, with impressive increases, especially if we consider the dimensions of the
subject.

The EBITDA of the group has always kept positive and continuously increasing,
even ifat a lower rate with respect tothe industry. Moreover its margin over the
total revenue kept steady over 7%, with a small flection in the year of the takeover,

when the value dropped at 6.33%.

Good news forthe group comesalso fromthe analysis of the Net Profit, which was
slightly negative in the years before the acquisition process and then rosegradually
to the 2011amount of 4 million euro approximately.

The same can be said, even with more emphasis, for the FCFF (Free Cash Flowto
Firm), which improved fromthe slightly loss of 2007 to a more than satisfying 15
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million euro in 2011.

The investors musthave appreciated as well the progress made onthe Return on
Sales and Return on Investment, which gradually shifted fromthe initial 1.81 and
3.29 to the current 3.92and 8.47.

Lastly, an analysis canbe made on thecost side, by observingthevalues ofthe
Capexand the number of employees. In both cases, we can noticea decrease in the
figures that may be interpreted as follows: in the case of Capex, the company may
be saving cash because of potential new plans of external growth and s therefore
not investingtoomuch on renewingits plants, thanks to the relatively safe
positioning it has on themarket; on theworkforce side, instead, we would say that
the synergies achieved throughthe M&A process, are allowing the company to

slowly decrease the necessary amountofemployees for its routinetasks.
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Chapter 5

5. CONCLUSIONS

We would like to conclude this paper by summing up some of the findings coming
fromouranalysis, in orderto give useful pieces ofadvice forallthosewho have
some interestin the M&A activity.

As we exhaustively discussed, the Italian market shows specific features,among
which we find: the relevant presence of small-sized firms and family-owned
businesses, therelative novelty of a market for corporate controland the ongoing
processes of liberalisations and privatisations, which are completely reshaping
crucial sectors of the nationaleconomy. Given these premises, we would be careful
to generalise the results of our study, because they can be affected by the
abovementioned local peculiarities.

These features are reflected in the study sample, in which the majority of the deals
are made between companies operating in the same businessand only asmall
portion (19%) is made of conglomerate transactions. In particular the most active
sectorsseemto be the less traditional ones, suchas ICT and Business Services, or
even Agribusiness, which is experiencinga new wave of entrepreneurship.

As faras the Italian context is concerned, we would say that M&A does not create
value, especially with respectto theacquiring company. In fact, the acquirers,
despite pre-acquisition virtuous performance, seemto lose value after thedeal is
completed. In particular we observed a decreasein the following performance
measures: Revenues, Operational Cash Flows, EBITDA and EBITDA/Sales.
Therefore, value seems to be destroyed not only in absolute values, but alsowith

119



respectto the margins.

However, contrasting results come fromthe analysis of the target.

The acquired company indeed seems toobtain some sort of operational benefits in
the shortterm, with positive peaks aroundyear 1 or 2 for most of the performance
measures. But in the long run, this performance decreases, thus following the
acquirertrend.

Regarding the costs, we observerelevant amountofexpenses in advertising and
R&D afterthe deal, coming fromthe bidder side. It actually looks like the acquiring
company is the one that invests the mostto exploit the potential synergies resulting
fromthe takeover, whereas targets seemto lower their efforts and rely on the
actions oftheir partners.

The same situationis observed with respect to the costs of start-up and expansion.
Some sort of economies of scale are recognisable if we look at the trend s regarding
the number ofemployees, this value, on average, decreases over time starting from
the yearofthe deal.

The regressions let us notice some significant correlations between the value
creation ofthe acquisition (in terms of profitability) and the considered predictors.
Firstly, we observed a positive impact of the deal size on the value creation, which
lets us think thatthe larger the investment, the more thoughtful the choicesandthe
higherthe effort to achievethe expected goals

Secondly, the acquirer’s debt has a positive impact on the value creation. We
attributed this outcome to the high number of successful LBOs we observed in our
sample. In fact it seems that the companies thatborrowthe financial resources to
complete the acquisitionare the ones which make the bestdecisions or,
alternatively the ones who performthe best at the implementation stage. At the
same time, cash-rich firms seemto be the worst performers, thus corroborating the
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“Free Cash Flow” theory of suboptimal decisions.

The opposite impacts are witnessed onthe targetside. In fact the acquirer achieves
the highest value creationwhen it acquires companies with low debtand high cash
flows. This would seemstraightforward, since the bidder can benefit fromthe
positive financial situation of the acquired company, which eventually lowers the

overallcost of capitaland allows for new investments.

We would also suggest further directions of research, starting with the selection of
the benchmark. Up to date, literature has always remarked the importance of
comparing a company performanceto its industry benchmark, what would be
interesting, though, is to create sets of firms, which are comparable in terms of
scale. In fact, measuring growth performances could be misleading, because of the
difficulties ofthe largest corporate to increase their size, whereasa smalland agile
firm is more able to increase its dimension.

Finally, new predictors, whichwere not available in oursample, can be included in
the analysis. A possible variable of interest would be the change of management
afterthe takeover. This variable could help us understanding whether value creation
can be obtained througha restructuring of the target company, which would
corroborate the idea of a market for corporate control in order to reach both static
and dynamic efficiency.
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Table 1: Sample distribution by effective date and acquisition typology

Panel A: Number of acquisitions between 2004 and 2009

2004 2005 2006 2007 2008 2009 Total
76 98 114 122 124 62 596
13% 16% 19% 20% 21% 10% 100%

Panel A: Acquisition typologies

Vertical Horizontal Total % of Total
Business 269 213 482 81%
related
Diwersificated 114 114 19%
Total 269 213 114 596
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Table 2: Sample distribution by Industry classification

Panel A: Acquirers description

Sectors 2004 2005 2006 2007 2008 2009 Total ?I{?)tgr
Agribusiness 13 18 15 5 7 4 62 10.4%
Constructions 5 11 16 13 9 7 62 10.4%

Aerospace 2 4 0 2 2 2 11 1.8%
ICT 7 7 7 16 7 7 53 8.8%
“’:ﬁgﬁ‘gt‘g""' 5 5 7 0 15 4 6 61%
Media 11 7 13 9 9 2 ol 8.5%
Health 2 4 9 15 11 9 49 8.2%
Home 2 4 0 4 5 4 18 3.0%
Textile 2 5 18 9 9 2 45 7.6%
Joursim a4 5 2 13 5 2 31 52%
Energy 2 7 2 5 7 4 27 4.6%
Chemicals 2 2 0 4 2 2 11 1.8%
Metallurgy 2 2 2 4 7 0 16 2.7%
Automotive 2 2 4 7 9 2 25 4.3%
Logistics 4 4 7 4 4 0 22 3.7%
Packaging 2 0 4 2 2 2 11 1.8%

Eg?\;ri‘ceesss 11 11 9 11 13 11 65  11.0%

Total 76 98 114 122 124 62 596 100%
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Panel B: Targets description

Sectors 2004 2005 2006 2007 2008 2009 Total (')?c))tgr
Agribusiness 13 16 15 7 9 4 64 10.7%
Constructions 4 9 15 5 5 4 42 7.0%

Aerospace 2 2 0 2 2 2 9 1.5%
ICT 7 9 9 20 11 9 65 11.0%
'\’:ﬁfjtasrt‘;;a' 5 5 7 0 13 7 38 64%
Media 11 7 11 9 9 0 47 7.9%
Health 2 7 7 18 11 7 53 8.8%
Home 2 4 0 4 5 5 20 3.4%

Textile 4 5 22 9 11 2 53 8.8%
entortainment S ! 4 13 7 2 B/ 64%

Energy 2 9 4 5 9 5 35 5.8%

Chemicals 2 0 2 4 0 4 11 1.8%
Metallurgy 2 0 2 4 9 0 16 2.7%
Automotive 2 4 4 5 7 2 24 4.0%
Logistics 2 2 5 4 4 2 18 3.0%
Packaging 2 0 4 2 2 0 9 1.5%
susiness 1 11 5 11 9 5 53 8.8%
Education 0 0 0 0 0 2 2 0.3%
Total 76 98 114 122 124 62 596 100%
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Table 3: Sample cross distribution of target and acquirer’s sectors

Acquirer’s
sector/Target’s
sector

Agribusiness
Constructions
Aerospace
ICT
Mechanical
Industry
Media
Health
Home
Textile
Tourism, art,
entertainment
Energy
Chemicals
Metallurgy
Automotive
Logistics
Packaging
Business
services
Total

: g 8 S2 s £ o o %8 x % B 2 8 2 83 5 3

Z S g k §B3 35 £ £ T ES 2 =2 2 2 B 2 2L B B

2 2 ¢ £33 <2 8 2 328 2 § 8 § o £ 3z 5 F
= 2 @ o £ = L T S o W <= @ = 3 ] 5 L 5
£ S < = = o = Z a L

56 2 2 2 62

33 4 5 4 2 2 5 4 2 2 62

9 2 11

2 51 ¢ 0 53

27 2 2 2 4 36

7 42 2 51

2 i 45 2 49

15 2 2 18

2 42 2 45

2 29 31

2 25 27

2 2 7 11

2 2 2 9 2 16

2 2 22 25

2 2 2 16 22

2 9 11

2 2 4 4 0 2 5 44 2 65

64 42 9 65 38 47 53 20 53 38 35 11 16 24 18 9 53 2 596
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Table 4: Sample distribution by Value of transactions (million Euro)

Sector 2005 2006 2007 2008 2009 2010 Total
Agribusiness 260 318 242 50 221 30 1121
Constructions 244 272 723 228 105 148 1720

Aerospace 1608 1041 413 15 59 3136
ICT 251 908 49 3682 102 70 5062
“’:ﬁ‘éﬁii‘;ﬁa' 59 61 147 150 19 43
Media 190 403 205 288 286 11 1383
Health 400 85 125 175 85 117 987
Home 7 197 20 60 55 339

Textile 48 162 241 530 162 5 1148
eTn‘t’;ft'gmnfer;t 27 462 30 363 35 5 922

Energy 130 213 20 61 86 24 534

Chemicals 5 180 77 8 10 280
Metallurgy 801 17 35 242 69 1164
Automotive 10 34 908 149 159 60 1320
Logistics 45 346 135 1255 345 2588 4714
Packaging 6 54 6 30 6 102
Business services 86 143 86 128 198 295 936
Total 4177 4842 3000 7667 2116 3502 25304

Anno Accademico 2011/2012




Table 5: Acquirer’s mean and median Industry adjusted Revenues from
Sales

Panel A: Acquirer pre- and post-acquisition performance

Year re_la_ti_ve to 3 2 1 0 1 2 +3
acquisition
Mean 15% 25% 20% 23% 21% 6% 0%
1° quartile -8% 0% -5% -1% 2% -11% -13%
Median 10% 20% 13% 17% 13% 5% 3%
3° quartile 35% 48% 35% 46% 38% 23% 20%
Pre-acquisition Post-acquisition
-3/+3 Mean 20% 9%
-3/+3 Median 13% 5%

Panel B: Regressionresults

Revenues from Sales = 0.199 — 0.107 t R2:0.02, Fstat=18.59
(10.69) (-4.312)

Chart 1: Acquirer’s mean and median Industry adjusted Revenues from
Sales
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Table 6: Target’s mean and median Industry adjusted Revenues from Sales

Panel A: Target pre-and post-acquisition performance

Ye:gqfi';tt'i‘; ° 1 3 2 1 0 +1 +2 +3
Mean 18% 15% 8% 5% 9% 4% 1%
1° quartile -8% -4% -10% -14% -16% -15% -16%
Median 9% 12% 6% 4% 5% 2% -1%
3° quartile 36% 37% 27% 26% 30% 21% 20%
Pre-acquisition Post-acquisition
-3/+3 Mean 14% 5%
-3/+3 Median 9% 2%

Panel B: Regressionresults

Revenues from Sales = 0.122 — 0.091 t
(5.873) (-3.186)

R?=0.014, Fstat=10.152

Chart 2: Target’s mean and median Industry adjusted Revenues from Sales
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Table 7: Acquirer’s mean and median Industry adjusted EBITDA

Panel A: Acquirer pre-and post-acquisition performance

Year re_Ia_ti_ve to 3 2 1 0 1 2 +3
acquisition
Mean 10% 18% 11% 19% 12% 1% -3%
1° quartile 21% -9% -18% -17% -28% -35% -43%
Median 9% 14% 13% 17% 9% 6% 0%
3° quartile 37% 50% 47% 63% 47% 41% 40%
Pre-acquisition Post-acquisition
-3/+3 Mean 13% 3%
-3/+3 Median 13% 6%

Panel B: Regressionresults

EBITDA = 0.125 — 0.094 t R?=0.005, Fstat=4.733
(3.798) (-2.176)

Chart 3: Acquirer’s mean and median Industry adjusted EBITDA
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Table 8: Target’s mean and median Industry adjusted EBITDA

Panel A: Target pre-and post-acquisition performance

Yezgqfiljittl i\;en to -3 -2 -1 0 +1 +2 +3
Mean 17% 16% 6% -3% 18% 1% 3%
1° quartile -28% -13% 27% -35% -27% -40% -48%
Median -273% -214% -356% -484% -375% -462% -245%
3° quartile 13% 12% 6% 0% 9% 2% 1%
Pre-acquisition Post-acquisition
-3/+3 Mean 13% 7%
-3/+3 Median 12% 2%

Panel B: Regression results

EBITDA = 0.086 — 0.016 t
(2.177) (-0.306)

R?=0.0001, Fstat=0.093

Chart 4: Target’s mean and median Industry adjusted EBITDA
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Table 9: Acquirer’s mean and median Industry adjusted EBITDA/Sales

Panel A: Acquirer pre-and post-acquisition performance

Year re_Ia_ti_ve to 3 2 1 0 1 2 +3
acquisition
Mean 0% 17% 11% 19% 21% 18% -5%
1° quartile -23% -18% -23% -23% -29% -31% -60%
Median 0% 4% 3% 14% 15% 3% 4%
3° quartile 20% 40% 47% 62% 79% 75% 59%
Pre-acquisition Post-acquisition
-3/+3 Mean 9% 11%
-3/+3 Median 3% 4%

Panel B: Regressionresults

EBITDA/Sales = 0.107 — 0.028 t R?<0.00, Fstat=0.318
(2.899) (-0.564)

Chart 5: Acquirer’s mean and median Industry adjusted EB ITDA/Sales
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Table 10: Target’s mean and median Industry adjusted EBITDA/Sales

Panel A: Target pre-and post-acquisition performance

Year relative to

acquisition 3 2 -1 0 +1 +2 +3
Mean 7% 12% 14% 16% 35% 15% 15%
1° quartile -20% -14% -22% -33% -19% -42% -46%
Median 5% 8% 2% 8% 18% 8% 11%
3° quartile 31% 36% 49% 60% 91% 70% 78%
Pre-acquisition Post-acquisition
-3/+3 Mean 11% 2204
-3/+3 Median 5% 11%

Panel B: Regressionresults

EBITDA/Sales = 0.099 + 0.066 t R?=0.002, Fstat=1.166

(2.235) (1.080)

Chart 6: Target’s mean and median Industry adjusted EBITDA/Sales
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Table 11: Acquirer’s mean and median Industry adjusted Net Financial

Position

Panel A: Acquirer pre-and post-acquisition performance

Year relative to

acquisition -3 -2 -1 0 +1 +2 +3
Mean 5% 11% 11% 27% 22% 2% 9%
1° quartile -49% -51% -35% 27% -16% -24% -20%
Median 6% 12% 14% 21% 17% 0% 9%
3° quartile 53% 63% 62% 74% 56% 31% 38%
Pre-acquisition Post-acquisition
-3/+3 Mean 9% 11%
-3/+3 Median 12% 9%

Panel B: Regressionresults

Net Financial Position = 0.106 — 0.007 t
(0.034) (-0.165)

R?<0.00, Fstat=0.027

Chart 7: Acquirer’s mean and median Industry adjusted Net Financial

Position
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Table 12: Target’s mean and median Industry adjusted Net Financial
Position

Panel A: Target pre-and post-acquisition performance

Year relative to 3 2 1 0 +1 +2 +3
acquisition
Mean -18% -2% -6% -13% 8% 2% 0%
1° quartile -61% -49% -37% -17% -32% -35% -42%
Median -2% 9% 1% -13% 12% 2% 0%
3° quartile 33% 45% 43% 34% 52% 46% 34%
Pre-acquisition Post-acquisition
-3/+3 Mean -9% 4%
-3/+3 Median 1% 20%

Panel B: Regressionresults

Net Financial Position = -0.093 +0.125 t R2:0.006, Fstat=4.449
(-2.144) (2.109)

Chart 8: Target’s mean and median Industry adjusted Net Financial
Position
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Table 13: Acquirer’s mean and median Industry adjusted Operational cash

flows

Panel A: Acquirer pre-and post-acquisition performance

Year relative to

acquisition -3 -2 -1 0 +1 +2 +3
Mean 19% 28% 18% 28% 12% 7% -4%
1° quartile -22% -14% 27% -18% -36% -53% -38%
Median 16% 19% 11% 21% 11% 2% 7%
3° quartile 57% 64% 55% 68% 54% 42% 55%
Pre-acquisition Post-acquisition
-3/+3 Mean 22% 0%
-3/+3 Median 16% 7%

Panel B: Regressionresults

Cash Flow to Firm = 0.214 - 0.216 t
(5.625) (-4.278)

R?=0.02, Fstat=18.304

Chart 9: Acquirer’s mean and median Industry adjusted Operational cash

flows
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Table 14: Target’s mean and median Industry adjusted Operational cash

flows

Panel A: Target pre-and post-acquisition performance

Year relative to

acquisition -3 -2 -1 0 +1 +2 +3
Mean 13% 18% 12% 2% 18% 15% 1%
1° quartile 27% -14% -30% -44% -42% -44% -51%
Median 13% 14% 6% 5% 7% 9% 9%
3° quartile 61% 59% 52% 48% 67% 77% 71%
Pre-acquisition Post-acquisition
-3/+3 Mean 14% 11%
-3/+3 Median 13% 9%

Panel B: Regressionresults

Cash Flow to Firm = 0.166 — 0.054 t
(3.771) (-0.909)

R?=0.001, Fstat=0.827

Chart 10: Target’s mean and median Industry adjusted Operational cash

flows
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Table 15: Acquirer’s mean and median Industry adjusted ROS
Panel A: Acquirer pre-and post-acquisition performance

Mean 8% 6% 0% 7% 9% -2% 3%
1° quartile 27% -22% -28% -26% -31% -48% -39%
Median 0% -1% -3% 5% 0% 0% 3%
3° quartile 38% 30% 32% 45% 50% 46% 47%
Pre-acquisition Post-acquisition
-3/+3 Mean 5% 3%
-3/+3 Median -1% 0%

Panel B: Regressionresults

ROS = 0.021 — 0.007 t
(0.542) (-0.138)

R?<0.00, Fstat=0.019

Chart 11: Acquirer’s mean and median Industry adjusted ROS
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Table 16: Target’s mean and median Industry adjusted ROS
Panel A: Target pre-and post-acquisition performance

Year relative to

acquisition 3 2 -1 0 +1 +2 +3
Mean 20% 10% 4% 0% 20% 11% 4%
1° quartile -17% -27% -31% -41% -30% -36% -48%
Median 7% 10% 1% -4% 7% 9% 8%
3° quartile 53% 39% 41% 28% 67% 63% 64%
Pre-acquisition Post-acquisition
-3/+3 Mean 11% 12%
-3/+3 Median 7% 8%

Panel B: Regressionresults

ROS = 0.068 + 0.037 t

(1.680) (0.675)

R?=0.001, Fstat=0.456

Chart 12: Target’s mean and median Industry adjusted ROS
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Table 17: Acquirer’s mean and median Industry adjusted Costs of Start-up

and Expansion
Panel A: Acquirer pre-and post-acquisition performance

Year re_la_ti_ve to 3 2 1 0 1 2 +3
acquisition
Mean -32% -39% -32% -24% -14% -19% -27%
1° quartile -87% -78% -67% -66% -61% -70% -60%
Median -43% -35% -35% -32% -24% -36% -28%
3° quartile 0% 0% -3% 2% 17% 0% 0%
Pre-acquisition Post-acquisition
-3/+3 Mean -35% -20%
-3/+3 Median -35% -28%

Panel B: Regressionresults

Costs of Start-up and Expansion = -0.385 + 0.134 t R?=0.01, Fstat=6.141
(-10.367) (2.478)

Chart 13: Acquirer’s mean and median Industry adjusted Costs of Start-up

and Expansion
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Table 18: Target’s mean and median Industry adjusted Costs of Start-up

and Expansion

Panel A: Target pre-and post-acquisition performance

Year relative to 3 2 1 0 +1 +2 +3
acquisition
Mean -20% -19% -25% -32% -18% -A7% 27%
1° quartile -51% -50% -58% -63% -43% -85% -55%
Median -23% -13% -24% -29% -13% -36% -27%
3° quartile 5% 15% 3% 0% 7% -11% 0%
Pre-acquisition Post-acquisition
-3/+3 Mean 21% -31%
-3/+3 Median -23% -27%

Panel B: Regressionresults

Costs of Start-up and Expansion = -0.278 — 0.050 t R?=0.002, Fstat=0.712
(-6.673) (-0.844)

Chart 14: Target’s mean and median Industry adjusted Costs of Start-up

and Expansion
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Table 19: Acquirer’s mean and median Industry adjusted Costs of

Research and Advertising

Panel A: Acquirer pre- and post-acquisition performance

Year relative to

acquisition -3 -2 -1 0 +1 +2 +3
Mean -47% -44% -43% -21% -30% -29% -26%
1° quartile -106% -94% -96% -93% -94% -87% -76%
Median -44% -40% -46% -42% -50% -30% -34%
3° quartile 0% -5% -1% 13% 6% 9% 11%
Pre-acquisition Post-acquisition
-3/+3 Mean -45% -28%
-3/+3 Median -44% -34%

Panel B: Regressionresults

Costs of Research and Advertising = -0.526 + 0.166 t
(-9.960) (2.242)

R?=0.01, Fstat=5.026

Chart 15: Acquirer’s mean and median Industry adjusted Costs of

Research and Advertising
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Table 20: Target’s mean and median Industry adjusted Costs of Research

and Advertising

Panel A: Target pre-and post-acquisition performance

Year relative to

acquisition 3 2 -1 0 +1 +2 +3
Mean -14% -15% -20% -31% -24% -21% -34%
1° quartile -48% -46% -42% -70% -60% -67% -80%
Median -14% -3% -17% -27% -18% -31% -26%
3° quartile 10% 22% 1% 1% 5% 22% 18%
Pre-acquisition Post-acquisition
-3/+3 Mean -17% 27%
-3/+3 Median -14% -26%

Panel B: Regressionresults

Costs of Research and Advertising = -0.261 — 0.023 t
(0.057) (0.081)

R?=0.0003, Fstat=0.081

Chart 16: Target’s mean and median Industry adjusted Costs of Research

and Advertising
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Table 21: Acquirer’s mean and median Industry adjusted ROI

Panel A: Acquirer pre-and post-acquisition performance

Mean 3% 2% 8% 0% 6% 2% 7%
1° quartile -28% -26% 21% -39% -44% -48% -36%
Median 0% 0% 3% -1% -3% 0% 0%
3° quartile 41% 24% 42% 45% 48% 48% 52%
Pre-acquisition Post-acquisition
-3/+3 Mean 4% 4%
-3/+3 Median 0% 0%

Panel B: Regressionresults

ROI = 0.021 + 0.006 t
(0.473) (0.102)

R?<0.00, Fstat=0.010

Chart 17: Acquirer’s mean and median Industry adjusted ROl
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Table 22: Target’s mean and median Industry adjusted ROI

Panel A: Target pre-and post-acquisition performance

Mean 6% 1% 1% 2% 12% 3% 7%
1° quartile -23% -21% -35% -44% -33% -55% -56%
Median 3% 8% 0% -3% 3% 1% 1%
3° quartile 29% 35% 39% 26% 60% 69% 55%
Pre-acquisition Post-acquisition
-3/+3 Mean 3% 7%
-3/+3 Median 3% 1%

Panel B: Regressionresults

ROI = -0.004 + 0.087 t

(-0.076) (1.288)

R?=0.003, Fstat=1.660

Chart 18: Target’s mean and median Industry adjusted ROI
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Table 23: Acquirer’s mean and median Industry adjusted Number of
Employees

Panel A: Acquirer pre- and post-acquisition performance

Year re_la_ti_ve to 3 2 1 0 1 2 +3
acquisition
Mean 2% 6% 13% 25% 27% 9% 4%
1° quartile -17% -21% 9% 1% 5% -5% -8%
Median 4% 11% 18% 26% 23% 10% 8%
3° quartile 25% 34% 39% 49% 47% 30% 27%
Pre-acquisition Post-acquisition
-3/+3 Mean 6% 13%
-3/+3 Median 11% 10%

Panel B: Regressionresults

Number of Employees = 0.043 + 0.059 t R?=0.005, Fstat=3.776
(1.886) (1.943)

Chart 19: Acquirer’s mean and median Industry adjusted Number of
Employees
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Table 24: Target’s mean and median Industry adjusted Number of

Employees

Panel A: Target pre-and post-acquisition performance

Year re_la_ti_ve to 3 2 1 0 1 2 +3
acquisition
Mean -11% 2% 7% 10% 11% 11% 2%
1° quartile -35% -10% 9% -10% 1% -4% -10%
Median -3% 8% 14% 15% 16% 11% 9%
3° quartile 14% 28% 32% 32% 31% 29% 26%
Pre-acquisition Post-acquisition
-3/+3 Mean 0% 8%
-3/+3 Median 8% 11%

Panel B: Regressionresults

Number of Employees = -0.042 — 0.072 t R?=0.006, Fstat=4.190
(-1.637) (2.047)

Chart 20: Target’s mean and median Industry adjusted Number of

Employees
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Table 25: Acquirer’s mean and median Industry adjusted Solvency Ratio

Panel A: Acquirer pre-and post-acquisition performance

Ye:gqfi';tt'i‘; ° 1 3 2 1 0 +1 +2 +3
Mean 7% 3% 0% -1% -5% -6% -4%
1° quartile -13% -19% -18% -28% -25% -20% -20%
Median 0% 2% -3% -9% -1% -4% -3%
3° quartile 15% 14% 8% 8% 7% 8% 9%
Pre-acquisition Post-acquisition
-3/+3 Mean 3% -5%
-3/+3 Median 2% 4%

Panel B: Regressionresults

Solvency Ratio = 0.029 — 0.093 t

(1.507) (-

3.671)

R?=0.015, Fstat=13.475

Chart 21: Acquirer’s mean and median Industry adjusted Solvency Ratio
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Table 26: Target’s mean and median Industry adjusted Solvency Ratio

Panel A: Target pre-and post-acquisition performance

Ye:gqfi';tt'i‘; ° 1 3 2 1 0 +1 +2 +3
Mean 7% 8% 1% 6% 0% -4% 3%
1° quartile -15% -13% -20% -24% -26% -19% -19%
Median 0% 2% -2% -1% -5% -3% -2%
3° quartile 13% 21% 17% 23% 18% 11% 15%
Pre-acquisition Post-acquisition
-3/+3 Mean 5% 0%
-3/+3 Median 0% -3%

Panel B: Regressionresults

Solvency Ratio = 0.039 — 0.053 t R?=0.005, Fstat=3.506
(1.875) (-1.873)

Chart 22: Target’s mean and median Industry adjusted Solvency Ratio
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Table 27: Multivariate Ordinary Least Squares (OLS) Analysis of
Acquisition determinants on Long-term Operational cash flow pe rformance

MODEL A MODELB MODEL C MODEL D MODEL E MODEL F MODEL G

Intercent -0.053 0.149 -0.150 -0.053 0.142 -0.148 0.284
P (-1.477) (2.409)**  (-3.058)***  (-1.563) (2.944)**%  (-3.418)*** (2.441)
0.000 0.000 0.000 0.000 0.000
SHARE (0.743) (0.398) (0.789) (0.755) (1.053)
PAY -0.009 -0.097 0.051 -0.009 -0.091 0.048 -0.071
(-0.497) (-4.412)*** (1.509) (-0.517) (-5.412)*** (1.661) (-2.897)*
0.002 0.009 0.057 0.058
LIQUID (0.083) (0.349) (1.589) (1.796)*
0.000 0.001 0.000
DIST (0.020) (0.259) (0.009)
0.005 0.019 0.005 0.005 0.018 0.005 0.035
LOG_DEAL (1.143) (1.923)* (0.863) (1.187) (2.093)** (0.867) (5.083)**
DEBT A 0.047 -0.097 0.088 0.048 -0.098 0.086 -0.531
- (1.925)* (-1.682) (2.326)** (2.055)%*  (-2.202)**  (2.486)** (-1.643)
DEBT T -0.011 -0.051 -0.039 -0.011 -0.050 -0.036 -0.175
- (-0.663) (-2.159)** (-1.081) (-0.675) (-2.739)** (-1.182) (-2.063)
-0.140 -0.161 -0.020 -0.141 -0.168 -1.650
CASH_A (-1.995)** (-1.477) (-0.181) (-2.049)** (-1.882)* (-5.673)**
0.141 0.067 0.023 0.142 0.076 0.384
CASH_T (3.219)*** (1.198) (0.254) (3.422)*** (2.129)* (1.563)
SIZE 0.000 0.000 0.000 0.000 0.000
(3.882) (0.113) (3.245) (4.011) (3.776)
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0.009 0.018 -0.012 0.009 0.015 -0.013 0.116

SERIAL (0.781) (1.001) (-0.788) (0.810) (1.095) (-0.889) (3.714)*
DIV 0.008 -0.022 0.032 0.008 -0.021 0.028 -0.160
(0.552) (-1.150) (1.358) (0.556) (-1.290) (1.646) (-1.960)
HOR -0.012 -0.007 0.004 -0.012 -0.010 0.040
(-1.072) (-0.428) (0.226) (-1.113) (-0.825) (1.832)
0.000 0.000 0.018 0.000 0.018 0.046
SALES (0.064) (2.236) (1.971)* (2.522) (2.120)** (3.457)*
SQR _ 0.000
SALES (-1.782)
SQR _ 0.230
DEBTA (1.038)
SQR_ 0.120
DEBTT (1.972)
SQR _ 5.272
CASHA (4.956)*
SQR _ 1.14
CASHT (1.903)
SQR _ 0.000
SIZE (2.438)

F-statistic 2.648*** 4.727%** 2.946*** 3.489*** 7.985*** 4.641%** 13.96***

Adjusted R? 0.191 0.426 0.382 0.218 0.483 0.453 0.462

The t-values for the regression estimates are given in parentheses.

* Significantly different fromzero at the 10% level, using a two-tailed test. ** Significantly
different from zero at the 5% level, using a two-tailed test. *** Significantly different from
zero atthe 1% level, using a two-tailed test
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Table 28: Multivariate Ordinary Least Squares (OLS) determinant and
models descriptions

Models

MODEL A

MODEL B

MODEL C

MODEL D

MODEL E

MODEL F

MODEL G

Determinants

LOG_DEAL

Description

This modelincludes allthe acquisitions of the sample complete of data for
each independentvariable.

This model compared to Model A includes only acquisitions belonging to
Services industries. Services consist of Business services, Media, Tourism,
art and Entertainment

This model compared to Model A includes only acquisitions belonging to
Infrastructure industries. Infrastructures consist of Construction, Energy,
Mechanical Industry, ICT and Logistics sectors

This modelincludes allthe acquisitions of the sample complete of data for
each independentvariable, and comparedto Model A it includes the best
match ofindependentvariables for the overallsample.

This model compared to Model D includes only acquisitions belonging to
Services industries. Services consist of Business services, Media, Tourism, art
and Entertainment.

This model compared to Model D includes only acquisitions belonging to
Infrastructure industries. Infrastructures consist of Construction, Energy,
Mechanical Industry, ICT and Logistics sectors.

This modelincludesthe squared variables addedto Model E

Unit of measure

DEAL is the deal size measured asthe natural
logarithmofthe offer value (million Euro) of the Adimensional
transaction
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DEBT_A

DEBT T

CASH_A

CASH. T

SERIAL

DIV

HOR

DIST

LIQUID

DEBT_A s calculated by dividing Total Debt by the
sumof Total Debt and Equity forthe acquirer. It
measures what percentage ofequityanddebt the
acquiring firm is using to finance its assets.

DEBT _T is calculated by dividing Total Debt by the
sumofTotal Debt and Equity forthe target. It
measures what percentageof equityanddebt the
target company s usingto finance its assets.

CASH_Ais calculated by dividing Total Cash by the
Total Assetforthe acquirer. It measures the
percentageofthe acquirer's assets held in cashor
marketable securities.

CASH_Tis calculated by dividing Total Cash by the
Total Assetforthe target. It measures the percentage
of the target's assets held in cash or marketable
securities.

SERIAL is a dummy variable which equalsoneif
the acquirer completed more than two acquisitionsin
the past,and zero otherwise.

DIV is adummy variable which equals one ifthe
dealwas decreasing theacquirer’s corporate focus,
and zero otherwise.

HOR is a dummy variable which equals one if the
deal horizontal, and zero otherwise.

DIST measure the distance between theregistered
headquarters ofacquirer and target.

LIQUID reports ifthe target was acquiredin
liguidation status.

Percentage

Percentage

Percentage

Percentage

Coded=1if the
bidderaccomplished
more than 2
acquisitions, else =0

Coded=1if the
acquisition decreases
corporate focus,
else=0

Coded=1 if the
acquisition is
horizontal, else=0

Coded=4 if the

bidderand target are
located in the same
province, 3 in the
same region, 2 in
close regions, 1
otherwise

Coded=1if the target

was in liquidation
status, else=0
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PAY

SHARES

SALES

PAY reports themethod of payment.

SHARES measures the percentage ofthe target’s
shares have been acquired.

SALES is measured as the average ofthe industry
adjusted growth of Revenues fromSales reported
fromthe acquirerin the three years precedingthe
acquisitioneffective date (year -1, year -2, year -3).

Coded=1if the
method of payment
was by cash, else=0

Percentage

Percentage
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