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Abstract

This paper describes the past, present, and pedsiokre development of mergers and
acquisitions |(M&As). Based on historical datajmhasince the last decade, it is clear that
M&As are placing a critical role in the area ofdan direct investment. Both in terms of
volume of realized M&As and the number of contradtew that the majority of these
operations were concentrated in the developed deanparticularly, in the USA. During the
global financial crisis and the global recessiaréhwas a rapid reduction of foreign direct
investment and also in M&As.

The paper also analyzes the development of M&Adiffierent regions. South Asia did not
play a significant role in terms of M&As during theest decade in comparison with North
America and Europe. Based on the official dataamalysis paper, we came to the
conclusion that M&As have future potential in thesgions. There are at least two reasons
for that. First, strong economic growth drivendxport generates a huge volume of financial
resources which might be disposable for M&As. Belcan this region the Sovereign Wealth
Funds have been created, which have accumulatexifimagcial assets, potentially for both
foreign direct investment and M&As. There couldabeew trend of M&As in the decade
ahead, which might be very interesting for futwegsearch.
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Introduction

M&As are playing a crucial role in the area of figredirect investment. Since the 80s, the
last century share of M&As has significantly incged. The main goal of M&As is the
generation of synergies that might foster corpogabevth, increase market share, boost
profitability and improve the value of shareholdenealth. In order to better understand the
present role and trend of M&As, it is importantoigefly rethink the theoretical approach.

Theoretical approach

The key principle of the strategy for M&As is teeate shareholder’s value over and above
the sum of both previous companies. Obviously, tampanies together are more valuable
than two companies, which are separate. Mergegbanias could reach high efficiency and
become more competitive. The newly created companid be better in terms of cost-
efficiency or even achieve higher market sharea dbmpany does not have future potential,
a merger is a possible solution.

Classification of Mergers & Acquisitions

Mergers have developed through history. At predéetfollowing structures of M&As exist:



1. Horizontal merger - when two companies areii@ctl competition and have the same
products and markets. They involve companies withe same business activity. Usually
they are regulated by the competition authoritjre Thain reason: economies of scale
synergies.

2. Vertical merger - when customer and comparsupplier and company are at a different
stage of the production chain. The main reastm énhance efficiency through cost-cutting
and communication improvement.

3. Market-extension merger - when two companiessalling the same product in different
markets.

4. Product-extension merger — when two companselling different but related products
in the same market.

5. Conglomeration — when two companies have utetllausinesses. The main reason:
product and or geographic expansion.

Based on literature, using M&As have the followlrenefits:

a) Staff reduction. For a new company, this wrdlate additional saving in terms of reducing
staff in accounting, marketing, and other departsien

b) Economies of scale are key. The bigger thepamy, the lower the costs are for placing
new orders in the international markets. In additthere is a potential advantage for a new
merger company that it might receive a better posin the market, in particular, it could
create favorable conditions to negotiate priceséninternational markets.

c) Acquiring new technology. In order to be mooenpetitive in the international market,
establishing the framework for a new technologyasded.

d) Access to markets. Usually a newly createdpzomg will reach new markets and grow in
terms of revenues and profits. Bigger companies bave a better access to investment than
smaller ones.

Since M&As are globally realized, the legal framekvis very important. In the European
Union, member countries has been adopted the E€olak Directive, 2004/25/EG (adopted
in 2004). The EU Takeover Directive, after mangngeof controversy, has provided a
framework for implementation of takeover rules bgmber states that rests on three key
pillars:

1. The mandatory bid rule;

2. The board neutrality during takeover conteBt® board neutrality rule requires the
target’s board to remain passive and not to engagey defensive strategy during the
takeover contests and to seek the shareholdersdagdbefore taking any action, other than
searching for alternative bids;

3. The use of breakthrough rule, which aims aaliaating a variety of defensive tactics -
such as poison pills, limitations on voting righthat can result in the frustration of the
takeover bid.

M&As are two different strategies. In real lifeetle are some examples of equal mergers
but also many of mergers that are not equal. Toerewhen one company takes over
another company and establishes itself as a newroivis called an acquisition rather than a
merger.

! Mergers are usually realized when two companie®si about the same size are decoded to operateexs
single company. In a real life is typical examipl@an automotive industry e.g., both Daimler - Banzl
Chrysler. These two giant companies created DaChlgsler.



Between academia, research and policymakers thergenerally accepted agreement that
M&As have some benefits which offer the followingrefits:

- better diversification of product and service,

- increased the plant capacity,

- increased market share,

- utilization of research and development (R&D) and

- reduction of potential financial risk.

For M&As, it is very important to analyze the paiehreturn. For this purpose there is a
well-known theoretical approach to calculate themefrom M&As. One of the approaches
for calculating the effect of the returns from Mé&#ssto calculate the Cumulative Abnormal
Returns (CAR), if any.

To get the CAR we need to:
1. Calculate a predicted returir;

r, - Abnormal Returns forday and- firm: r, =R, - I%t

2. Calculate the Average Abnormal Returns (AR) forheday and each firm:

3. Finally compute the CAR as:

CAR=Y" AR

Why are some M&As a failure?

There are many examples of mergers that have lbtistgerformance of a company and
increased the value of its shareholders. In tlgand for M&As it is critical to set up realistic
goals. The main goal of M&As is to get a higheuretfor the new firm, which is a
combination of the two previous firms. There armsuccessful examples of M&As.
However, there are examples of some M&As that liawed”. Therefore, it is necessary to
point out why some M&As fail.

Some clear risks for failure of M&AS:

% Some failed M&As include M&As that cannot creatéueaand fail miserably. In 1987, the
professor of Harvard, Michael Porter, father oeavrtheory of comparative advantage found
that around 50% to 60% of M&As ended in failure2004, the global well-known
consulting firm McKinsey also found that only 23%agquisitions ended in a positive note
on investment. There are several explanationsaituré of M&As. Let's find out why the
majority of the M&As fail.



- If a merger or acquisition is assuming the stockkeiawill be bullish, this approach
might be risky.

+ If the top management follows their own interessteéad of concentrating on
corporate strategy and focusing on the main orgaioizal goals.

« Failure may also occur if a merger takes place defensive measure to neutralize the
adverse effects of globalization and a dynamic @@ie environment.

« There are some evident failures related to whenm@ging companies have widely
different corporate cultures.

Based on complex analysis research, academia dicgl pakers came to the conclusions on
how to avoid potential failures of M&As. Thereageneral agreement on the main factors,
which have significantly negatively influenced M&A3 herefore, several initiatives can be
undertaken in order to prevent the failure of M&Aghe future. The most important are:

« Communication across all levels — employees, stallehs, customers, suppliers and
government leaders, is crucial.

« Decision-making bodies, i.e., managers have todresparent and should always tell
the truth. This is a requirement for maintaininigealthy environment.

« Therefore, the top management should be committgdaviding transparent
information, but should also communicate closelthvaill employees.

« In addition, the top management should indentifplyees, in particular, talents in
both the organizations, who may play major roletharestructuring of the
organization. In this regard, management shou&hgit to retain those talents.

M&As may seem to be beneficial, resulting in theasgamation of two firms, of companies,
or of conglomerates when there is clear evidenaedbsts have been cut and revenues
increased. In order to avoid a potential failuagjrig into consideration all the above-
mentioned factors is needed. For better understgrad the past and present trend of M&AS,
it is necessary to analyze the development as pd#oons for future potential trends.

Development of M&As

M&As as a part of foreign direct investment havgngficantly contributed to the process of
financial globalization. Although there are sonpeim questions regarding the comparison of
the development of M&As and foreign direct investme.g., green field investment,
research academia and policy makers came to theusion that M&As have some
advantages in comparison with green field investim@herefore, obviously, M&As have
started to dominate in the area of foreign diregestment. In order to better understand the
past, present and future trends of M&As, it is imaot to analyze historical development.

Developments of M&As between 2001 — 2011 (January)
During the last decade, M&As have significantly @esed (see graph®1)They have

reached remarkable progress in terms of not orllymwe, but also in terms of the number of
contracts.

3 In this period, were realized a total of 240,42 ftcacts for M&As with a volume of USD 22,349 bilion



The peak of this development was in the first aambed quarters of 2005. The overall
volume reached more than USD 8 trillion. In theos® half of the last decade, there has
been a gradual decrease in the volume of M&As. ldhvest level was reached during the
period in the second quarter of 2009 when the ¢laz@ssion culminated. In line with slow
and an uneven global recovery, there is a signaréasing appetite for M&ASs.

Graph 1: Developments of M&As between 2001 — 2@Bhyary)
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Source: NBS based on Bloomberg data

During the last decade, the development of M&As different in various regions

(see graph 2).

In both North America and Europe, the highest valwwohM&As was in the second quarter of
2007 (USD 3 trillion and 2.65 trillion respectivilyln this period, when the global financial
crisis appeared (second half of 2007) there has bigaificantly reduction in both the
volume and the number of contracts in both Northefica and Europe. However, this
unfavorable trend of M&As has continued until thed quarter of 2009 in North America.

In Europe, there was a slightly different developtne

The lowest volume M&As were in the first quarter2@f10 and then gradually have been
increased and again significantly reduced in tret §uarter of 2011. This relatively negative
trend was also related to the debt crisis in eurezoAlthough on one side there were similar
situations in terms of the number of contracthmfirst half of the decade. On the other
hand, there were different situations in both Ndwtherica and Europe. When the global
recession was almost over, in the second quart20@d, there was a remarkable increase in
the number of contracts in North America, but amiydly in Europe. Due to uncertainty and
risks of the global recovery, mainly in the USA dfuatrope, in the fourth quarter there was
again a trend of reducing number of contracts.

The chart clearly describes that the situation afisrent in Asia. In comparison with both
North America and Europe, the volume of M&As wagngicantly lower in Asia. The
highest volume of M&As was in the second quarte2@d8 and fourth quarter of 2010.
Despite the fact that there was a different voluwihkl&As between North America and
Europe in comparison with Asia, in terms of numdsiecontracts, the trend was almost
similar. In reality, that means that in Asia M&Aave lower volume than in other regions




i.e., North America and Europe. However, what siaglar in all three regions was the trend
of significantly reducing number of contracts ie fiourth quarter of 2010 and first quarter of
2011. The highest saving was in Asia.

Graph 2: Developments of M&As in different regsoP001 — 2011 (January)

North America

600
500 4
400 1
300 1
200 1
100 1

0

3000
1 2500
1 2000
1 1500
+ 1000 -
4 500

Number of
contracts
bil. USD

Quarter ‘ 1 Volume (bil. USD) —@— Number of contracts ‘

600
500 +
400 1
300 1
200 1
100 |

3000
1 2500
1 2000
1 1500
1 1000 -
1 500

Number of
contracts
bil. USD

Quarter | [ volume (bil. USD) —g— Number od contracts‘

600 3000
500 + + 2500
400 + + 2000
300 1+ + 1500
200 + + 1000

mgﬁﬂ;ﬂu m0.m, ;I'I;|-|. ;n:n:ﬂw n:ﬂ:nﬂﬂ:ﬂ|_||-|:|-|H:H:HH:H:H:HH:”:Hﬂﬂiﬂniﬂiﬂﬂzgo

Number of
contracts
bil. USD

Source: NBS, based on Bloomberg data

M&As in the financial sector

The significant growth of M&As is not only globddut also in the financial sector. This part
will analyze the latest development, i.e., after global financial crisis in 2009-2011 (the
beginning of March). The top acquirers and topetsgn terms of value of M&As is in the
banking industry located in USA. This is underdtarie, because the banking sector is the
biggest in the world (see graph 3). The secorgkkircountry in terms of both acquirers and
top targets in the banking industry is in the UK.



Graph 3: The top acquirers and top targets indevhvalue of M&As
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The position of the top acquirers and top targethé banking industry is described by the
graph 4. The most demanding acquirers are nondd®nercial banks, then money center
banks. A similar situation is in terms of indivalbanks, super regional banks—-US, finance
investment brokerages and sovereigns. In ternergét situation, it is similar to that of
acquirers

Graph 4: The top acquirers and top targets in #mking industry

in bill.USD

Industry 500 1000 1500 200

TOP ACQUIRERS

TOP TARGETS

Commer Banks Non-US
Money Center Banks
Super-Regional Banks-US

Finance-Invest Bnkr/Brkr

Mortgage Banks

Source: NBS, based on Bloomberg data



Latest Development of M&As

Since January 1, 2011 until March 7, 2011 therebleas a continued dynamic trend with
M&As“. Based on data published by Bloomberg, the &otadunt during the above-
mentioned period accounts for 404.74 billion USiEhwt,107 contracts (see graph 5). The
biggest volume of M&As were in North America (volerdSD 216.66 billion with 1,646
contracts), then in Europe (volume USD 89.78 dnmllwith 924 contracts), Asia (volume
USD 78.19 billion with 1,220 contracts), Latin Anga (volume USD 11.37 billion with 121
contracts) and Middle East and Africa only (volubfeD 7.84 billion with 1,646 contracts).

Graph 5: Development of M&As since January 20Qhtd March 7, 2011
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Conclusion

There is a general agreement that one size dod# albt This is also related to M&ASs.

Many companies find that the best way to get aletalexpand ownership boundaries
through M&As. Based on theory, which has been moméd with real practice, M&As create
favorable conditions for economies of scale, expandperations, improved cost-efficiency
and increased competitiveness. However, thers@ne cases of failure of M&As. In many
of these cases the behavior of human beings islgloslated to the problem of governance.

M&As cover all sectors and all industries. Durthgs decade, there has been significant
increase in the role of M&As, particularly in thedncial sector. The mortgage crisis in the
USA caused the global financial crisis. Theseesried to a new wave of M&As in the
financial sector, in particular in the banking isthy.

The global recession has a negative effect onitla@dial sector. The present stage of the
global recovery is characterized by a certain l@feincertainty. This uncertainty is strongly

* Global M&As soared 23% to $2.4 trillion in 201They are projected to reach $3 trillion in 2011d éotaled
$473 billion in the year's first two months alon&t the end of the last year and at the beginniriie year
North America's deal making is going to dominate.



related to the situation in the balance sheetféérdint banks. Putting the global economy to
a strong, stable and balanced economic growthiusting the banking sector, including the
cleaning up of bad debts is needed. One of the whgoing it is M&AS.

The global financial crisis and the global recessmnificantly influenced the saving in
individual countries. On one hand, the indust@intries now suffer from lack of saving
while new emerging market countries have huge gaai disposable financial resources.
Relatively strong economic growth driven by expuginly in emerging economies led to a
huge accumulation of foreign exchange reservesnany emerging economies, in particular,
China, Singapore, etc. have been established Wer&gn Wealth Funds. Those funds were
playing a critical role in providing additional gdity to the global financial sector before the
outbreak of the global financial crisis. In adaiitj the Sovereign Wealth Funds have
significantly contributed to the process of finai@lobalization, including M&As. The
market value of these funds has a trend unprecedi@mhistory. A huge increase of volume
of Sovereign Wealth Funds will probably play an radictable role in the flows of foreign
direct investment, but particularly in M&As.

The increasing role of Sovereign Wealth Fundsriewa phenomenon in the process of
financial globalization at the beginning of the@tury. In real economic life, the Sovereign
Wealth Funds can not only realize M&As, but miglsoaollow strategic takeover of private
entities. This is an unprecedented trend duringenmoeconomic history. A few years ago,
neither research and academia nor policymakersceegbéhis trend. This might raise the
guestion: which trend in the governance of M&Aslwié have in the second half of this
decade, by which time Sovereign Wealth Funds coeddh a market value of 15 trillion of
uUsD?
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