UNIT - I

Merger

Merger refers to a situation when two or more existing firms combine together and

form a new entity. Either a new company may be incorporated for this purpose or one

existing company (generally a bigger one) survives and another existing company

(which is smaller) is merged into it. Laws in India use the term amalgamation for

merger.

· ·Merger through absorption

·  Merger through consolidation

Absorption:-  An absorption is a combination of two or more companies into an existing

company. All companies except one lose their identity in a merger through absorption. An example of this type of merger is the absorption of Tata Fertilisers Ltd.(TFL) TCL, an

acquiring company (a buyer), survived after merger while TFL, an acquired company ( a

seller), ceased to exist. TFL transferred its assets, liabilities and shares to TCL.

Consolidation:- A consolidation is a combination of two or more companies into a new

company .In this type of merger, all companies are legally dissolved and a new entity is

created. In a consolidation, the acquired company transfers its assets, liabilities and shares to the acquiring company for cash or exchange of shares. An example of consolidation is the merger of Hindustan Computers Ltd., Hindustan Instruments Ltd., and Indian Reprographics Ltd., to an entirely new company called HCL Ltd.

Takeover

Acquisition can be undertaken through merger or takeover route. Takeover is a general

term used to define acquisitions only and both terms are used interchangeably. A

Takeover may be defined as series of transacting whereby a person, individual, group

of individuals or a company acquires control over the assets of a company, either directly by becoming owner of those assets or indirectly by obtaining control of management of the company. Takeover is acquisition, by one company of controlling interest of the other, usually by buying all or majority of shares. Takeover may be of different types depending upon the purpose of acquiring a company.

1. A takeover may be straight takeover which is accomplished by the management of

the taking over company by acquiring shares of another company with the intention

of operating taken over as an independent legal entity.

2. The second type of takeover is where ownership of company is captured to merge

both companies into one and operate as single legal entity.

3. A third type of takeover is takeover of a sick company for its revival. This is

accomplished by an order of Board for Industrial and financial Reconstruction

(BIFR) under the provision of Sick Industrial companies Act, 1985. In India, Board

for Industrial and Financial reconstruction (BIFR) has also been active for arranging

mergers of financially sick companies with other companies under the package of

rehabilitation. These merger schemes are framed in consultation with the lead bank,

the target firm and the acquiring firm. These mergers are motivated and the lead

bank takes the initiated and decides terms and conditions of merger. The recent

takeover of Modi Cements Ltd. By Gujarat Ambuja Cement Ltd. was an arranged

takeover after the financial reconstruction Modi Cement Ltd.

4. The fourth kind is the bail-out takeover, which is substantial acquisition of shares in

a financial weak company not being a sick industrial company in pursuance to a

scheme of rehabilitation approved by public financial institution which is

responsible for ensuring compliance with provision of substantial acquisition of

shares and takeover Regulations, 1997 issued by SEBI which regulate the bail out

takeover.

Why Mergers and Acquisitions take place?
The common objective of both the parties in a M&A transaction is to seek synergy in operating economies by combining their resources and efforts. Now we shall see the reasons for M&A from the perspective of both, the buyer company as well as the seller company.

 What is the buyer looking for in a M&A transaction?
 An opportunity for achieving faster growth

 Obtaining tax concessions

 Eliminating competition

 Achieving diversification with minimum cost

 Improving corporate image and business value

 Gaining access to management or technical talent

 Why Companies go for sale or offer themselves for sale?
 Declining earnings and profitability

 To raise funds for more promising lines of business

 Desire to maximize growth

 Give itself the benefit of image of larger company

 Lack of adequate management or technical skills

Motives behind M&A

The dominant rationale used to explain M&A activity is that acquiring firms seek improved financial performance. The following motives are considered to improve financial performance:

· Economy of scale: This refers to the fact that the combined company can often reduce its fixed costs by removing duplicate departments or operations, lowering the costs of the company relative to the same revenue stream, thus increasing profit margins.

· Economy of scope: This refers to the efficiencies primarily associated with demand-side changes, such as increasing or decreasing the scope of marketing and distribution, of different types of products.

· Increased revenue or market share: This assumes that the buyer will be absorbing a major competitor and thus increase its market power (by capturing increased market share) to set prices.

· Cross-selling: For example, a bank buying a stock broker could then sell its banking products to the stock broker's customers, while the broker can sign up the bank's customers for brokerage accounts. Or, a manufacturer can acquire and sell complementary products.

· Synergy: For example, managerial economies such as the increased opportunity of managerial specialization. Another example are purchasing economies due to increased order size and associated bulk-buying discounts.

· Taxation: A profitable company can buy a loss maker to use the target's loss as their advantage by reducing their tax liability. In the United States and many other countries, rules are in place to limit the ability of profitable companies to "shop" for loss making companies, limiting the tax motive of an acquiring company.

· Geographical or other diversification: This is designed to smooth the earnings results of a company, which over the long term smoothens the stock price of a company, giving conservative investors more confidence in investing in the company. However, this does not always deliver value to shareholders.

· Vertical integration: Vertical integration occurs when an upstream and downstream firm merge (or one acquires the other). There are several reasons for this to occur. One reason is to internalise an externality problem. A common example is of such an externality is double marginalization. Double marginalization occurs when both the upstream and downstream firms have monopoly power, each firm reduces output from the competitive level to the monopoly level, creating two deadweight losses. By merging the vertically integrated firm can collect one deadweight loss by setting the upstream firm's output to the competitive level. This increases profits and consumer surplus. A merger that creates a vertically integrated firm can be profitable.

Takeover and merger

“The distinction between a takeover and merger is that in a takeover the direct or

indirect control over the assets of the acquired company passes to the acquirer in a

merger the shareholding in the combined enterprises will be spread between the

shareholders of the two companies”.

In both cases of takeover and merger the interests of the shareholders of the company

are as follows:

1. Company should takeover or merge with another company only if in doing so, it

improves its profit earning potential measured by earning per share and

2. The company should agree to be taken if, and only if, shareholders are likely to be

better off with the consideration offered, whether cash or securities of the company

than by retaining their shares in the original company.
Types of Merger

There are four types of merger are as follows:

1. Horizontal merger:

It is a merger of two or more companies that compete in the same industry. It is a

merger with a direct competitor and hence expands as the firm’s operations in the same

industry. Horizontal mergers are designed to produce substantial economies of scale

and result in decrease in the number of competitors in the industry. The merger of Tata

Oil Mills Ltd. with the Hindustan lever Ltd. was a horizontal merger.

In case of horizontal merger, the top management of the company being meted is

generally, replaced, by the management of the transferee company. One potential

repercussion of the horizontal merger is that it may result in monopolies and restrict the

trade.

Weinberg and Blank define horizontal merger as follows:

“A takeover or merger is horizontal if it involves the joining together of two companies

which are producing essentially the same products or services or products or services

which compete directly with each other (for example sugar and artificial sweetness). In

recent years, the great majority of takeover and mergers have been horizontal. As

horizontal takeovers and mergers involve a reduction in the number of competing firms

in an industry, they tend to create the greatest concern from an anti-monopoly point of

view, on the other hand horizontal mergers and takeovers are likely to give the greatest

scope for economies of scale and elimination of duplicate facilities.”

2. Vertical merger:
It is a merger which takes place upon the combination of two companies which are

operating in the same industry but at different stages of production or distribution

system. If a company takes over its supplier/producers of raw material, then it may

result in backward integration of its activities. On the other hand, Forward integration

may result if a company decides to take over the retailer or Customer Company.

Vertical merger may result in many operating and financial economies. The transferee

firm will get a stronger position in the market as its production/distribution chain will

be more integrated than that of the competitors. Vertical merger provides a way for total

integration to those firms which are striving for owning of all phases of the production

schedule together with the marketing network (i.e., from the acquisition of raw material

to the relating of final products).

“A takeover of merger is vertical where one of two companies is an actual or potential

supplier of goods or services to the other, so that the two companies are both engaged

in the manufacture or provision of the same goods or services but at the different stages

in the supply route (for example where a motor car manufacturer takes over a

manufacturer of sheet metal or a car distributing firm). Here the object is usually to

Mergers & Acquisitions ensure a source of supply or an outlet for products or services, but the effect of the merger may be to improve efficiency through improving the flow of production.

3. Co generic Merger:
In these, mergers the acquirer and target companies are related through basic

technologies, production processes or markets. The acquired company represents an

extension of product line, market participants or technologies of the acquiring

companies. These mergers represent an outward movement by the acquiring company

from its current set of business to adjoining business. The acquiring company derives

benefits by exploitation of strategic resources and from entry into a related market

having higher return than it enjoyed earlier. The potential benefit from these mergers is

high because these transactions offer opportunities to diversify around a common case

of strategic resources.

Western and Mansinghka classified cogeneric mergers into product extension and

market extension types. When a new product line allied to or complimentary to an

existing product line is added to existing product line through merger, it defined as

product extension merger, Similarly market extension merger help to add a new market

either through same line of business or adding an allied field . Both these types bear

some common elements of horizontal, vertical and conglomerate merger. For example,

merger between Hindustan Sanitary ware industries Ltd. and associated Glass Ltd. is a

Product extension merger and merger between GMM Company Ltd. and Xpro Ltd.

contains elements of both product extension and market extension merger.

4. Conglomerate merger:

These mergers involve firms engaged in unrelated type of business activities i.e. the

business of two companies are not related to each other horizontally ( in the sense of

producing the same or competing products), nor vertically( in the sense of standing

towards each other n the relationship of buyer and supplier or potential buyer and

supplier). In a pure conglomerate, there are no important common factors between the

companies in production, marketing, research and development and technology. In

practice, however, there is some degree of overlap in one or more of this common

factors.

Conglomerate mergers are unification of different kinds of businesses under one

flagship company. The purpose of merger remains utilization of financial resources.
