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Purpose: the aim of this paper is to perform a thorough, in-depth and
current literature review on Mergers & Acquisitions. The emphasis is on
the current global theories, global trends and developments within the
last 10 years and so in the valuation of a potential takeover of a target
company. Discussion: mergers and acquisitions are considered as one of
the tools for improving business efficiency. At the same time, a merger
and acquisition transaction is justified if there is a synergistic effect.
However, recent studies have shown that the most common reasons for
an inefficient acquisition are the overestimation of the target company and
the synergy effect associated with this acquisition. Thus, the valuation of
the target company is the most important aspect at the planning stage of
the mergers and acquisitions process. Results: the paper provides a critical
review of the literature examining the synergy theory and the development
of Tobin’s Q-theory, current global trends in mergers and acquisitions,
discounted cash flow analysis, and market multipliers in order to improve
the valuation of the acquired company.
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Introduction

The primary motivation for the M&A is the maximisation of shareholder
value. Companies should pursue an acquisition only if it creates value, which
could be justified by the presence of a synergy effect. However, recent studies
[8, 23] have indicated that the most frequent reasons for an acquisition’s failure
are overestimation of the target’s value and the synergy effect associated with
the acquisition. Thus, the valuation of a target company is a critical aspect in the
planning stage of the mergers and acquisitions process.

In this paper, we consider synergy theory and development of Tobin's
Q theory, the current global trend in M&A, discounted cash flow analysis and
market-based multiples as improvement of target’s valuation.
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Current global theories

Recent studies [19; 21] conclude that the acquirer can pursue multiple
merger motives. The research [21] shows that seeking operating synergy
(motives relating to economies of scale and innovation) is riskier than financial
synergy (motives relating to the diversification of cash flows, debt misvaluation
[17]). Operating synergy is most difficult to value and implement, that could be
supported by the coexistence of value-increasing and value-decreasing causes
[19], that increases the uncertainty in M&A.

The Q-theory model [13] was revised under the consideration of the
target’s intangible assets, that increase cost of capital making Q lower; however,
they provide access to new investment opportunities and growth [15]. These
results supported by the evidence [12] that the specific source of synergy —
corporate innovation activity - has a positive impact on merger outcome because
large firms buy R&D intensive small firms and conduct fewer innovation activities
themselves [20].

The description of current global theories is presented in table 1.

Table 1

Description of the discussed M&A theories

Models Operating and Financial Synergy Q-theory model

) MR&A is the source of better projects
Synergy in M&A occurs when the | 5 management

value of target and acquirer is
higher if they operate as a single
entity than separates ones.

Description Q = market value/replacement cost

of capital
High Q-firm buys low Q-firm
Source: Summarised by the author based on stipulated literature

Thus, operating synergy enhances revenue and reduces costs and financial
synergy allows reducing financial cost. However, operating synergy is challenging
to value and implement and value-decreasing motives could be hidden under
synergy. The advantage of the Q-theory model is the simple calculation and
interpretation of Q. However, recent research indicates that this model does not
consider hidden opportunities of intangible assets.

Global trends

After the financial crisis of 2008 that interrupted the sixth merger wave, the
international interconnectedness within the stock market showed the increasing
role of the emerging markets (EM) [24]. In 2010, EM took one-third of overall
activities in the total market of global M&A [1]. Considering the enter-timing
perspective [9; 10], emerging markets firms (EMFs) have to acquire knowledge
and assets in developed economies to catch-up with multinational companies [1,
22]. This trend could create a new merger wave mostly placed within EM, as the
US economy and other developed countries have a high probability of recession
(Table 2).
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Table 2
Probability of recession

Country Probability of recession Probability of recession
(24.11.2019) (27.02.2020)

Japan 40% 40%
United States 33% 25%
Canada 25% 20%
China 17,5% 20%
Germany 40% 20%
Italy 25% 20%
United Kingdom 25% 17,5%
Switzerland 20% 15%
Russia 10% 10%
India 0% 0%

Source: Bloomberg Database as of 24.11.2019, 27.02.2020 — ECFC function

Developments in the valuation of a target company

Development in the valuation of a target company is focused on the quality
of the valuation, which is determined by the degree of uncertainty caused by
the availability and quality of accounting information about the target [18],
unconditional accounting conservatism [14] and its market value [16]. The
valuation of a target company could be considered from the intrinsic or market-
based valuation perspective [5].

For estimation of intrinsic value, several models could be used (table 3),
depending on the company characteristics such as amount and frequency of
dividends, predictability of cash flows [3, 4].

Table 3

Description of equity asset valuation models

Model

Description

THE DIVIDEND
DISCOUNT MODEL
(D.D.M.)

Dividends and share price when we sell shares are considered
as cash flows for a shareholder.

The present value of the expected dividend to be received
plus the present value of the expected selling price in one
year present the value of that share of stock today.

FREE CASH FLOW
VALUATION

The intrinsic value of a company is determined by the present
value of its expected cash flows, according to the discounted
cash flow method (DCF).

Free cash flows are cash flows available for distribution to
shareholders.

FCFF is used to estimate the company’s value, and FCFE is
used to evaluate the common equity.

RESIDUAL INCOME
VALUATION

The concept of residual income is represented by the
economic value added (EVA). EVA is created in a situation
where the generated revenue is greater than the cost of
obtaining capital. If the cost of obtaining capital exceeds the
generated revenue, the company’s value is destroyed.

Source: Bloomberg, 2020
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Thus, the DDM approach is most suitable for companies in which the
investor has minority ownership, and the company has a clear dividend policy
that is directly related to the company’s profitability. However, there is a problem
of forecasting dividends that can be considered from the perspective of the
following approaches:

1. The flow of expected future dividends can be associated with one of
several stylised growth models

2. The final number of dividends can be predicted up to the terminal point;
then the remaining dividends can be estimated by assigning them to a stylised
growth model or by predicting the share price as of the terminal point of the
dividend forecasts.

An economically sound basis for valuation can be provided by Free cash
flows. Usage of FCFF or FCFE is acceptable if the investor has majority ownership,
the company does not pay dividends, and free cash flows are consistent with profit.
Also, free cash flows method allows taking into account more complex capital
structures. However, an analyst must carefully interpret the corporate financial
statements and have sufficient information to make reasonable assumptions for
the construction of FCFF and FCFE. Moreover, some components (net income,
EBIT, EBITDA, and CFO) of profit ignore or double-take into account the portion
of the cash flow.

The residual income model provides several advantages. For instance, it
can be used to evaluate Executive compensation or to measure internal corporate
performance. Also, terminal values do not make up a large part of the value
relative to other models. Moreover, the model uses easily accessible account
information. Finally, the model can be used when there are no dividends, short-
term positive free cash flows, and when they are unpredictable. However, we
can indicate some disadvantages of the residual income model. For example,
accounting information may be manipulated by management and may require
significant adjustments. Also, an analyst must make appropriate adjustments
when the net excess ratio is not maintained.

Although the DCF(FCFF) model is the fundamentals of intrinsic valuation,
errors and questionable judgements! [11] arise in DCF construction and executions.
There are also problems when firms use partially active debt management,
which makes it challenging to use traditional formulas. However, the study [7]
presented a combined approach by Modigliani, Miles, and Ezzell that can be used
to evaluate a company.

Price and enterprise value multiples could be used for the improvement of
valuation accuracy [26]. Enterprise multiples are considered as a robust predictor
of expected returns; however, their effect is primarily attributable to mispricing
[6].

Thus, DCF models and market-based multiples could yield discrepant

! Examples of errors and questionable judgements: economically implausible ideas about risk-free
interest rates or acceptable long-term economic rates of return
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valuation estimates. However, the Bayesian framework can be used to obtain
a comprehensive assessment of a target [25]. Also, the price and enterprise
value multiples combined in screening could be used for the identification of the
possible targets. For instance, Price-to-earnings (PE), Price-to-sales (PS), Price-
to-book (PB), Price-to-cash-flow (PCF) and dividend yield (DY) ratios are used to
eliminate highly overpriced companies, according to Bloomberg scoring analysis
(XPFS spreadsheet).

Gap identification

The above-described research emphasises the importance of understanding
the merger motives and enter-timing, the business process of a target company,
also the importance of an information base for a sound valuation.

However, most research is based on the US market, and there are few pieces
of research regarding EM. The development and verifiability of ideas presented
in this research should be considered based on examples of emerging countries
M&A activities, given the high probability of a recession in the US and EU markets.
Nevertheless, the researcher could face with lack of information analysing EM, as
there has not efficiency developed legislation about disclosure of M&A activities
[1]. Exploring how governance mechanisms facilitate the realisation of synergetic
gains will be necessary for further development of the target’s valuation.

DCF modelling is a challenging task due to uncertainty in the valuation
of cash flows, that results in analysts’ mistakes, and there is no standard
approach for discounts analysts’ DCF models and price targets [11]. Also, artificial
intelligence (AI) technologies could be used in measuring the uncertainty of cash
flows; however, this issue was not covered in the research mentioned above. The
development of valuation formulas [7] could be applied to the target’s valuation,
and then the impact on bidding price could be considered.

Most of the studies covered the target’s valuation issue, considering the DCF
method. A further contribution to the literature could consider the mixed-method
approach, trying to create a balanced scorecard with the implementation of the
DCF method and price and enterprise value multiples, and further assessment of
the effectiveness of such system, considering benefits against time-consuming.

Conclusion

The conducted literature review was primarily focused on the current
global theories and trends in M&A, developments of controversial issues arising
in a target’s valuation process through the DCF (FCFF) method.

The research shows that multiple motives could be a driver for current
mergers and acquisitions. Operational synergy could provide more benefits for
the acquire comparing with financial synergy; however, the implementation and
valuation of operational synergy is still disputable. Also, the research revised
the Q-theory with the focus on intangible assets that could provide company
opportunities for future growth. Thus, as M&A occur within multi-motives,
there is necessary to have a clear understanding of each motive and how their
combination can influence the value of the merged company.
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The current global trend in M&A activities is focused on the development
of emerging markets given the high probability of a recession in some developed
countries. The influence of emerging markets increases worldwide, and they
demonstrate new opportunities for both targets and acquirers. Therefore, emerging
markets should be better examined from the perspective of M&A opportunities
(legislation, prospects for optimising costs and increasing revenues).

The valuation process of a target company is complicated and involved the
consideration of cash flow in uncertainty. An appropriate method should be chosen
based on the available company’s information and its characteristics. The choice
of valuation method should be made under available data about the company
and the company’s dividend policy that allows making reasonable assumptions
about the estimated cash flows. Also, we should consider the multi-method that
combine market-based valuation that could be used for the selection of the
appropriate targets for further analysis using the DCF (FCFF) model. Moreover,
artificial intelligence, based on the Basian approach, could be used for valuation

process optimisation.
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®uHaHcoBbIM YHMBepcUTET npu MpaBuTenbcTBe Poccuiickont ®eaepaunm, JIeHMHrpaa-
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Lenb: npoBeAeHWe TWATENIbHOro aHanmsa akTyaslbHOW nuTepaTypbl Mo
BOMpOCaM OLIEHKN CAENOK CusHMS M nornoweHuns. B pabote penaetcs
aKLEHT Ha TeKyllel rnobasnbHon cuTyaumm, rnobanbHbIX TEHAEHUUSX U
cobbiTnsx 3a nocnegHue 10 neT, a TakXKe Ha OLeHKe NOoTeHUManbHOro no-
rNOWeEHNs KoMnaHun. Ob6Cy)xaeHne: CIUSIHUS U NOTTOLEHNST paccMaTpu-
BAOTCS KaK OAMH U3 MHCTPYMEHTOB NOBbILEHNS 3 deKTUBHOCTN busHeca.
B TO e BpeMsi caenka CMsSHMS U MOrIOLWEHMS] onpaBaaHa npu Hannu4um
CcuHepreTuyeckoro addekTa. OaHAKO HeaBHME UCCNeA0BaHUS NoKasanu,
4YTO Hambonee pacnpoCTpaHeHHbIMU MpuUYMHAMK HeShEKTUBHOIO MNpu-
obpeTeHust ABNAIOTCS NepeoLieHKa NpUobpeTaeMoi KOMMNaHUM U CUHepre-
TUYeckuii 3heKT, CBA3aHHLIN C 3TUM NpuobpeTeHneM. Takum obpasoMm,
OLIEHKA LIESIEBOV KOMMAHUM SIBNSIETCA Hambornee BaXKHbIM aCMeKTOM Ha
3Tane nJaHWMpOBaHWUA MpoLecca CIMSHUIA W MOrMOWEHNIA. Pe3y/ibTaTel: B
CTaTbe NPeACTaBfeH KpUTUYECKUA 0630p NUTepaTypbl, U3ydatoLel Teo-
pulO CMHeprun n passutve Q-Teopum TobuHa, COBpPEMEHHbIE MWUPOBbIE
TEHAEHUMN CNIMSIHUIA U MOrNIOWEHMI, aHaU3 ANCKOHTUPOBAHHbIX AEHEX-
HbIX MOTOKOB M PbIHOYHbIE MYSILTUMMKATOPbI C LieSbiO MOBbILEHWS OLIEH-
KV NprobpeTaemMoit KOMMaHum.

KniroueBble csiioBa: CUSHUS U MNOMOLLEHNS], SKOHOMMYECKasl OLeHKa,
(bVIHaHCOBbIl\;I aHanus, rnobanbHble TEOPUN N TEHAEHLMN, OLLEHKA LieneBo
KOMNaHuu.
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