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MERGERS & ACQUISITIONS:
Identifying Strategic Acquisition Targets

Acquisitions enable companies to make significant
growth in revenue, market, location, technology, and
profitability in a short period and at a lot lower risk
than long-term organic investments. Despite these
benefits, tales abound of businesses that have made
poor acquisition decisions. When committing cash
and resources to the lengthy identification and due dil-
igence of a potential acquisition, it is essential to have
a high confidence level in the initial target selection.
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Even if an acquisition is not completed,
this process comes at a considerable
expense. While extensive resources are
available on the due diligence process,
the early selection process remains
somewhat of a mystery. This second
installment of a three-part series on
M&A! will demystify the processes and
criteria with best practices to help iden-
tify potential acquisition targets.

STRATEGIC ACQUISITION TARGETS

When looking for strategic acquisitions,
targets can fall into two major categories:
associated with the original business or
independent from the initial business to
diversify the company.

Associated With the Original
Business

Associated acquisitions are typically
when a company acquires a new service
business to leverage its current capabili-
ties or add functional abilities, additional
skills, or resources to its existing teams
and services. These acquisitions are gen-
erally most helpful to companies with a
robust current market share and a desire
to provide complementary services to
clients or expand into new markets. This
could include an electrical contractor
purchasing a mechanical contractor to
provide additional value “bundled” ser-
vices to clients or buying to expand geo-
graphical coverage.

Independent From the Initial
Business

In comparison, independent acquisitions
involve introducing businesses with dis-
tinct service markets or critical success
criteria to those that are not connected
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to the company’s existing operations. These “independent”
companies may have active corporate management oversight
involved in the day-to-day operations or may have the cor-
porate parent participate in company strategy, investment
decisions, or shared services.

DEVELOPING AN ACQUISITION STRATEGY

The selection of an acquisition strategy is primarily settled
on by determining the path that best uses the acquiring
company’s current management team and line-of-business
managers. When a business has excess functional skills and
resources relevant to its type of work, it should evaluate “asso-
ciated” acquisitions as a viable strategic target.

Alternatively, a company can capitalize on the potential
benefits of unrelated acquisitions if it has the ability and
capability to:

e Manage a diverse set of businesses;

e Accommodate different company cultures under one
corporate umbrella; and

e Leverage the management and financial resources and
utilize economies of scale for shared services.

EvALUATION PROCESS

A company should establish a detailed evaluation process for
selecting acquisition targets with the most significant poten-
tial to provide value to the acquiring company. Economic
value is created only when acquisitions result in an increase
of a combined company’s cash flow. Successful acquisition
identification and screening processes primarily:

1) Contain an objective metrics-based ranking to
assess the target company’s ability to generate
value for the acquiring company.

2) Are relatively simple to implement and use when
identifying potential target acquisitions.

3) Have the capability of reflecting the unique business
aspects of any company to “normalize” against other
target companies in a like-for-like manner.

Alignment With Company Strategic Goals

A company’s target acquisition evaluation process should be
tailored to its unique strategic objectives. For instance, as
a part of its strategy, a company that is flush with cash and
anticipates significant capital investment requirements in
four years may have to invest a portion of their profits into an
acquisition to purchase the company. The acquired company
should be financially self-sufficient and produce positive cash
flow to address company requirements. This strategy lays out

a high-level plan for acquisition, a timeline for a return, and
the use of the proceeds.

Specifying the worth of each measure spurs managers to
examine the acquisition as part of a larger plan for com-
pany objectives, available resources, and employee skill
sets. Developing these steps as part of a strategic plan may
customize general principles frequently found in a target
acquisition evaluation process matrix. A statement may even
be needed for each metric evaluated as part of the process to
define the minimum or maximum value tolerance. For pur-
chasing companies, these metric rating ranges will represent
the importance of each issue.

Metrics-Based Ranking

A best practice technique is to rank potential acquisition
targets based on metrics. The strategic goals of the acquir-
ing business are achieved by target company performance.
Setting clear objectives is crucial to measure it, but aligning
the company’s leadership is also vital for making a purchase.
After aligning with company strategic goals, financial met-
rics are the second most critical component to evaluate a
potential acquisition and calculate the estimated economic
benefits of the purchase. It has been demonstrated many
times that experience in M&A leads to higher rates of suc-
cess in investments.

Exhibit 1 presents the target assessment and identification
criteria typically included in an M&A acquisition. Remember
to include accurate comparisons across target companies
when designing selection criteria. Ensure that any differences
are accounted for by “normalizing” any criteria to provide a
like-for-like comparison. Private businesses are often unable to
provide detailed information about their income, profitability,
or client base because this information is not publicly avail-
able. To accommodate this lack of detail, the potential acquir-
ing company may have to review client invoices, bills, job
costs, and other physical documents to get the data required.

The prospects of completing a successful acquisition can often
be heavily influenced even before the first target company is
identified. A strong sense of strategic reasoning is necessary,
which may be accomplished through multiple workstreams.

Many successful M&A companies leverage the diligence
process to obtain essential knowledge of the target company,
its management, key personnel, culture, and customer con-
nections. They scrutinize the financial statements and the
intangible assets that underpin a business’s success strategy.
Most important, they have tools and processes to objectively
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document the company’s value and assist them in creating
pro forma forecasted financials for a future combined entity.
They begin developing relationships with the potential target
months before the transaction closes.

Successful acquirers have a methodical and systematic
approach to M&As. They identify, narrow down, and pursue
a perfect match, beginning with a thorough understanding
of their present company’s portfolios. They do searches
throughout whole industries, not just for specific businesses,
and once the deal is signed, they take great care to handle
each stage of post-merger integration.

In each scenario, the company assumes that the deal’s value
will grow following the closing. However, at this point, many
acquiring companies place a premium on financial perfor-
mance only. They frequently assume that only profitable busi-
nesses make suitable acquisition candidates. Therefore, how
does one accurately forecast future success? A best practice
is to answer the following questions for each potential target
acquisition:

1) Who are the company’s best clients? What percentage

of the total revenue comes from those customers?

2) What is the percentage of total spending by the
customers (for their business area), and what is the
concentration among the customers? Does the entire
business depend on a few customers? Is there room for
expansion with each customer? If so, where?

3) How closely is the company linked with its consumers
and, more precisely, with their needs and expectations?

4) What unsatisfied or underserved requirements do
customers have, not only of the company but also of
the industry? Where are the untapped opportunities?

5) How difficult would it be for the current management
team and line-of-business employees to roll out and
operationalize the strategic plan, including the transfor-
mation and integration stage?

Cultural Impact

While taking cultural best practices from each entity when
two companies join is a common approach, individual corpo-
rate strengths are often incompatible.

When established contractors often purchase smaller com-
panies to expand their service offerings, they quickly dis-
cover that their well-defined internal processes and financial
management controls may be hard to integrate with smaller
companies. When evaluating the impact of acquisition inte-
gration, culture must be considered since it can be directly
connected to performance. Therefore, the actual financial
performance KPIs of the group with the newly implemented
cultural practices should be expected to improve.
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However, employees’ cultural ideas are often deeply rooted,
and they are unlikely to change in response to management’s
push to embrace new ideals. All of this should be accounted
for when measuring the cultural impact.

DocUMENT THE INTEGRATION COMPLEXITY

Documenting the integration complexity is a crucial com-
ponent when identifying potential target acquisitions.
Management teams may likely devote most of their resources
to the area of integration after the purchase.

When evaluating the integration complexity, a matrix of skill
categories by column and rows of competency with ratings
from lowest to highest is typically recommended. These fac-
tors are considerably more challenging for some companies.
Place names (or employee counts) in each of the categories
of skill and skill level competency to evaluate the capabilities
of the potential acquisitions (Exhibit 2). Generally, these inte-
gration issues fall into the following areas:

Employees With Supplementary Skills

These skills primarily reflect a strategy of additional services
that add to the current company product offerings. As a result,
they place a premium on a company’s capacity to transfer and
efficiently utilize the talents and resources of one partner to
the benefit of the other’s competitive advantage.

In general, the benefits of this sort of merger rise when
shared talents and resources become a more significant por-
tion of the cost of doing business. These criteria primarily
reflect a strategy of related supplementary diversification. As
aresult, they place a premium on a target acquisition compa-
ny’s capacity to transfer and efficiently utilize the talents and
resources to the parent company for competitive advantage.

Employees With Complementary Skills

These skills and resources complement one another or fill
gaps in the current company. For example:

e A contractor is currently outsourcing most of its design
work to a third party and can obtain an entire design
group through an acquisition.

e An acquiring company with only a junior and senior
safety manager, but its acquisition targets have all jobsites
walked twice weekly. Adding two new junior safety team
members from an acquisition could allow an acquirer to
achieve this goal immediately.

e A contractor with an understaffed HR department
could acquire a target company with a fully developed,
experienced HR team with recruiters.

Each of these examples indicate a related but complemen-
tary business acquisition strategy. They are concerned with
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enhancing the business’s competitive position by adding skill
sets and resources to its existing talent pool.

Shared Services & Opportunities for Economies of
Scale

These savings opportunities are achieved through integration
and scaling back redundant functions across acquisitions.
These gains may result from improved financial leverage,
cash management, the ability to subsidize across company
holdings, and enhanced employee resource allocation and
training for both management and line-of-business workers.

Next Steps

Once the target businesses have been identified, rank them
based on each assessment factor’s importance to the acqui-
sition goals. For example, a Georgia-based company that
focused on geographical expansion would emphasize the
target business’s geographic footprint and rank it higher than
a more profitable company with less geographic coverage.

Then, compile the information gathered for each potential
target into detailed summary sheets, including overviews
on why each target should be pursued for M&A action and
the potential risks involved. Finally, summarize the scored
metrics with an individual total for each potential acquisition.

CONCLUSION

While it is difficult to find an ideal acquisition opportunity
in a fundamentally unpredictable and intense economic cli-
mate, there are no “perfect” deals. If a company waits for a
once-in-a-lifetime chance to come along, it may miss smaller,
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less obvious, but still viable M&A possibilities. By utilizing
these processes and criteria to identify potential targets,
companies will be able to create better-defined and highly
actionable acquisition opportunities.

The final installment of this series will appear in the November/
December 2021 issue and address methodologies to minimize
the challenges of integrating acquisitions to accelerate profit. ll

Endnote
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Exhibit 1: Target Assessment & Identification Criteria

Company | Ownership  Employee | Annual
Rank Name Type Count Revenue
3 AAAAA Private Equity 223 $36.2M
1 BBBBB Family-Owned 153 $17.9M
2 ccccc TwoFounding g $13.5M

Partners

Exhibit 2: Skill Competency Matrix

Takeoffs &

Plan Reading Math

Employee

Revenue per | Profitper = Service
Profit | Employee | Employee Area Assets | Debt
$34M  $162K §15K O.'F;(',“E’;\th $33M  $27M
s1.6M  $118K sk KRt oM som
$1.5M $114K $13K OK, LA $7M $5M

Planning &
Scheduling

Project

Project
Management

Financials

Sarah Basic Advanced N/A Needs Training N/A Advanced
Tom N/A N/A Needs Training Basic Advanced N/A
Bill Advanced Advanced Advanced Advanced Basic Basic
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