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Abstract:

Cross-border acquisitions play an important role in the corporate strategic
development and international expansion. This paper investigates the scope of
the due diligence audit within the pre-acquisition phase. Due diligence audit
conforms to the organizational learning theory, proposing that the more the
acquiring firm learns about the acquisition target, the higher the probability of
successful acquisition. The used data sample of acquisitions is made of German
enterprises in car manufacturing industry and their cross-border acquisitions in
the past. The results support the proposition that the thorough due diligence
audit is necessary for successful acquisition. The hypothesis of detailed
assessment of strategic fit and organizational culture is closely linked to
acquisition success. Also the assessment of human resources, technological skills
and other business capabilities enhances the probability of successful
acquisition. The results and findings of the paper offer useful implications for
cross-border acquisition management and useful directions for future academic
research. The originality of the paper is given by unique meta-analysis of the
acquisition “due diligence” literature and the selected consultant studies from
anonymized practical experience based on insider information. The outcome is a
compendium of evaluated risk factors which need to be included in each “due
diligence” audit in the pre-acquisition phase.
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INTRODUCTION

The topic of mergers & acquisitions (M&A) has been increasingly investigated
in the literature in the last two decades in response to the rise in M&A activities as
well as the increasing complexity of such transactions themselves (Gomes, Angwin,
Weber, & Tarba, 2013). Epstein (2005, p. 37) argues that using a broad definition of
M&A can lead to confusion and misunderstanding as it entails everything from pure
mergers to strategic alliance. In this paper the definition of M&A will be used in a
much narrower sense, as acquisition, as the purchase of shares or assets on another
company to achieve full managerial and operational influence. Acquiring a company
abroad can be motivated by the wish of entering foreign market and establish strong
position very quickly. It enables the drawing on complementary knowledge and
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differing market prospective of the acquired company and enable a realization of
synergetic potentials (Gole et al., 2009, p. 42; Howson, 2003, p. 3). However, acquiring
a company is risky, especially against the background that the information of the
targets business is beyond the reach of acquirer and he relies on assumptions about
the state of the business (Schweiger et al., 1998, p. 15). At this point, an information
asymmetry occurs as the acquirer does not get reliable information about the target
company to carry out thorough evaluation and determine the price. In line with the
literature, the term information risk is used to describe the uncertainty surrounding
information relevant to the acquirer’s valuations and expectations for future
economic development (Gomes et al., 2013, p. 16). The situation in cross border
acquisitions is even more risky since there is a higher information asymmetry between
companies from different countries (Firstbrook, 2008, p. 2). The failure rate in cross-
border acquisitions is even more poor than at the domestic one, as it is more difficult
to achieve the economies of scale and resource deployment in foreign than in
domestic markets (Erel et al. 2012, p. 1074).

In the pre-acquisition process due diligence is used to overcome the
information asymmetry. Due diligence is an investigation or audit of a potential
investment serving as a confirmation of all material circumstances related to a
transaction (Howson, 2003, p. 5). "The basic function of M&A due diligence is to
assess the benefits and the liabilities of a proposed acquisition by inquiring into all
relevant aspects of the past, present, and predictable future of the business to be
purchased. Those making this assessment should focus on risk" (Lajoux et al., 2011, p.
7). Due diligence comprises of detailed investigation and risk assessment in wide area
of the targets specifications, either quantifiable or non-quantifiable (Angwin, 2001, p.
33; Hopkins, 1999, p. 233; Knecht et al., 2007, p. 425). Using the literature definitions,
we define due diligence as the process of acquiring objective and reliable information
on acquisition target prior to the acquisition specific event.

PREVIOUS RESEARCH AND THE SCOPE OF DUE DILIGENCE

In general, cross-border acquisitions and related risk assessment largely
remain under-explored compared to domestic acquisitions (Bertrand et al., 2012, p.
415). The previous research concentrates on the objectives of the cross-border
acquisition claiming that acquisitions propose an important mechanism through which
the firms grow and gain access to new resources. Shimizu et al. (2004, p. 346) show
that market entry, learning process and value creation are among the main aims of
cross-border acquisition. Similar argumentation deliver Gole et al. (2009, p. 42)
emphasizing the speed of establishing market position compared with direct
investments and enables the drawing on complementary knowledge and differing
market prospective of the acquired company and enable a realization of synergetic
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potentials. Bertrand et al. (2012, p. 414) argues that the acquisitions have major
impact on competencies, organization and therefore the performance of the firms.

Overall, the empirical research on performance for domestic and cross-border
acquisitions is mixed. Some studies find that firm value is reduced or that acquisitions
exert no impact at all leading to losses of the acquirer (Andrade et al. 2001, p. 117;
Moeller et al., 2005, p. 561), some studies find that the acquisitions also generate
value for acquirers (Martynova et al., 2008, p. 2168). In light of academic research,
Ahammad et al. (2013, p. 10) has concluded that studies using financial, accounting or
managerial performance assessment have shown an overall acquisition failure. King et
al. (2004, p. 197) performed meta-analysis showing, on average, the performance of
acquiring firms is negatively affected in both the stock and accounting-based
measures.

The major channels through which the acquirers gain value are synergies,
economies of scale and scope, improved efficiency and improved market access
(Bertrand et al., 2012, p. 414; Chatterjee, 2007, p. 48). Bruner (2004, p. 65) analyzed
16 studies on M&A value creating and performed interviews with 50 Financial
directors, but concluded that the synergies, efficiencies and value creating growth are
difficult to obtain. Bruner’s study examined but does not emphasize evidence which
factors are really important to consider in the pre-acquisition phase. Georgieva et al.
(2012, p. 794) found evidence of impact of the legal, regulatory and cultural as well as
overall business environment in cross-border acquisitions joint ventures. This
evidence can partly be reflected to the cross-border acquisitions, as the market access
is the main aim. Acquisition experience effects can occur through a firm’s own
acquisitions or by learning from the competitors (Barkema et al., 2008, p. 628).

One of the learning fields is the risk assessment with due diligence audit in the
pre-acquisition phase. Previous research on due diligence from the perspective of the
organizational learning theory argued that cross-border acquisition is a dynamic
learning process which produces special knowledge that in turn leads to improved
cross-border acquisition process involving multiple activities, such as target selection,
risk assessment, negotiation and post-acquisition integration (Collins, et al. 2009, p.
1333). Such acquisition skills gained suggests that learning associated with firm’s prior
experience increases the likelihood of subsequent international acquisitions (Hitt et
al.,, 2009, p. 524). Despite the importance of due diligence and the pre-acquisition
evaluation, there are not many studies which have researched the scope of due
diligence, especially in case of cross-border M&As (Shimizu et al., 2004, p. 325). The
academic research shows no comprehensive study which considers the full range of
factors to be considered in pre-acquisition evaluation within the due diligence process
(Ahammad et al., 2013, p. 4; Gomes et al., 2013, p. 28; Shimizu et al., 2004, p. 330).
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The purpose of this study is to show the practical use of due diligence in the pre-
acquisition phase based on post-acquisition success in the car manufacturing industry.

Problematic aspects in mergers and acquisitions

The expectations before the merger or acquisition in Central and Eastern
Europe countries will be different for the future partners. The expectations on the side
of the local enterprise will be specific due to the socio-economic situation in the past
in their country. Coming from the conditions of centralized planned economies, the
enterprises were obliged to pass trough several crucial changes during the 90s: the
apparition of competition, accompanied by the shock of openness of economy when
competitors with much bigger experience and aptitude are entering from outside;
privatizations; restructuring of national economy with several sectors disappearing
and new ones to be created; total replacement of equipment by new technologies;
reorientation of the production to new markets, taking in mind the local requirements
etc. The need of capital and of investments is absolute and the first precondition for
survival (Savrina, Grundey, 2008). National capital is insufficient because of 1) the
historical situation: the primary accumulation of capital has only started; 2) the low
level of income and savings in the society. In both cases: for the old, surviving
enterprises which are obliged to make the adaptation to the new situation (market
economy and open economy) or for the new enterprises that have appeared in
national economies with a strong business or technological idea — the investments
from abroad are a necessity. The local enterprises are waiting for an investor as a 1)
financial and 2) strategic investor because of the necessity to adapt their management
strategy to foreign activities and to have the access to external experience and
technologies. During the 2000s these processes are completed by the accession of
several Central and Eastern European countries to the European Union. The free
movement of capital in the frame of EU is an additional stimulus for mergers or
acquisitions.

A State policy focusing on entry in emerging markets or a target market
representing special interests of the investor country is analyzed for the period of
1980's and 1990°s (B.Savrina; 1999, J.L.Mucchielli, T. Mayer., 1998). The main accent
is made on delocalization of production from developed countries in the conditions of
rising globalization processes and a racing competition. The authors of this paper
consider that in the case of Central and Eastern European countries, the main
advantages for a Western company will be: 1) an educated, qualified but cheaper
labor force (additionally, in the case of M&A the local partner already has a formed
and functioning staff); 2) an access to a new market or a greater proximity to one
through a trampoline zone (in the case of M&A the Western partner is expecting to
acquire the existing target markets and client networks of local partners, especially if
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the local partner knows the business culture and languages in the region); 3) access to
(cheaper) raw materials or energy resources at a close distance from their own
country (in the case of M&A the local partner already has his own local deliverers and
he knows local suppliers).

The experience of more than 20 years is showing us the main possible
disadvantages or failures of a local enterprise when entering a cooperation with a
foreign (Western) company: 1) the misunderstanding on the side of the local
enterprise about their relationship with the foreign partner, especially if this partner is
a strategic investor — the local enterprise expects to keep functioning as an
independent entity but instead it becomes a structural unit of the new company
which is developed according to the interests of the investor (Savrina, Grundey, 2008)
which is very important in the case of M&A; 2) the interests of the foreign partner to
reduce his costs or change his plans can evoke the dislocation of production to
another country which can mean the closure of the local enterprise as a redundant
entity. From the other side, the foreign partner will be displeased for 2 main reasons
in general: 1) the costs of local labor force are growing. The same is happening with
the prices of resources and raw materials. This is especially noticeable in the new
member countries of EU as a logical tendency of equalizing price levels within the
common market but it's non-beneficial for the strategic aims of the Western
company; 2) the local political environment could not be very favorable towards
foreign companies, especially in the countries of Eastern Europe outside of EU
(Savrina, Sproge-Rimsa, 2013).

Considering all these tendencies, it requires due diligence in the pre-
acquisition phase.

In the literature study comprising of academic and practical studies, the
analysis has shown us characteristic fields to be assessed in the pre-acquisition phase:
1) Strategic and cultural fit (Gleich, et al., 2009, p. 12, Gomes et al., 2013, p. 15)

The emphasis lies on the proposition that the more similar the business
models and served markets and clients are, the higher the value creating effects after
the acquisition (Carbonara et al., 2009 p. 94; Perry et al., 2004, p. 12). Ahammad et al.
(2013, p. 3) emphasize the importance of the strategic fit to have even higher weigh in
the context of successful cross-border acquisition. The term organizational fit is often
mentioned as a success factor in connection with the strategic fit (Ahammad et al.,
2013, p. 3; Gleich et al., 2009, p. 5; Gomes et al., 2013, p. 15; Cartwright et al. 1992, p.
56). Angwin (2011) reached the conclusion that national cultural distance play an
important role in affecting the acquirer’s perception of the target company. Each
organizational culture is unique with differences essentially across organizations, and
it is such differences that generate integration problems, and while some authors




The 3" International Conference on Business, Management, and Accounting
University of Economics in Bratislava, SLOVAKIA
10— 12 September 2014

have cautioned that similarity of “organizational cultures” does not necessarily
guarantee acquisition success the assumption is that a certain cultural conformity
underlies effective organization especially in mergers with high levels of integration
(Kusstatscher et al., 2005, p. 24, Cartwright et al., 1996, p. 70, Cartwright et al., 1993,
p. 523).

FINANCIAL FACTORS AND ACQUISITION PREMIUM

A substantial amount of studies have identified that payment of price
premiums is one of the most significant reasons for acquisition failure, as the future
growth is the main variable in determining the acquisition price (Gomes et al., 2013, p.
19, Dunne et al.,, 2013, p. 8; Harvey et al.,, 1995, p. 18). The effects of forecasting
unrealistic growth of the target may have serious effects on the valuation and the
acquisition price (Perry, 2004, p. 14). The due diligence requires enhanced
proceedings to attain deeper information in order to achieve reasonable basis for
evaluation models and negotiation of the acquisition price for successful cross border
acquisition.

BUSINESS CAPABILITIES AND KNOWLEDGE MANAGEMENT

Acquiring a foreign existing business, acquirer obtains resources like
knowledge base, human resources, business capabilities and an established market
access and reputation (C. Firstbrook, 2007, p. 54; Shimizu et al., 2004, p. 311; Cullinan
et al.,, 2004, p. 5). Such resources are strengthen acquirer's endowment and are
complementary resources that enable leverage of existing resources. Research on
mergers and acquisitions has shown that human resources issues must be considered
essential given that they strongly influence the success of transaction (Schuler et al.,
2001, p. 243, Perry et al.,, 2004, p. 13). In the due diligence phase it is the time
estimate the management potentials and management talents in the target firm
(Marks et al., 2001, p. 90).

MACRO FACTORS AND BUSINESS ENVIRONMENT

The need for considering differences in the business environment, especially
legal and tax aspects has been asserted in the literature (Ahammad & Glaister, 20133,
p. 4; Gomes & Angwin, 2013, p. 20; Firstbrook, 2008, p. 4; Hitt, 2009, p. 8; Angwin,
2001, p. 33). Prior studies have also shown empirically that macro-economic and
corporate governance arrangements affect the decision to acquire firms in cross
border markets (Graham et al., 2008, p. 299; Rossi et al. Volpin, 2004, p. 58). The
nature of the local environment and its nationality (for example, government policies
or strong unions) may have a bearing on the ability of acquirers to implement
practices during post-merger integration, such as changes in salary and benefits,
recruiting, turnover, and labour relations. A stronger legal and institutional
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environment in the target country leads to increased transaction cost for cross-border
deals (Feito-Ruiz & Menéndez-Requejo, 2011, p. 186).

EMPIRICAL RESULTS

The empirical research was started with questionnaire survey to collect data
from a sample of German car manufacturing firms involved in cross-border
acquisitions. Acquisitions by the firms took place between 2004 and 2012 among firms
operating in the Central and Eastern European region. A list of the deals was compiled
from the Mergermarket Database. A list of potential survey participants was collected
using telephone inquiries, business portals and other relationships. This procedure
created general population of 99 firms involved in 416 acquisition deals. 21 of the
acquirers were excluded as they were financial investors, another 40 have been
excluded as they have the policy not to participate in survey research, or the potential
participants did not have time capacities to take part in the survey. This resulted in a
sample of 20 acquirers which is a fifth of the general population. The research design
has been constructed with structural equation modeling (SEM) as a multivariate data
analysis method that is often used when testing theoretically supported linear and
additive causal models. With SEM, the relationship between multifaceted risk factors
in the due diligence and the acquisition success model is being measured and
visualized in Fig. 1. In spite of limitations, PLS is useful for structural equation
modeling in applied research projects especially when there are limited participants
and that the data distribution is skewed and this is the case in the survey. The inner
model consists of the four main hypothesis including elements of thorough due
diligence and the transaction success. The outer model consists of manifest and
independent variables (exogenous) and the dependent variables which define the
transaction success (endogenous).

Figure 1 Structural Model Due Diligence in Acquisition Process

The criteria ‘ Eroeeousvarioble  Endogenecusvariable for the use of
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PLS model which is a variance based model, have been: small sample size with n=20,
the independent variables are normally distributed (univariate approach) and the
research paper has explorative character. In the current case the bootstrapping has
been calculated with B=1000 replications. The value area and the resulting significance
level are calculated with B replications B. The tail area values are calculated with the
software for statistics R. Also the VIF value has been calculated with the software for
statistics R.

Table 1 Formative Measurement Model

Indicators Weight t-statistics VIF
value

Choice of Strategic Partner

V36 Strategic Fit -0,38 1,13 n.s. 1,14
V38 Organizational Fit 1,01 1,93 ** 1,3
V48 IT-Compatibility 0,11 0,38 n.s. 1,42

Business Capabilities, Knowledge Management

V39 Market Competence 1,51 2,74 *** 1,04

V42 Technological Competence 0,78 2,73 ¥** 1,04

Financial Factors and Acquisition Premium

v47 Extent of Debt 0,94 13,77 *** -

Macro-Factors and Business Environment

V49 Differences tax&legal -0,32 0,56 n.s. 2,52
V51 Political Factors 1,5 1,80 ** 1,61
V52 Corruption, Bribery 0,34 0,66 n.s. 2,54

The VIF values are below 5, so that there is no variable which needs to be
removed because of the multicollinearity. The t-values show a strong significance of
the latent variable “Business Knowledge Capabilities”, especially the manifest variable
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and “Financial factors and acquisition premium” show only weak significance. The
Strategic fit and Macro factors and business environment are not significant. In the
next step, the estimation relevance is being judged with Stone-Geisser criteria and
additionally with the coefficient of determination. The coefficient of determination of
0,6 gives a comfortable explanation of the date variance and the estimation:

Table 2 Data Variance Measurement

Latent
Variable

Transaction 0,60 0,35
Success

The effect power is computed with the coefficient of determination of the
complete model and of the model with excluded variables to receive the estimation
impact.

Table 3 Measurement Effect Power

Latent Variable

Choice of Strategic Partner 0,58 0,36 0,05 0,00
Business Capabilities, Knowledge 0,45 0,35 0,38 0,02
Financial Factors, Acquisition | 0,51 0,36 0,23 0,00
Premium

Macro-Factors, Business | 0,60 0,36 0,00 0,00
Environment

The latent variable Business Knowledge Capabilities has very strong effect
power, the Financial Factors and Acquisition Premium has an acceptable level of effect
power while Choice of Strategic Partner has only little effect power and Macro Factors
and Business Environment do not have any effect power. In the estimation area are all
variables at 0. Consequently, they are acceptable for the model.
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Having assessed the estimation quality of the model, the latent variables and the

corresponding significance level have been determined:

Table 4 Path Coefficient and the model reliability

Independent Variable path coefficient t-statistics
Choice of Strategic Partner 0,18 1,21 n.s.
Business Knowledge Capabilities 0,46 3,17 ***
Financial Factors and Acg.|0,41 2,23 **
Premium

Macro Factors and Business | -0,03 0,13 n.s.
Environment

The path coefficient Business Knowledge Capabilities has strong influence on
the dependent latent variable Transaction Success. Financial Factor and Acquisition
Premium has a middle strong influence on the Transaction Success. The Choice of
Strategic Partner and Macro-Factors and Business Environment are non-significant
and do not have any influence on the Transaction Success.

CONCLUSION

The literature research shows no comprehensive study which considers the full
range of factors to be considered in pre-acquisition evaluation within the due
diligence process. The contributed development of a model incorporating different
risk areas delivers managerial implications in the German car manufacturing industry.

The main result lies in pinpointing the specific area by which the business
capabilities and knowledge transfer build the main asset in the realization of synergy
values in the acquisition phase. In this context, the valuation of the business
capabilities of the acquisition targets can be classified as the main challenge reflecting
suitability of the acquisition price.

As it is often difficult to ensure the transfer from the practical to theoretical
knowledge and vice versa, an integrated approach is likely to develop with a growing
amount of experience in growing frequency of M&As in the emerging markets and the
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nature and scope of the due diligence process need to be examined in light of these
new trends. The managerial implications are that in the pre-acquisition phase the due
diligence proceedings should selectively be audited especially in case of evaluating
business knowledge capabilities.

The tested financial issues go beyond the information provided and this will
provide the basis for forecasting future performance and identifying possible capital
short falls has been supported moderately for the German acquirers in the car
manufacturing industry.

The determined low importance of strategic and organizational fit, which is
usually the most named aspect in acquisition success is a bid surprising. However, the
strategic focus of the German car manufacturers is to capture capable contributor in
the manufacturing chain and deepen the technological knowledge of the overall
enterprise. In line with that, the identification of the most efficient tax and legal
structure is not significant aspect for German car manufacturer. The reason lies in the
financial power of the global enterprises which can offset such potential burdens.
Afterwards, such evaluated risks are reflected in the acquisition price.

Finally, the results indicate that there is a positive relationship between
transaction success and due diligence proceedings which help to ensure that the
M&As deal intelligence gets wider scope of the risk assessment methods and finally
improve the success rates in cross-border acquisitions.
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