Mergers & Acquisitions: Why & How
Merger. A merger, theoretically, is when two companies agree that they want to go forward as a single company, rather than being separate entities. That's in theory. Usually, a merger is a polite way of saying that one company has bought another and that one of the terms of the deal was to let the CEO (Chief Executive Officer) or Chairman of the company that was bought say that it is a merger of equals. That's rarely the case in reality. 

What drives a merger is the competitive landscape. When times are very bad, strong companies will seek out weak and strong companies to find out if the combination of the two of them will create a more competitive, cost efficient company than either one currently is. The strong companies combine to gain a greater market share or to achieve greater efficiency. The same is true for weaker companies who know they can't survive as independents. They will often contact each other to see if a merger can be effected and retain some of the business the companies have developed as well as some of the employees. 

Note that a merger is not necessarily between equals. If one company is much larger or smaller than the other, that can still be a merger. The idea of the merger is that the CEOs agree that continuing in business alone isn't the best thing for both companies. By merging with each other, the companies will benefit from: 

· Elimination of certain personnel that will save money for the new entity. Think of all the administrative staff that would be duplicated from the accounting department to the buying staff to the marketing group. And that might include one of the CEOs because oftentimes after a merger, one of the CEOs takes the money and runs. It's a rare CEO that stays around when the new CEO office is filled by someone else. 

· Better cost efficiencies. Whether it's buying paper clips or new automobiles for the sales department, when a larger entity is placing the order, there are cost savings. When a merger is completed, the new, bigger corporation has more purchasing power. 

· Higher profile in the industry. The combined entity gives the company higher visibility because it's now reporting higher revenues and has larger distribution. Sometimes that image will create sales opportunities that weren't there for the two, smaller companies.

There are basically three kinds of mergers: pooling of interests; a consolidation; or a purchase. 

The pooling of interest merger puts the two companies' assets together and combines all the accounts. The consolidation is when a new entity is formed and both the companies are bought and combined under the new entity. The purchase is when one company buys another. In the strictest sense, only when one of the companies survives as a legal entity is there a merger. 

Here are some of the tax consequences of the mergers. 

Pooling of Interest: stock is exchanged between two companies and one entity survives. This is a tax free merger, and if you own the company that is being merged, you will receive stock in the surviving company. That stock will have the same basis as your original purchase price, and you have no tax consequence. You simply put the new stock in your portfolio in exchange for the old stock. (Your broker will do it for you.) 

Purchase: When one company buys another using cash or a debt instrument, the stock of the acquired company is sold for the agreed upon amount and triggers a taxable event. The reason companies will sometimes use this method is that there is a tax benefit to the acquiring company. They can write-up the assets they acquire to the actual value paid for the company, and the difference between the book value and that purchase value for the assets can be charged off as depreciation over several years, thereby lowering the taxes payable by the surviving entity. 

Consolidation: This would be treated the same as the Purchase merger. 

There are also several types of economic mergers: 

Horizontal Merger: When two companies that are in direct competition in the same product lines and markets combine. 

Vertical Merger: When a customer and company or when a supplier and company merge. Think of a cone supplier to an ice cream maker. 

Market Extension Merger: When two companies combine that sell the same products in different markets. 

Product Extension Merger: When two companies are selling different but related products in the same market. 

Conglomerate Merger: When two companies have none of the above attributes get together. 

The hope of every merger is that there will be a synergy making the whole of the two companies greater than the sum of the two. Sometimes it works; sometimes it doesn't. 
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