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Abstract. Rapid technological advances, globalization is leading to intensified
global competition. In order to remain competitive and strengthen their market
position, companies often opt for an external growth strategy through M&A. The
most frequently mentioned reason for merging companies to achieve a
synergistic effect. For this reason, it is essential that the buyer assesses the
potential concentration in order to create value for shareholders. This paper
focuses on analyses and characteristics and definition of synergy effect, analysis
of main sources of synergy, definition of key variables in assessment of
synergies.

1 Introduction

The technological advances, globalization is leading to intensified global competition. In
order to maintain their competitiveness and strengthen their market position, companies often
choose a strategy for external growth through mergers and acquisitions.

Mergers and Acquisitions [1] is a broad and challenging subject, as evidenced by a
number of professional publications, studies conducted in business practice and the existence
of a large number of consulting, financial and investment firms engaged in merger
consultancy.

By merging with another business, they gain quick access to new technologies, markets,
qualified human resources, built distribution channels, loyal customers and many other
sources of future growth. The result of these processes is the emergence of financially strong
enterprises. By contrast, companies in financial difficulty are trying to avoid bankruptcy by
merging with another company.

It can be said that there is no industry in the world economy where there would be no
mergers and acquisitions. [2] The synergy effect can be simply expressed as the fact that the
combined effect of two or more activities is greater than their sum.

Methodology. Several scientific methods were used to process the present paper, both
from the group of general logical methods and from the group of empirical and exact
methods. The method of analysis was used in the examination of theoretical knowledge and
opinions on the issue of the synergy effect of merging companies. We used the synthesis
method to formulate conclusions synthesizing knowledge from the literature. Other methods
used were induction, deduction and comparison. We used the abstraction method to define
the essential characteristics of the examined phenomena - synergistic effects. Generalization

! Corresponding author: anna.polednakova@euba.sk

© The Authors, published by EDP Sciences. This is an open access article distributed under the terms of the Creative
Commons Attribution License 4.0 (http://creativecommons.org/licenses/by/4.0/).



SHS Web of Conferences 83, 01051 (2020) https://doi.org/10.1051/shscont/20208301051
Current Problems of the Corporate Sector 2020

is a method of defining the context of real subjects and has been used to formulate
conclusions. The paper was also based on the results of research by both foreign and domestic
authors, especially in the area of merging companies and their motives.

2 Definition of synergy

Merger and acquisition synergies are an effect that adds value to two [3] or more companies
when merged over the separate values of those companies. The concept of synergy is defined,
according to the Cambridge dictionary [4], as follows: "Synergy is the combined power of a
group of things which, when working together, achieve a higher overall strength than that
achieved by the individual components separately"

The term synergy is usually associated with physical science as an economy. It refers to the
type of reaction that occurred when combining two factors gives a higher effect than when
the sum of two operational independent units is like the sum. The anticipated existence of
synergies allows companies to incur the cost of the acquisition process and can still afford a
premium for their target shareholders. Synergy is an increase in the performance of the
combined company over what is already expected of the two companies or needs to be
achieved as independent companies. Achieving synergy begins with a clear understanding of
what it is. Defining synergies as "a combination of enterprises of which two plus two equals
five" or "the amazing benefits of integration from combined strategies and economies of
scale" is inaccurate and misleading.

Mark L. Sirower [5] in his book "Synergy Trap" gives the following definition of

synergy. If the acquirers can achieve the performance that is already expected from the
objective, the net present value (NPV) of the acquisition strategy is then clearly expressed by
the following formula: NPV = Synergy - Premium "
Mergers and acquisitions synergies represent an effect that increases the value of two or more
companies when merged over the separate values of these companies. Synergies can result
from mergers and acquisitions through cost savings due to improved operational efficiency
and / or revenue gains due to increased productivity in the use of company assets. The main
objective of merger and acquisition companies is to achieve a synergistic effect. This effect
is most objective and is assessed by increasing the value of the investment. The value of the
company after the transaction is increased in case of synergies, whether profit or loss. Better
financial results and higher business performance are achieved through proper investment
selection and proper cost management.

Thus, the buyer usually approaches the assessment of the potential merger and
acquisition target in a similar way to the choice of investment or investment project. The
Company usually analyses the potential added value of the target company, which in practice
uses primarily the net present value (NPV) of future projected cash flows, which are
discounted by a discount factor. In practice, inputs to the projected cash flow calculation are
adjusted to best predict cash flows for the future period analysed.

At the same time, Sirower [5] describes the cornerstones of synergy as the four elements
of the strategy, in merging companies that need to be put in place to achieve a synergistic
effect. The cornerstones of synergy include:

®  Strategic vision,
®  Operational strategy,
®  Operational strategy,

® Power and culture.

The buyer usually allows the competitive advantages of the combined enterprise,
including increased revenue, reduced costs or technological improvements over the
performance of individual entities. So, the synergistic value is usually created by the buyer.
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However, there are exceptions. If the objective has a technology or ownership that the buyer
can customize and exploit on its larger volume basis, this "backscatter" synergy is mainly
generated by retailers. There are two types of synergy: operational synergy and financial
synergy. Operational synergy also takes two forms: increasing revenue and reducing cost.
These revenues and effective profits are derived from vertical or horizontal mergers.
Financial synergy refers to the possibility that capital costs may be reduced by a combination
of one or more companies.
Operational synergy in the form of returns is very difficult to achieve. Analyses [6] indicate
that 70% of mergers will not achieve operational synergies in the form of revenue increases.
Increasing revenue can take several forms:

®  price power,
® combination of functional forces,

® growth from fast-growing or emerging markets.

Financial synergy reflects the impact of mergers and acquisitions on the cost of the
acquiring company or partners in mergers and acquisitions. Depending on the extent to which
financial synergy exists in various combinations in companies, then capital costs may be
lower. A merger of two companies may reduce the risk if the company's cash flow is not
correlated perfectly.

2.1 Sources of synergy

Synergistic benefits [3] generally arise from five possible sources:
® Increase revenue,

Cost reduction,

Improvement of processes in society,

Financial efficiency,

Risk reduction.

Revenue gains may be the result of higher unit sales, which are usually achieved by a
combined entity operating in a wider market or offering an extended product line or both. An
increase in the price of products can be achieved, especially if the combined unit creates
strategic advantages, for example, that it is the only supplier of technology or product. The
projected increase in revenue should be considered with caution as it depends on many
external variables, in particular the response of customers and competitors. Both can be
difficult to predict and are largely outside the control of the combined unit. For example,
customers may have a policy that prevents excessive reliance on any source of supply. A
competitor's response should also be envisaged, including new product offers and price
discounts. An increase in revenue can be achieved when the combined company offers a
wider range of products or services, often by using the new entity's distribution system.
Estimates of the second source of synergy, cost reductions, tend to be more predictable and
more reliable than revenue increases. The consolidation of functions eliminates positions and
related fixed assets and overheads. The scope of this advantage tends to be greater if the
objective is similar to the acquirer in the operations and markets served. Particular attention
needs to be paid in advance in order to succeed with cost savings. In particular, wages and
salaries require vigilance because, while jobs may be reduced, individuals who held them
sometimes survive in a new entity in another department or job.

Process improvements occur when the combined entity adopts more efficient procedures
used by the target acquirer. These improvements often result from technological or process
improvements that can be utilized on the wider base of the combined unit. Improvements can
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lead to revenue gains or cost reductions, as well as more efficient operations or more efficient
marketing and distribution.

The fourth source of synergy, financial efficiency, is often misunderstood. The value of
the target cannot be increased by allocating it lower capital costs through the use of debt
financing. Since any acquirer could achieve this advantage, such financial manipulations
rarely have any real value creation potential. However, the combination may reduce the
financial cost of the combined entity and may allow efficiency in terms of lease, cash
management and working capital management. The combined entity may also generate
certain tax benefits. Acquirers should be aware that financial performance is not capable of
substantially improving the company's strategic position and is rarely the driving force
behind transactions to bring companies together.

The target cost of capital can be reduced through the acquisition of a larger company that
eliminates many of the risks that exist when the company operates independently. A taller
company can eliminate several of the risks that typically occur in smaller companies - such
as key personality, customer concentration, pace of technological change, and position
compared to its competitors - by becoming a segment of a broad-based company markets.

2.2 Key variables in assessing synergies

In assessing the potential savings from each of these synergistic sources, the merger
management should concentrate mainly on three variables, which can significantly affect the
accuracy of the estimated synergy and value calculation significantly.

The magnitude of the benefits of synergy. The value of the synergy should be quantified
in the net cash flow forecast, which includes estimates of income, costs, financing and taxes
and investments in working capital and fixed assets. Every component of the forecast, in
particular any estimated improvements, must be questioned consistently. The management
of the acquisition team [6] must resist the natural effort to make emotional purchases, which
often leads to overly optimistic revenue and expenditure estimates. Each element in the
forecast must be accurately estimated.

The probability of achieving synergy. The merger will bring various benefits, some of
which have a very high probability of success, while others may have negative consequences
[7,8,9]. For example, the probability that the administrative costs associated with the target
group board can be excluded is approximately 100%. Conversely, the achievement of certain
sales targets against fierce competition is likely to be much less clear-cut. These differences
should be recorded and taken into account in the forecast. Calculation of the probability of
different results, for example optimistic, expected and pessimistic, can be done using
sensitivity analysis, Monte Carlo simulation, helping to quantify the range of possible

Timing the benefits of synergy. Merger and acquisition buyer management needs to
recognize that, while an acquisition is usually a single transaction, its benefits accrue over an
estimated period of time, which may span many years. The value of the acquisition and its
success are critically linked to achieving improved cash flows according to the expected
timing. Any delays move cash flows further into the future and reduce their present value.
Attempts to accelerate the timing of revenue improvements or cost savings should be
avoided, and the timing of each assumption must be questioned as sums. The history of
mergers and acquisitions is full of stories about how unrealistic acceleration of improvements
to increase the attractiveness of an acquisition has led to an overestimation of the synergy
value.

The clear point is to emphasize the importance of objectivity and diligent due diligence
in examining the foreseen synergies. Investors expect to improve the performance of the
acquirer as well as the target value they set for each company as separate entities.
Acquisition-related synergies must reflect improvements beyond those already foreseen. The
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value of these synergies must exceed the premium above the fair market value of the acquirer
in order to create value. Therefore, any envisaged synergy must be thoroughly analysed in
terms of the estimated amount, likelihood of achievement and when this benefit will occur.
Companies that overlook this process may experience unpleasant surprises and
disappointments in the future.

3 Results and Discussions

Companies that want to survive in a competitive environment must choose a strategy to
achieve their goal. One such strategy is mergers and acquisitions. Many companies neglect
to prepare the merger process. The main reasons are its complexity, slowness and time
preferences of the managers' subjective opinions on the percentage of official controls
transactions that refuted the misconception about the success of the executed transaction.
Merger and acquisition problems are underestimated by the lack of preparation and
underestimation of some important aspects of the process. The result may be quite the
opposite of that expected from such an operation. Instead of improving the company's
position, efficiency and profitability, there may be a loss of efficiency, inflexibility and loss
of competitiveness. In spite of all the risks that Mergers and Acquisitions face, there are
thousands of business connections worth billions of euros worldwide each year.

The main motivation for merging and acquiring companies is to achieve a synergistic
effect. This category was the subject of our research. Mergers and acquisitions companies
must take into account the fact that each merger is something special and must be given
particular attention. Achieving synergy begins with a clear understanding of what it is.
Defining synergies as "a combination of enterprises of which two plus two equals five" or
"the amazing benefits of integration from combined strategies and economies of scale" is
inaccurate and misleading.

Thus, the buyer usually approaches the assessment of the potential M&A target in a
similar way to the choice of investment or investment project. The company usually analyses
the potential added value of the target company. In order to properly evaluate the choice of
investment, it is necessary not only to address the issue of financial synergy (cost of capital),
but also operational synergies related to increasing revenues / reducing costs. Assessing
synergies in merging companies is essential to analyse this process through key factors that
significantly affect the accuracy and accuracy of the estimated synergies.

This work was supported through the Slovak Science Foundation (VEGA) under projects VEGA
1/0007/19 "Asset allocation in a low interest rate environment in the financial and non-financial
companies in the Slovak Republic”.
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