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How to Analyze an Acquisition

By Bill Schoeffler, CIC
Partner of Oak & Associates

The pace of merger and acquisition activity has appeared to level off.  Buyers still
outnumber sellers, but the buyers have become savvier.  A buyer entering the market for
the first time needs to do their homework just to be in the same ballpark with the
experienced buyers.  Likewise, a seller needs to be educated to prevent being taken
advantage of by a sophisticated buyer.

Growth by acquisition can be a very valuable tool but only when part of an effective
strategic marketing plan, including a compatible book.  The transaction should be well
planned out and structured efficiently.  Understanding all risks and the true financial
picture is imperative to a successful transaction.  Failing to pay attention to the whole
picture can cost the buyer dearly.

Due Diligence
Proper due diligence must begin before an acquisition prospect is identified.  The
acquirer must begin with clear and explicit expectations of the benefits it hopes to gain by
making the acquisition.  Then the buyer needs to establish an outline of the key desirable
characteristics, as well as the undesirable traits.
Basic early planning will streamline the search process by allowing management to
quickly eliminate from consideration firms that will not further the goals of the acquirer.
We have found that a thorough compatibility analysis before the consummation of a deal
will prevent a mismatch from happening.  Doing a deal with the wrong party will cost
thousands of dollars and many headaches.
The objective of the formal due diligence is straightforward and simple.  The buyer wants
to minimize its exposure to the many risks that can arise when making an acquisition.
The actual process, however, is decidedly less simple.  Only by clearly understanding the
expected benefits and key characteristics at the outset can the appropriate due diligence
procedures be identified and efficiently carried out.

Agency Value
Because of the frenzy to buy or merge, too many deals are still occurring in which the
buyer is paying too high a price in too short a period and has not properly analyzed
whether the purchase is good for the agency.
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Buyers may feel that the purchase is too small to warrant a professional valuation without
even getting a quote from a professional appraiser.  Regardless, this should not preclude
them from performing their own valuation.  Perhaps the most common error made during
these "self-made" deals is to set the purchase price as a multiple of revenue or
commission and ignoring the actual profit potential, if any, to the buyer.

The "multiple" approach to valuing a business is outmoded and is not recommended by
most professional appraisers.  This approach is tempting to use if the acquisition is a
small book of business and other assets are not included.  The ease of calculating value at
1.2X to 2X revenues can cost thousands of dollars, not only in lost profit from possible
overpayment but also lost income from using available capital for the purchase, rather
than putting that money in other investments.

When a valuation uses a multiple of revenue or commission, it ignores variation in
profitability and risk.  Two firms with the same revenue may vary significantly in both
the risk that profit will be sustained, as well as in the actual profit margin generated.  An
astute buyer would not pay the same "multiple" for these two firms, if the risk and profit
margins vary greatly.

The proper approach to determine agency value is to understand the true profitability of
the firm as well as the risks associated with that profit.  An astute buyer will create pro
forma financial statements that will analyze and project the anticipated revenues and
expenses for the book of business.

The typical property/casualty firm today is able to generate between a 15% to 25% pro
forma profit margin.  The value of an agency or book of business is then determined
using a multiplier to this pro forma profit.  The higher the risk for continued earnings, the
lower the multiplier.  Buyers today are typically paying between 4.5 to 6.5 times the pre-
tax pro forma profit to purchase a book of business.

A Final Thought
It is critical to understand that due diligence is an essential part of any well-executed
acquisition process. The process is not mysterious or unfathomable, although it may at
first seem confusing. Take the time and effort to properly analyze any acquisition both
financially and compatibility-wise.

The key is for buyers not to pay for their own risk in an acquisition.  Instead, use the
firm's profit to buy the book of business. Any amount paid to the seller above the profit
generated from their book comes out of the buyer’s pocket.  Structuring the purchase
price based on the profit earned from the book will assist the buyer in achieving a
positive cash flow much sooner.
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By working together, management and its advisors identify those valuation and due
diligence issues and processes that will improve the likelihood that the acquisition will
reach the desired goals of acquirer.
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