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The Synergy Limitation Paradox


Mergers and acquisitions have been the baby-boomer generation’s preferred mode of corporate growth. During this era, despite overwhelming evidence that most acquisitions destroy value for the acquiring firm’s shareholders (Porter, 1987; Sirower, 1994; 1997), substantial takeover premiums have been paid without question for well-established assets and known technologies – all in the name of growth. It would be useful to have better insights for coping with how best to capture synergies from acquisitions than simple truisms like “don’t pay too much” or “integrate effectively.”  Managers need a way to overcome the stalemate of not recouping the acquisition premiums they paid by understanding realistically how best to obtain post-acquisition synergies. Researchers need to understand the integration process in order to value acquisition synergies properly when evaluating the success of a firm’s corporate strategy.

A “failed” acquisition does not recover its costs. Whether the acquisition commanded a 2% premium or 100% premium, any “failed” acquisition suggests that too many resources were expended in time and money during the due diligence, negotiation, closing and subsequent integration processes. At a minimum, an acquiring firm must recoup the transaction’s costs during integration by removing redundant indirect costs from the infrastructure of the acquired business as it is combined with ongoing ones.
  If there is nothing more which an acquiring firm can offer to an acquired business unit than simply removing redundant infrastructure (the same activity which a passive conglomerate acquirer would do), then the acquired line of business is no better off than when it was independent or owned by another firm (although its former shareholders may be delighted to cash out of their ownership of it – especially if a premium was paid to them).
 The net value of the acquisition transaction (the firm’s transaction costs plus the value of acquisition premiums paid) may become a loss for the acquirer if its managers cannot quickly remove redundancies and improve the subsequently-combined firm’s cost structure. 
Acquisition Premiums


The stand-alone, value-creation capabilities of firms can be estimated using financial valuation techniques. Theory says that market prices have already captured the future impact of all operating improvements promised by extant management and have discounted their impact back to present value. Although acquiring-firm managers know that they should pay no more for their target than their internal analysis suggests a particular business is worth specifically to their firm, a custom has developed whereby acquisition prices gravitate around compara​bles at a given point in time and each high multiple paid pressures the next buyer to surpass it.
 Selling firms insist on this custom because the boards of target firms are threatened with lawsuits if they do not take actions to ensure getting the highest-possible purchase price from acquiring firms (Smith vs. Van Gorkam, 1985). But since boards of acquiring firms have not yet been sued for basing acquisition prices paid on the currently-popular multiple of cash flows (or EBITDA or another convenient, comparison method of computing the purchase price), they go along with this inflationary custom during the transaction process (and eat crow later).

Managers hate to leave money on the table in bidding and negotia​tions because overpay​ing implies that errors were made in valuation. Yet investment bankers can persuade astute manag​ers to pay premi​ums (above market price) when acquiring lines of business by using valuations that include estimates of future synergies that may never be realized. CEOs, Boards of Directors, and their investment advisors all assume that such acquisition premi​ums will pay for themselves through skillful management -- even under the worst industry conditions.  As market values rise in bull markets, there are few bargains.  Prices of stand-alone firms rise because expectations outpace realizable performance improvements.  Companies must run harder just to create the value that justifies their inflated market prices. In a bear market, expectations should fall and market prices of stand-alone firms should fall to reflect their lower value-creating potential. In a bear market, few premiums can be justified and since acquisition premiums place an extra burden on improving the performance of combined companies, it is odd to see that acquiring firms continue to pay them. 
Acquisition Synergies

Sirower (1994; 1997) concluded that the acquisition syner​gies available by combining firms are smaller than had been expected and difficult to achieve for any acquisition.  Given the time-value of money, manag​ers must deliver incremental syner​gies immedi​ately after acquisi​tion. Otherwise, they will fall ever more behind in being able to enjoy these syner​gies at all. Sirower (1994) noted that the realiza​tion of merger-based synergies is a greater organizational chal​lenge than had previously been recognized and that the premium paid is often a predictor of the amount of losses incurred for the acquirer's shareholders.

Acquisition synergy limitation paradox. Acquisition premiums pay target-firm shareholders for incre​mental performance improvements that do not exist unless the acquiring-firm's managers can devise ways to achieve them. These transfers of wealth (to acquired-firm shareholders) are in excess of all performance-maximizing operating improvements which the target-firm's managers had already commit​ted to make (and which the market has already factored into determining yesterday's stock price for the firm to be acquired). It may not seem fair that the acquired-firm’s shareholders are compensated for the one-time cost reductions that acquiring firms can achieve by eliminating overhead redundancies when they integrate target firms with ongoing operations; nevertheless custom gives this performance improvement to acquired-firm shareholders when acquisition premiums are paid (which is why premiums should be minimized).

The paradox is that, in paying acquisition premiums, acquiring firms are paying target firm shareholders for the benefits of synergies that have not yet been achieved. These premiums are similar to those that entrepreneurs want to be paid for value that could be realized in their companies -- if investors would only give them the resources needed to create that value. In brief, they want to be paid for the investors’ contributions. For substantial performance gains to occur when such payments are made, performance improvements must go far beyond what is already expected by combining the two stand-alone companies – to go beyond the expected improvements that have already been factored into their resulting market price. Such exceptional performance improvements occur rarely.

The synergy limitation paradox is a trap for firms that grow through acquisitions and cannot move beyond the one-off performance improvements associated with eliminating simple post-merger duplications. Acquiring-firm managers destroy shareholder wealth by paying acquisi​tion premiums that they cannot recover via synergies. Once it pays such premiums, an acquirer faces two performance problems: (1) achieving the stand-alone operating improvements that were already embedded in both firms’ respective stock-market prices and (2) restructuring ongoing operations to earn exceptional returns to recover the premiums paid to control the acquired firm after it has been integrated.  

Required performance improvements (RPIs). Sirower (1994, 1997) notes that since stock market prices of acquired firms have already captured their stand-alone value-creation capabilities, synergies may be thought of as the required performance improve​ments (RPIs) needed to justify the premi​ums paid over market prices. Something more is needed to pay for acquisition premiums and the higher the premi​um that was paid, the greater the required perfor​mance improve​ments which are needed immediately -- in the first year after acquisi​tion. Since valuation techniques discount incremental cash flows to their present value, perfor​mance improve​ments that are not achieved by the second year following acquisition are compound​ed, and again in the third year, and so forth exponentially over time and the value of the RPIs that must be captured to repay acquisition premiums keep increasing through compounding. 



The longer that managers wait to effect the required improve​ments, the lower the proba​bility that acquisition premiums will be justified through any combinatorial synergies that could have been realized (since the accumulated impact of required incremen​tal improve​ments grows very large over the ten-year time horizon if the compounding effect of realizing RPIs does not com​mence immediately).  Delaying the realization of incremental synergies from combining firms for a decade after paying a twenty-five percent acquisi​tion premium, for example, requires a 50% incre​men​tal improve​ment in performance beyond what the market has already anticipated in yesterday's prices.  (The required perfor​mance improve​ment soars to 225% where a fifty-percent acquisition premium has been paid and incremental synergies are not realized quickly enough to have a significant impact.)  Even paying zero acquisition premiums still requires realization of incre​men​tal improvements (beyond market-priced operating results) to cover transaction costs, especially where the market penalizes acquiring-firms' stock prices for wasting shareholder resources by doing transactions that it dislikes.

The synergy trap closes on managers of acquiring firms who pay acquisition premi​ums and procrastinate in achieving incremental synergies that were implicitly embedded in the acquisition price. The higher the premiums that are paid and the slower the incremental synergies are realized, the lower the probabili​ty of earning back the premiums paid out, especially where potential combinatorial synergies are non-existent, small or temporary.  Since managers tend to overestimate the value created by combining firm’s resources when they bid for firms, they are trapped on a treadmill of underperformance if they win the acquisition auction. 

To make reasonable bids when acquiring firms, managers must estimate which synergies that their firm can realistically attain have not yet been embedded in the target firm’s price.
 Their pre-merger due diligence must also anticipate the timing needed to capture the RPIs of any acquisition premiums that they may offer to acquired-firm’s shareholders (and discount the value of premiums offered accordingly). Some of the changes needed to integrate the combined firms effectively (without destroying the competitive advantages of ongoing operations) will take time to execute and this delay erodes the present value of those anticipated synergies.  
Combinatorial Synergies

Synergy is the increase in performance of the combined firm beyond what the two firms were already required or expected to accomplish as indepen​dent firms.  The synergies achieved by removing costs, sharing business-unit resources, and using the acquiring firm’s centrally-provided services are easier to estimate reliably than are the synergies facilitated by transferring technology, cross-fertilizing knowledge or entering new markets with the acquiring firm’s assistance. For this reason, managers are advised to ignore the value of potential revenue enhancement synergies when developing their bid and base the price they will offer to acquire the target firm on cost reductions instead (Eccles, Lanes & Wilson, 1999). 

One-time cost synergies. Although one-time resource rationalizations are sometimes called acquisition synergies, they are more properly called “one-time synergies.” Their ongoing impact on cost structures is actually limited to one fiscal year because redundancy elimination during post-merger integration does not change the combined firms’ business model; it does not modify which proportion of the value chain the firm provides to customers or affect their direct operating costs on an ongoing basis. One-time cost reductions can be gained by eliminating redundancies, e.g., duplicate personnel, financial, administrative, information-technology, or other infrastructural expenses, that exist within both acquiring and acquired firms. The net cost savings of closing redundant facilities and consolidating activities in remaining sites are also one-time synergies. One-time cost reductions can also arise from exploiting tax loopholes; the impact of one-time synergies typically passes through a firm’s income statement within a year and cannot be repeated. 

One-time per​for​mance improvements are not sustainable over time in contest​able markets; competitors can simply copy whatever advantage the acquiring firm has achieved by eliminating duplicate overhead and maintaining relative cost structure parity. (Sometimes even the cost savings from synergies that compound over time can be copied by competitors -- unless the acquiring firm makes inimitable changes to its value chain and business model.) If an acquisition transaction is amicable between buyer and seller, one-time cost reductions can be estimated from the target firm’s financial statements, accounting allocations and other information that is disclosed during the due diligence process. These reductions of redundancy are the easiest operating improvements that can be realized. 

Annually-repeating cost synergies. Combinatorial synergies that are realized by reducing operating costs can change the combined firm’s business model for germane lines of business in ways that affect annual attainment of incremental scale, scope, experience curve and sequence economies from operations. Although revenue enhancement synergies from enlarging the mix of products offered to extant (or new customers) are more arcane or ephemeral due to unknowable, future competitive conditions -- and acquisition premiums should not be based on them since their realization is even more uncertain than successful attainment of cost reductions (Eccles, et al, 1999) – the benefits of realizing such synergies benefit the acquiring firm annually. The synergies can be annually-occurring, incremental and organizational-learning benefits from integrating acquisitions that may be difficult to quantify. If such organizational learning allows the firm to change the competitive rules to make their strategy less contestable, organizational learning synergies could provide annual, incremental revenue and margin improvements.


Scale economies. Operating cost reductions arise from scale economies like combining purchases to volumes that command better prices from vendors. Sometimes purchasing can be done with other firms to qualify for quantity discounts, like various hospital buying plans for pharmaceuticals on their formulary lists. Pooling a particular stage of operations in one site to fill asset capacity more completely can provide scale economy savings to participants too. Waste Management (trash collection), SCI (in funeral homes), Metals USA (metals), and U.S. Office Products (wholesale office supplies) are examples of firms that grew through roll-up acquisitions with the intention of exploiting scale economies through improved capacity utilization of their facilities.  Since each of the firm’s lines of business individually load their facilities as efficiently as possible given their respective market shares, it may be possible to gain greater scale economies by combining certain activities of competitors in one facility -- if cooperation between them at that processing stage is possible. 


The value of cost-reduction synergies can be estimated relatively easily by considering the productivity of the combined firm’s assets and proportion of asset capacity that could be filled by integrating horizontally-related operations. Cost reductions are the type of combinatorial synergy that is typically embedded in valuations that justify acquisition premiums.  But since cost-reduction synergies are relatively easy to calculate, their value may already have been captured in the firm’s stock price before any premium is added. Cost reductions achieved by filling asset capacity across related lines of business are more difficult to estimate.


Scope economies. Combining some activities of a firm’s related lines of business potentially could reduce operating costs by creating scale economies from the shared use of the assets in question. For example, a contract drug manufacturer could improve its cost structure by acquiring additional product lines that can be synthesized using its idle production assets. Extant warehouses, delivery trucks and other elements of distribution channels could be utilized more fully by handling acquired-firm merchandise to create scope economies – provided that the combined product lines (and their customers) are similar enough for the shared resources in question to be suitable for use with the additional product lines without incurring excessive incremental costs by doing so. 

Sharing the acquiring firm’s centrally-provided services can provide scope economies in cases where its cost of capital, insurance, personnel benefits, information systems and other centralized services are lower than those of acquired firms. The acquired lines of business may enhance their competitiveness by using the parent-firm’s lower-cost infrastructure and resources. For example, members of General Electric’s corporate family use its credit rating to provide advantageous financing of large-ticket projects that they sell -- like locomotives, jet engines, electrical distribution systems, hydropower complexes, and turbines. GE’s financing capabilities are expansible and its increased financing needs gives GE even greater bargaining power in capital markets. The downside of enjoying such scope economies is the difficulty of obtaining high selling prices when the firm divests a particular line of business that participated in scope economy arrangements since it would then lose related cost advantages. For example, GE had difficulties in selling business units that no longer fit its strategic trajectory at robust prices because buyers feared that GE had already taken out all easy-to-remove operating costs, exploited scope economy savings and left nothing for acquiring firms to improve upon to recoup acquisition premiums. 


Experience-curve economies. The continual push to reduce unit costs may be seen in redesigned product configurations, improved work flow designs, modified logistical patterns, and other improvements suggested by workers’ experience with products. Experience-curve economies are reinforced by investments in better machines, improved physical capital, fully-automat​ed produc​tion facilities, better facility locations (or configurations), plant consoli​dations, and focused factory schemes, among others. Experience with a product may suggest prudent use of outsourcing arrangements, changes in distribution logistics, and superior ways to handle customer service, repairs and upgrades, as well. Experience-curve economies are fostered by well-designed information systems that exploit opportunities for communications with customers (both internal and external to the firm).

The best experience curve-economies are developed in-house and not shared with re-engineering consultants who typically transport best-practices ideas from one client to another (thereby reducing their uniqueness and increasing contestability). Examples exist of Best-Demonstrated-Practice sharing among cooperating (but not competing) firms for activities that they have learned to do especially well. Others (like Dow Chemical) develop technologies in-house that they keep secret by never licensing them to outsiders.

Economies of sequence.  Advantageous restructuring can reduce the cost of producing a good that passes through two or more in-house stages of a vertical chain because costs can be lower than the cost of producing the same goods in two or more vertically de-integrated companies.  Thoughtful integration of acquired-company assets with ongoing operations can enhance operating synergies among related businesses when their operations are restructured to fill efficient assets to full capacity while retiring less-efficient assets. In doing so, the acquiring firm may provide services that were previously purchased from outside vendors – thereby restructuring its value chain in a way that is difficult for many competitors to emulate. Even minor vertical integration changes can improve the proportion of value-added that remains with the firm. For example, the volume of related products handled when firms are combined may allow them to sell directly and eliminate the need to use more-costly business brokers to reach certain customers. Acquisitions in telecommunications, health care and financial services have reduced costs by restructuring their respective value chains to realize such scope economies. 
The impact of improved scale economies from pooling customers and vertical integration economies from selling with a common sales force and in-house distribution channels yields the type of operating improvement that is more difficult to estimate than simple cost reductions; it also carries greater execution risk. Because the value of intermediate processing steps is very limited to non-integrated outsiders -- perhaps because the necessary knowledge to bypass them is highly specific to the business under consideration -- the effects of failure can be exacerbated along the acquiring firm’s chain of activities. For example, Coca-Cola’s proposal to acquire its large, independent bottlers represented a major change in the strategy that Coca-Cola had pursued for decades and paralleled PepsiCo’s recent acquisition of its two largest independent bottlers. For Coca-Cola, anchor bottlers had worked well during the decades when consumers were drinking large volumes of cola, but their interests diverged as Coca-Cola adapted to consumer preferences for drinking noncarbonated beverages. If Coca-Cola owned a major bottler, it gained the flexibility of using the most cost-effective distribution system -- delivering directly to stores or through warehouses (which are cheaper and preferable for products too small or not profitable enough to distribute cost effectively through the more expensive "direct store delivery (DSD)" system) – which a franchisee would not use. It chose to carry the risk of costly under-utilized, in-house distribution system assets for the good of its corporate family.

Cross-fertilization of innovation. The benefits of process improvements that improve cost structures by transferring best practices and knowhow from acquirer to target company (or vice versa) are difficult to institutionalize (and difficult to quantify). Although successful knowledge transfers may yield new practices or products that can be produced at lower cost or delivered to market faster, the NIH-type of impediments that must be overcome to combine technologies and personnel from merged companies may create costs that neutralize
 any combinatorial gains from cross fertilizing innovations and knowledge transfers unless acquiring firms promulgate management systems that overcome resistance to change. For example, corporate initiatives attributed to Newell Rubbermaid and Cooper Industries for sharing merchandising and manufacturing expertise, respectively, created organizational cultures that some defecting managers from acquired firms found stifling.


The balance between a manager’s freedom to guide their business unit’s growth and realization of synergies and the corporate office’s need to coordinate activities among related lines of business can create tensions.  In general, operating synergies must be orchestrated to make their benefits multiply over time and the design of managerial systems for enhancing creativity and cross-fertilizing important discoveries is a major managerial challenge when implementing corporate strategy. 

Revenue Enhancements

Synergies can be attained by sharing firm resources to increase revenues instead of reducing costs (which is treated in the previous section). Synergy benefits that exploit the firm’s unique and valuable resources to increase sales typically arise from (a) selling the acquired firm’s products to the acquiring firm’s extant customers (and vice versa), (b) broadening merchandized offerings by selling new or complementary products to them, or (c) leveraging market and technological insights to create broader and revitalized product offerings, enhanced distribution systems and other assets that exploit the combined firm’s new or strengthened resources to reach new customers. 

Arguably, knowledge of how to serve customers well is a more enduring resource than technological assets are. If the target firm is known to possess resources that convey such competitive advantages, the value-creating potential attributed to those revenue-generating resources is typically incorporated into the acquisition price paid. But if an acquiring firm intends to enjoy revenue enhancement synergies by allowing the target firm to enjoy access to its unique and valuable revenue-generating resources, the acquiring firm must guard against giving away the value of those benefits which only it can provide
 -- especially because revenue enhancement synergies typically require expenditures to re-configure the firm’s management systems to exploit their full potential; briefly there is an execution risk in not recovering these incremental outlays that should not be exacerbated by giving away a portion of these benefits to target-firm shareholders. 

Contestability risks
 are reduced when corporate resources can be shared to serve customers across multiple markets. For example, the Walt Disney Company exploits its animation resources in diverse media forms, theme parks, and consumer products (apparel, toys, books and other icon-bearing merchandise) to reduce the impact of downturns in one line of business. Disney’s realization of revenue-enhancement synergies depends upon cross promotion of its brands and icons, adaptation of its most-popular products to new media forms, close collaboration between customer-facing divisions and careful selectivity in its creative innovations. Disney’s acquisition of different types of creative studios reflects the reality that some customers seek edgier fare than products in the synergy core can provide.
More products sold to extant customers. Revenues can be increased when the products of the target firm are successfully introduced to the existing customers of the acquiring firm (or vice versa), as typically occurs when a brand that was previously sold locally or regionally gains access to national or international distribution channels during the integration process. There will be an associated roll-out cost in converting the acquired, local brand to national or international status. Access to wider distribution is typically accompanied by organizational-learning benefits that are obtained from insights that must be gathered concerning the wants and needs of previously-unserved customers. 

New products sold to extant customers. Revenues can be increased when the acquired firm brings additional or complementary products that can be easily sold with extant products to the acquiring-firm’s customers (or vice versa). Merchandising complementary products to extant customers provides them with convenience while also filling the integrated firm’s restructured distribution channels more fully (which can lower unit costs through scale economies attained from greater capacity utilization). There is execution risk in exploiting this source of revenue-enhancement synergy if the complementary products added for sale require investments in incremental assets that are too different from other products that are sold to the integrated firm’s customers or if the firm’s management systems are inadequate to extract all potential benefits.
Access to new markets. Revenue-enhancement synergies may arise from selling to customers who were not previously served by any part of the newly-integrated firm – particularly where the new markets to be served are a geographic or product diversification away from the firm’s extant portfolio of products. Such revenue enhancements typically arise when successes in selling a particular product line in a new market encourage the firm to invest in broadening the array of products offered to the new customers. There is execution risk in reaching out to new markets unsuccessfully that may harm the integrated firm’s reputation as a vendor.

Attainment of synergies by extending sales to previously-unfamiliar customers (who buy products in unfamiliar geographies – perhaps through unfamiliar distribution channels) assumes that the acquiring-firm’s past track record as vendor to its satisfied customers qualifies its new wares in cases where the acquired-firm previously may have been unable (or did not try) to sell its products to the new customers when it was independent of its new corporate family. Valuing the impact of the acquiring-firm’s superior market access on increased revenues is difficult without also valuing the competitive superiority of the acquired-firm’s products. For example, Cisco Systems is limited in the extent to which it can migrate customers to products without demonstrating palpable performance enhancements in the new technologies that it offers. Incremental market extensions – such as home delivery of cable entertainment as well as Internet access – risk contamination of Cisco’s reputation and accumulated goodwill if service problems occur.
Unforeseen Synergies 

Unfamiliarity with the intricacies of target-firm operations may yield valuable but unexpected cost reductions or access to new customers that were probably not incorporated in the target firm’s acquisition price. For example, personnel within the target firm may possess technological knowledge that was never used (such U.S. West’s engineers who made DSL services self-provisioning to residential customers and made VPN services operate profitably when acquired by Qwest). Lucky acquiring firms who stumble upon such synergies do so despite poor due diligence processes and cloudy strategic thinking.
Negative Synergies

The pursuit of incontestable corporate advantage sometimes backfires, as when managerial systems encourage excessive corporate interventions that sap the innovation of affected business units as well as their natural motivation to cooperate with sister business units.  The realization of negative synergies actually makes it easier for competitors to contest a firm’s lines of business along their value chains because of internal distractions as business units of the integrated firm feud with corporate staff.
Summary – Incremental Synergy Limitations


In summary the value paid in acquisition premiums may be premised on advantages that can only be realized by combining the resources of the two firms. In addition to overpaying through acquisition premiums paid, the other part of the synergy limitation paradox is that the performance improvements remaining to repay RPIs may have a limited lifespan before competitors capture comparable performance advantages by making similar acquisitions. 
Escaping the Paradox


Since simple perfor​mance improvements from rationaliz​ing combined assets are small and one-time efficiencies with no subsequent leveraging effect (Porter, 1987), attaining corporate advantage through acquisitions requires the firm to restructure its internal value chain of intrafirm transactions to create advantages that cannot be easily copied.  Moreover, since the nature of competition in each market evolves over time (D’Aveni, 1994), a multi-business firm must improve upon its family’s sources of advantage over time as well.
Competitive advantages must evolve

Corporate advantages must evolve    sharing core [corporate] competencies 

Must restructure value chain to make advantage that cannot be copied

Need an encore to keep moving evolution of industry (moving target)

Communication advantages attained from coordination and intelligence-sharing up and down the value chain of operations allow cooperating lines of business to exploit vertical integration economies for the welfare of their corporate family. 

It must be parent firm contributions that make a difference if competitive advantages are contestable.

If proposed changes in strategy (from cost-cutting measures all the way up to ways of gaining people-based advantages) are easily contestable by competitors, there will be no synergies.  If the integration process causes strategic or resource inflexibility -- making the moves of competitors difficult to contest -- there will be no synergies.  But the longer the acquiring firm delays the integration process, the more time competitors have to assess what insurmountable strategic combination of resources the merged organization hopes to launch and thwart its efforts.

Benefits of sharing resources are overestimated because they can be imitated

-- but only when circumstances are right and corporate controls are appropriate. 

More enduring synergies are gained when integrating acquisitions to change utilization of a business unit’s competitive resources or the firm’s extant corporate resources.  

Even where corporate family-member business units have no supplier-buyer relationships among them, similarities in the success requirements of competing within their respective marketplaces determine the business units’ relatedness to each other. Closely-related business units frequently use common resources provided by their corporate family to enhance their respective competitiveness. Although each respective business unit possesses its own set of unique, competitive resources that create competitive advantage in its respective marketplace, access to the corporate resources that become available through membership in a superior corporate family may give the business unit an inimitable corporate advantage that competitors from inferior corporate families cannot match.  

One-time cost reductions will not provide the necessary com​pounding effect needed to leverage synergies over time. Only the timely juxtaposition of resources in a seamless and problem-free partnership will provide the necessary momentum to win competitively while preserving shareholder value.

If competitive advantage is difficult to sustain, it follows that potential synergies will also be limited because the ability to create incremental syner​gies by merging organizations depends on whether their performance improve​ments are contestable:
 whether acquirers can further limit competitors' ability to contest their (or the target firm's) current input (or output) markets and/or open new markets (and/or encroach on their competi​tors' markets) in ways where competitors cannot respond to their incursions.
  Since it is becoming hard to sustain competitive advantages (or decrease vulnerabilities) in hypercom​petitive markets, managers must be more and more effective just to keep their firm's historic place uncontest​ed.
  
Although combining vertically-related operations (or otherwise engag​ing competi​tors in ways that were not previously possible) offers potential performance improve​ments,
 such arrange​ments assume that each respective stage of activity all along the value-creating chain of activities maintains (or improves) its relative competitiveness over time.  The synergies needed to justify acquisition premiums can be achieved only by preventing competitors from winning along the value chain -- at every stage of value creation.
  To do so organiza​tions must become moving targets, energized by a continuing stream of insights regarding how value can be created for customers by combining ongoing operations and folding acquired operations into a unique organizational infra​structure.
  Internal campaigns must occur to transfer learning from "best-practices" along the value chain across the merged organi​zations.


Timing is crucial in capturing incremental performance improvements.  If the one-time savings of eliminating redundancies can be achieved immedi​ately, their value will be higher because little time-discount affects them; if managers procrastinate, their value in repaying premiums is diluted.  Similarly the benefit of continuing performance improvements achievable by adding acquired-firm businesses to their own is weakened if acquiring firms must waste time creating new organizational infrastructures for capturing heretofore impossi​ble synergies.


Acquiring-firms' competitive positions may even be harmed if ongoing businesses atrophy while managers are integrating their acquisitions, especially when resources are moved from ongoing businesses over to new ones.
  Com​petitors often attack unguarded parts of a firm when they expect manage​ment to be distracted by the task of creating synergies.
  They press to exploit any possible advantage when they expect defenses to be low, as in the example of Proctor & Gamble's Pampers® disposable diapers which were left unprotect​ed until it was too late.

it depends on what corporate resources a particular acquiring firm can muster to buy, integrate and improve the competitiveness of the line of business that it acquires.


It will not be enough to combine parallel organiza​tions, fill out each other's respective product lines, or change other resource relationships to realize the aforemen​tioned required perfor​mance improvements.  Successful firms must also implement changes which anticipate improved ways of attain​ing competitive advantage before their extant advantages are depleted.  The likeli​hood of attaining required synergies decreases where environ​ments are becom​ing hypercompeti​tive and managers cannot keep up the momentum in realizing needed performance improvements.
  Unless organizations can climb from advantage to advantage by raising the competitive ante along the value chain, they will be left behind.

Operating synergies

Cumulative Potential Synergies

It is difficult to surpass oneself continually. Firms that do so must draw upon their critical skills and deep customer knowledge to combine organiza​tions in ways that limit competi​tors' abilities to respond.  They must assault the marketplace with repeated waves of operating innovations to stay ahead because few sources of competitive advantage are enduring.  Easy international flows of information make competitive imitation inevitable, and timing advan​tages based on proprietary information are increasingly short-lived.  Managers in search of synergies must be agile in their gameplan for creating value-added because cost advantages vested in factors of produc​tion alone are increasingly short-lived.  Having no advantag​es except the lowest unit-costs is no longer a guarantee of prosperity.  Something more is needed to serve customers effectively over time.  In hypercompeti​tion, every firm must have something prepared as an "encore" -- an additional turn of the thumb​screws.


Although their first concern is with achieving positive cash flows from ongoing operations (as discounted by market prices), managers need a scheme for quickly exploiting the full potential of combined businesses.  Otherwise their businesses cannot reach the higher competitive peaks needed to generate the synergies that justify acquisitions.  The ability to contest particular prod​uct-markets is driven by the firm's improvements in competitiveness in handling preceding value-chain stages; a multi-stage campaign for performance improve​ments on all dimensions is required -- internally as well as externally.  Building a system for exploiting cumulative sources of performance improve​ments is important because synergies often build upon each other in well-integrated acquisition strategies.

Fleeting Sources of Competitive Advantage

Because the sources of competi​tive advantage in a contested product-market are constantly evolv​ing, managers must anticipate where the next increment of improvement can be won.  A nine-step progression is proposed herein to illustrate how competency in certain value-chain activities provides a bridge to additional competitive advantages and to guide firms in their quest to capture these synergies by serving customers well.  


Although the specifics of deep knowledge germane to a particular line of business may differ from industry to industry, every firm thrives when its customers are satisfied. The key to creating incremental performance improve​ments is in changing the organiza​tion's priori​ties and focus to facilitate the development of those skills and knowledge needed build on past achievements of com​petitive advantage.  Firms must master many sources of advan​tage to sustain their value-creating capabili​ties and some sources of advan​tage become more impor​tant than others as competitive conditions evolve. 


Managers earn required performance improve​ments (synergies) through the skillful use of internal strategic alliances that leverage organizational experiences.
  When firms successfully combine merged organizations' deep knowledge and competitive advan​tages, they develop hybrid competencies and resources to win the incre​mental synergies of their accumulated experiences.  As is explained in the synergy limitation framework, organiza​tional ideologies and resources represent a competi​tive advan​tage that is harder to emulate than any one source of advantage alone.  More​over, since organiza​tional experi​ence has integrated the learning obtained by progressing through several fleeting sources of advantage, compe​tency resides in the organization rather than in individuals who may be separated from the firm.  It becomes hard for defect​ing personnel to replicate these synergies because the ways in which members of the team have devised to work together reinforce the realization of them.  


Each level in the ladder of competitive advantage (shown as Figure 3) builds upon mastery of the skills preced​ing it and is a necessary founda​tion for further progress.  Because competi​tive advantage is itself a constant​ly-moving target, operationalization of firms' incremental synergies will evolve over time.  To accomplish these required performance improvements, managers must devise ways to move their firms through the mastery of many competen​cies while keeping up with competi​tors.  Otherwise incremen​tal synergies will be limited and realized too late.


Moreover, while acquiring firms are moving their organizational capabilities up the ladder of advantage, they face the challenge of also guiding the target firm's organization through the same process of capability enhance​ment. Where target firms have overtaken them in the quest for a particular advantage, acquiring-firm managers have an obligation to learn from them to accelerate the process of assimilation and harmonization so that combined organiza​tions can climb the remaining rungs of the advantage ladder together.

Climbing the Ladder of Competitive Advantage: The "Low Hanging Fruit"

The flight of competitive advantage (and pursuit of ephemeral syner​gies) parallels the evolution of local infra​structures in countries of diverse economic development where interna​tional manag​ers must arbitrage between the use of respective resource bases to keep up with competi​tion and grow as an integrated organiza​tion.
  The diffusion and imitation of multinational manageri​al practices can exacerbate the speed with which firms must innovate to keep abreast of competition since diverse viewpoints are continually adding to accumulated knowledge.  Managers must take steps to replen​ish and sustain their organiza​tions' sources of competi​tive advan​tage -- even as the sources of competi​tive advantage evolve from country to country.  


As markets evolve (as in Figure 3), the basis for competitive advan​tage often evolves from (1) wage rates to (2) market share to (3) productiv​ity improvements to (4) location to (5) innovation to (6) quality to (7) variety to (8) time to (9) people, among other bases.  Like synergies, the capabilities needed to adapt to competition are often multiplicative because higher-level (customer-oriented) sources of advan​tage build upon mastery of fundamental (internally-orient​ed) advantages.  Organiza​tional experience is leveraged off a solid base.


Labor costs.  In Figure 3, managers may seek synergies by providing target firms with access to cheap labor which newly-acquired business units had not previously tapped (or vice versa).  Newly-industrializing economies typically offer the advantage of lower unit costs (within labor-intensive processes) because local wages are low.  For tasks that cannot be automat​ed, low-wage nations offer the traditional source of competitive advantage that trade theory calls "compar​ative advantage."  Frequently firms hire "cheap fingers" without "smart heads" when exploiting this source of advan​tage.  Consequently the inex​pensive labor force is not a very flexible one because their lower educational level makes them unsuited to cope with non-routine tasks effectively. 


Unfortunately, competi​tive advantages based on low wages are inher​ently unsta​ble for several reasons.  First, low education levels and work habit assimila​tion rates may create a laxness that wastes the abundant resource, as where tungsten filaments are replaced in burnt-out light bulbs because labor is cheap, but light bulbs are scarce. Second, job creation raises living stan​dards.  Employ​ment generates local purchas​ing power which unleash​es pent-up local demand.  Wage increases raise consumption.  Over time, outputs ear​marked for export may be absorbed instead for local consump​tion. Consequently activi​ties dependent on low wages for advan​tage must often be moved to a new, different loca​tion.  The cycle of competitive advan​tage based on low-cost labor begins again in a new country and flourishes until local wage rates rise or ex​change rates undermine cost advantages.  Thus providing access to low labor costs alone is seldom sufficient basis for continuing synergies -- especially since this source of advantage is so easily replicated by competitors.


Even as labor content is engineered out of production processes and low-wage labor becomes an insignificant proportion of value-added, the theme of low unit costs remains an important foundation for leveraging the other sources of advantage.  As will be seen with the other three internally-oriented steps up the ladder of advantage, most merger integrations are driven by these easily-replicated (hence not sustainable) sources of improvement. The market values such strategies at par (at their cost) rather than at a premium.  It will be necessary to change the role of labor costs in the value-creation process in order to capture necessary synergies.


Market share.  Another seemingly-easy source of synergies arises from volume-driven strategies which rely upon scale economies.  When horizontally-related operations are integrated, the advantages of size are manifested in a larger market-share position which, in turn, provides market power (often taking the form of volume discounts and other scale- and experi​ence-curve advantag​es). Increased market share provides greater market scope by combining geographi​cally-proximate opera​tions or filling out product lines in the same channels of distribution. The advantages of scale can be leveraged through standard​ization around "best practices" for each value-adding step where require​ments can be shared. 


Although size, scale economies and market share are the bedrock of other sources of competitive advantage, there are some limitations to relying exclusively upon them.  Some customers prefer multiple sources of supply (or distribution) to retain relative bargaining power.  The logic of scale-economy advantages is also flawed because market share-based advantages underlie strate​gies that pre​sume custom​er homo​gene​ity.  


As the subsequent discussion of advantages based on managing "variety" will explain, customers are never fully satis​fied.  The more closely vendors satisfy customers' current specifica​tions and require​ments, the more customers are enabled to develop additional needs and even more precise (and individualized) specifications for vendors to satisfy.  Indulging consum​er choice exacerbates the speed with which market homogene​ity devolves to heteroge​neity. If demand​ing cus​tomers prevail and their diverse require​ments are in​dulged, the leverage of market share-based advantages is weakened and ability to provide infinite variety becomes more valuable.  As customer sophistication increases, scale-economy advantages are most applica​ble to value-adding tasks where standardization is possible.


Thus, although economies of scale are quite valuable where they can be exploited, acquir​ing firms must modify value-chain behavior to reap these potential synergies.  Specifically, buyer-supplier relationships must be adjusted to encompass more long-term partnerships while reducing opportunistic "spot-market" behavior in sourcing relation​ships.  Although advantages based on scale economies are important in creating synergies at some stages of the value chain, pursuit of market share alone is not enough to sustain competi​tive advantage in a hypercompetitive world.


Produc​tivity improvements.  In Figure 3, managers progress up the ladder of advantage -- trying to sustain cost-based advantages which may be enjoyed in a particular venue -- by making produc​tivity improve​ments.  Managers seek incremental synergies by trying to overcome the inefficient work habits that cheap-labor advantages have lulled their firms into; they invest in improved work designs, plant consoli​dations, improved physical capital, new machines and factory configura​tions, fully-automat​ed produc​tion facilities, and focused factory schemes, among others.  Firms could pursue productivity-improvement campaigns for logistics, customer service, or many other marketing-oriented activities as well.  Easy-to-hire re-engineering consultants will eagerly focus on ways to exploit scale econo​mies by consoli​dating all produc​tion of a particular model of a product in a firm's most cost-efficient facility, for example, by utilizing world​wide export platform schemes and making prudent use of selective out-sourcing ar​range​ments.  Such produc​tivity improve​ments are designed to sustain scale-based cost advantages while using resources more effectively and represent old knowledge which consul​tants re-sell from firm to firm.


Incremental synergies may be obtained when integrating acquisitions by embracing productivi​ty improvements that share the benefits of cost-saving investments across organiza​tions as well as along their shared value chains. Such campaigns could facilitate worldwide expansion of a brand name's market reach, for example, or enable more custom​ers to be served from particular sites by installing better information systems or communica​tions capabilities.  Common platforms for sharing costs (and benefits) across integrated organiza​tions could accelerate the acceptance of other forms of internal strategic alliances as well.


The ease with which productivity improvements can be replicated by competitors limits the sustainability of performance improvements achieved in this source of advantage. Because consultants readily transport best-practices ideas from one client to another, the strategies and systems they introduce are scarcely unique, even if they are engaged to attain some of the hard-to-achieve advantages (discussed below), such as post-merger integra​tion.


Although the continual improvement of productivity is an essential foundation for pursuing several of the higher-order sources of advantage, the success of produc​tivity-improve​ment investments is limited by infrastructure conditions which are fre​quently beyond the control of individual manag​ers -- especially where customers' needs become heteroge​neous and economic lot sizes shrink.  Synergies in post-industrial economies must evolve far beyond scale-economy and cost-structure bases of advantage.  To do this, firms' bases for competi​tive advantage must reside in organiza​tional innova​tions instead of easily-emulat​ed economic factors.  Realizing such synergies implies the combining of organizational capabilities at a faster pace than many managers have anticipated when bidding premiums for acquisi​tions.


Loca​tion.  As managers secure productivity improvements through capital invest​ments and organizational innovations, they often seek to combine these better practices with the benefits of geographic diversity -- particularly when integrating acquisitions that bring their own portfolios of geographic sites. But location-based advantages are among the shortest-lived bases for competi​tive advan​tage if their primary motivation is opportu​nistic. 


Countries that appeared attractive to firms on the lower rungs of the advantage ladder offered local resources that promoted export sales -- either a low-wage labor force or close proximity to other more attractive markets that facilitated selective outsourcing.  Little attempt was made to satisfy local customers in such environments unless they willingly accepted products with features designed for other markets.  Governments in such locations often "bought" such investment through programs of preferential tariffs, tax holi​days, access to favorable financ​ing, and other regional assistance. 


As firms master multiple dimensions of competitiveness, their priorities for valuing sites change. Increasing labor costs will erode the attractiveness of some locations as export platforms.  Changes in governmental policies will nullify the benefits of other short-sighted resource allocations.  Those sites in close proximity to large, attractive markets which can easily adapt practices originating elsewhere will best retain their potential attractiveness when local wages increase unit costs.  Such locations usually enjoy significantly different infra​struc​tural conditions than those that offered advantages based on "cheap fingers" that consumed homogeneous products alone.


The scientific and educational establishments in desirable international locations are excellent. Advanced suppliers can invest nearby because there are significant customers for their wares (creating further opportunities for produc​tivity improvements through de‑integra​tion of non-core value-adding activities). Government spending fosters commercial R&D advances and provides training and support for advanced research activities. The local workforce enjoys amicable relationships with employers. Even customers in such desirable locations are sophisticat​ed and demand​ing, pressing vendors to adopt the latest produc​tivity improvements and incorporate the latest features and styling into their offerings. 


Access to competitive infrastructures creates additional challenges that propel firms up the ladder of advantage because these favorable conditions will be wasted on firms which are not ready to harness them.  Synergies based on providing access to new markets for firms' extant product lines may be limited -- especially where customers in local markets have already evolved beyond needs which accept standard​ized product solutions.  The organiza​tional skills required to leverage interna​tional customer diversity are higher-level ones which require significant levels of coordination among operating units.

Up the Ladder of Advantage: The Hard Steps Are the High Ones

Because savvy competitors are most likely to contest firms' input or output markets during the period of chaos that follows a merger, acquisitions must be integrated while the quest for advantage is in motion within each organization. To ensure a strong foundation, opportunities for sharing the internally-oriented, performance-improv​ing sources of advantage should be exploited immediately (the so-called low-hanging fruit of acquisition integra​tion).


While the obvious sources of internal advantage -- low-cost inputs, scale econo​mies, re-engineering and location -- are being secured from an acquisition, acquiring-firm managers must also transform target firms from an internally-oriented focus on operations to a customer-oriented perspective that may redefine how to satisfy them better.  Synergies are achieved at this level of advantage by competing better for customer loyalties, by leveraging the already-strong brand name, for example, by placing it within an unassailable infrastruc​ture for making the brand's equity even more valuable to customers.  When a leading-brand product is bolstered by an organization that can deliver more along an increasing number of competitive dimensions, the brand's equity becomes even more powerful, as in the example of Lufkin® rules within Cooper Industries' "toolbox" strategy of merchandizing.


Innovation.  Figure 3 illustrates the hard-to-attain rungs on the advan​tage ladder; success along these dimensions is more difficult because it depends upon the organization's robustness in problem-solving. Successful innovation-based synergies go far beyond changing the basis for competition by modifying germane cost curves (scale and experience) along the value chain.  Competitive advan​tage attained through innovation is discontinuous; it gives firms "breathing space" until competi​tors try to re​spond, as well as a tempo​rary "image boost" (with respect to employees, investors, suppliers, customers, and competitors) until its impact is dulled by competitors' attempts to surpass them.  The more dimensions of innovative operating improvements a firm can implement simultaneously, the more heads on the hydra that competitors must vanquish.


Successful innovation strategies create a "new ball game" with new rules for win​ning -- often requiring new organizational skills and competencies in order to exploit the possibilities of new value-adding relationships. Continu​al-innovation advantages challenge managers with new ways of leveraging intellectual capital as well as new kinds of organiza​tional flexibility. Big pay-offs require firms to surpass extant products and processes in ways that are difficult for others to emulate.  Because successful innovations are often multi-faceted -- showing different advantageous facets to different constituencies, but disclosing the entire black-box system to no outsiders -- they are more com​plex to unravel.


Innovation-based synergies between newly-combined organizations are often limited due to not-invented-here biases, cultural barriers, status concerns, and other organizational baggage that must be unpacked and sorted out before progress can be made.  Breaking with old ways of thinking about the product is difficult enough to realize when managing the ongoing organization's changing perceptions of resource flexibility.  Pecking-order changes -- as would occur by moving from a production-oriented to customer-driven firm -- become traumatic when the value of organizational capital is diluted by adding newcomers without addressing their fates.  Because delay is the enemy of synergies that are easy to replicate, managers must prevent fear from sapping organizational innovation.


Quality.  The ability to produce a product that unfailing​ly satisfies customer's expectations is a capability that provides strong competi​tive advantage, especially in markets where demanding customers reward vendor consistency.  Post-industrial econo​mies are especial​ly likely to value quality in vendors because of consumers' higher aspira​tions.  Eventually, providing "cheap and abundant goods" in a consu​merist society is not enough; products must also be extremely well-made to be successful.


Since high quality is already a ticket for admission to serving sophisti​cated customers (and the market has already priced this capability), synergies based on quality redefine what customers consider quality to be in all dimen​sions of their transaction.  Strategies that emphasize quality-based advantage reduce customer risk while lowering production costs (fewer mistakes mean fewer re-works mean less waste means lower unit costs and faster cycle times).
  Quality may not be free within firms that master quality-based sources of advantage, but it does carry its share of incremental expenses.


Although the development of quality-based advantage is a potent organizational competency, incremental synergies based on quality may be limited by organizational resistance to its imple​menta​tion (particularly where friction arises when implementing best practices as standards across respective organizations).  Innovation-based advantages are placed on a lower rung than quality-based advantages in the ladder diagram because whereas early itera​tions of the former often come to market as entrepreneurial conversa​tions with key customers in prototype form, mass-marketed versions of the latter require greater organiza​tional conformi​ty regarding practices to be embraced. Reach​ing organiza​tional consensus is the more daunting managerial task.


Variety (Service).  Variety is the service of increasing value-added through customization. Taken to extremes, it is providing an economic lot size of one, with all aspects of the transaction configured exactly how the customer prefers it. Doing so often means re-configuring the value chain to satisfy customer needs that a vendor previously neglected.  Because doing so may require skills that the acquiring firm lacked, successful integration of acquisi​tions has great potential for achieving synergies by opening new distribution channels, filling in product lines, utilizing new design processes and platforms, or supplementing other capabilities that enhance product differentiation. 


Variety-based advantage often stretches organizations to become system integra​tors rather than just make a product.  Embracing an enhanced business definition might lead a computing-hardware firm, for example, to offer applica​tions software, telecom​muni​cations processing knowhow, and other informa​tion system enhance​ments, as well as peripheral devices.  Variety-based advantages draw upon libraries of designs for customer use, maintain inventorying policies that permit firms to hold frequently-demanded items for rapid delivery to key customers, and facilitate the undertaking of other value-creating infrastructure activities which sophisti​cated and demanding customers are often all too willing to shed to competent outsiders.  To provide such service, firms' customization capabilities are frequent​ly support​ed by flexible factory schemes and manage​ment systems that are especially well-suited for coping with complex​i​ty.  Firms may venture into novel distribution channels or self-manufacture of inputs to serve customers more effectively.


Achieving variety-based synergies may be difficult where the rationale and logic of certain value-chain relationships has not been rigorously tested. Briefly, even though the tasks which customers wish to shed are frequently uneconom​ic for them (often because customers lack necessary compe​tencies), service-oriented firms sometimes undertake these discarded tasks -- even on a loss-leader basis -- to maintain goodwill in relationships with key customers.  The premises motivating such subsidization should be tested frequently -- especially when combining merged organizations.  Guided by customer consensus, opportuni​ties should be exploited to standardize modules of the product offering (to exploit scale economies) while focussing value-adding resources on tasks which really matter to custom​ers.  Otherwise organizations could become mired down in supporting too many variations that carry too little of the costs of variety.


Time.  After tailoring transactions to suit sophisticat​ed and demanding customers' preferences, firms must increase the competitive ante by doing it faster and better. Time-based advantage minimizes response time for serving customers (by eliminat​ing delays and errors, minimizing cycle times, anticipat​ing customer needs, and responding quickly to customer com​plaints). Speed allows organizations to counter to competitors' innova​tions before they can have significant market impact.  Time-based advantage often relies heavily upon value-chain strengths (in suppliers or distributors) to share the adminis​tra​tive complexi​ties of competing on speed.


Time-based advantage requires great organizational flexibility; yet variety-based advantage often relies upon complicated configu​rations and coordina​tions of organiza​tional activities to serve customers well. Balancing these considerations requires much fine-tuning.  Because successful implemen​ta​tion of time-based advan​tage often requires quasi-integration investments (or high levels of disclosure among members of value-adding team), physical proxim​ity to members of the firm's value-creating system, and high levels of resource flexibility, it is difficult to enjoy flexible sourcing arrangements that will shoulder such high resource risks without premium pricing for the free​dom to cease production or vastly reconfigure it. 


Time-based advantage depends heavily on organizational goodwill to shoulder the value-chain inequities of balancing simplicity and speed with specialized service. Newly-merged organizations lack the informal linkages that facilitate such trade-offs, thus making time-based synergies an extremely limited source of performance improvements.


People.   The pinnacle of the advantage ladder is the firm's people and the manage​ment systems they use to implement strategies.  People possess the necessary deep knowl​edge concern​ing how to satisfy customers as well as the administrative dexterity to balance the demands of variety-, timeliness- and quality-based sources of advantage while leveraging gains made on lower rungs of the ladder.  Managers cultivate their human resources because the only sure source of lasting competi​tive advantage is knowledge; they orches​trate shared challenges to ensure that competency resides in organizational experience rather than individuals.  Thus the systems and decision-making processes used to drive the firm up the lower-level rungs are among the most difficult-to-imitate sources of competi​tive advantage and managers must invest in the corporate universities and learning opportunities that renew and strength​en their knowledge systems.


Because people-based advantage relies upon their personnel's self-confidence and intellectual self assurance to "do the right thing" in serving customers well, firms support it by appropri​ate recruit​ment and promotion policies, em​powering job descriptions, and galvanizing organizational values, as well as organization structures that foster horizon​tal communi​ca​tion flows and intra-firm coopera​tion.  The urgency to manage human resources effec​tively (a long-gestation payoff affecting future strategic flexibility) finally reaches parity with the urgency to manage the providers of capital successful​ly. 


Successful management of people-based advan​tage requires a balanced scheme of recognition and sharing.  Heros need an audience to inspire them to surpass previous successes; heroic efforts deserve overt recognition. All systems that govern day-to-day activities must reinforce the firm's ideology while lauding heros who excel at satisfying customers; all aspects of manage​ment systems must send consistent messages concerning the importance of simultaneously securing future viability while earning a profit.


The critically-skilled knowledge workers who provide people-based advantage leverage the intellectual capital they create through the reinforcing mechanisms of teamwork and other organizational supports of their efforts. Because the skills that constitute a firm's people-based advantage often reside in trained and creative individuals who share their knowledge when working with others, such individuals should not be trapped by business unit autarky.  Their skills must be sharpened by exposure to new applica​tions of their knowledge and interactions with new team members who bring provoca​tive questions and insights to problem-solving.  If the integration of merged organizations can promote this outcome, synergies may yet be achieved.


But as the synergy limitation analysis has shown, acquiring firms must get operat​ing improve​ments immediately.
  It is often difficult to change the values and cultures of target compa​nies (or learn effectively from acquired compa​nies in order to change acquirers) fast enough to show necessary results.
  The operating synergies sketched in the competitive advantage ladder frame​work of Figure 3 require time in order for people to learn how to work together advantageously.  The realization of incremental synergies is a cultural problem in which organiza​tions must learn to work together for mutual benefit if synergies are to be achieved. 


Smart acquisitions can show results faster than growth through internal diversifica​tion (where there is no premium to justify).  Where pre-merger preparations have been effective, smart acquisitions can outperform strategic alliances undertaken to achieve similar purposes.  That is because the difficul​ties we have illustrated in quickly achieving mutually-beneficial alliances best lend themselves to starting with low-hanging fruit or going slowly at the start where non-contestable advantages are sought.  But procrastination is fatal in hypercompet​itive environments; merged organizations must swiftly progress up the ladder of advantage and fortify the organiza​tional and value-chain founda​tions which facilitate attainment of higher-level synergies.


The premiums that acquiring-firm managers pay above market prices are not correlated with the magnitude of potential synergies realized by combining com​panies.  Successful progression up the nine-rung ladder of advantage which yields operating synergies requires business units to share resources, information, personnel, customers, and ideologies in ways that make the likeli​hood of achieving incremental synergies quite limited.  The organizational experience needed to achieve most higher-level advantages is particular and idiosyncratic to the acquiring firm; synergies along the lower-level rungs of advantage are small because such performance improvements are easily contested by competitors (who do not stand still while acquiring firms assimilate their purchases).


Since firms' individual stock prices have already captured the market's evaluation of industry outlooks and impact of competi​tive evolution before the merger was consum​mat​ed, managers must improve on market expectations by moving their organiza​tions' capabili​ties to new heights.  The resulting, com​bined firm must somehow leverage the impact of the logical progression of performance im​prove​ments which competi​tion forces organiza​tions to embrace.  Moreover, performance improvements must be captured all along the value chain in ways that necessitate information-sharing behaviors inimical to entrepreneurial firms.


The quest for required performance improvements is not limited to the integration of horizontally-related merged organizations.  Target firms which possess deep knowledge concerning customer satisfaction and have attained competitive advantage are doing some​thing right.  Managers within acquiring firms must candidly compare practices along each firm's respective value chain to import and disseminate the best for all to employ. Candidates for cross-company sharing should be identified while the merger financing is underway to hit the deck running once the contracts are signed.  Otherwise few incre​mental synergies will be achieved in the first year, competitors will have a significant opening to foil attempts to improve competitive advantage, and acquisition premiums will not be recovered.


Note that this analysis of required performance improvements has said nothing about negative synergies. These would occur when the acquiring firms' efforts to merge organiza​tions actually make it easier for competitors to contest their businesses along the value chain.  This outcome is particularly likely where acquiring firms do not realize large enough (and continuing) synergies immediately (thereby falling hopelessly behind in earning back acquisition premiums) while the publicity surrounding the acquisition serves notice to competitors that the acquiring firm expects to become a better competitor shortly (to use gains in competitive advantage to pay for acquisition premiums).  Assuredly, competitors will try to go all out to keep that scenario from occurring!

Corporate strategy and operating synergies. PRIVATE 
Among large firms, growth via acquisition is favored over organic growth because it yields faster marketplace results and reduces the risk of successful product introductions. Companies with related diversification strategies expand their product lines via small “add-on” or “tuck-in” acquisitions that can be mainstreamed into the operations of ongoing, related business units to share valuable resources. 


Firms diversify in this way to add related products, markets, technologies or geographies to their corporate family that could benefit from their respective corporate support to its members. Their related diversification strategies seek operating synergies as a way to improve business models and enhance revenues that would be attainable by internal cooperation among the firms’ ongoing lines of business. 


Revisiting the Synergy Limitation Paradox

Now consider how trapped managers would be if (as our results indicate) there were no Figure 2 depicts simulation results which calculated breakeven points for recovering acquisi​tion premi​ums.
 It indicates that acquiring firms which paid fifty-percent premi​ums must realize their required synergies within two years or suffer losses.  Firms paying twenty-five percent premi​ums must realize their required perfor​mance improvements within five years.  These are steep objectives to attain where there are few incremental synergies for manag​ers to capture beyond those indicated by market prices and premiums are not correlated with perfor​mance improvements!


Three conclusions can be drawn from the simulation analysis.  First, managers cannot afford to delay in making changes to capture incremental synergies which may be available after deals are closed.  Second, managers are unlikely to achieve required perfor​mance improvement levels only by picking "low-hanging fruit" initially; big changes must be undertaken imme​di​ately to enjoy the necessary timing advantages.  (Delays and under​achieve​ment compound the size of required synergies that must be reached in subse​quent years to sustain shareholder value.  Procrastination reduces the likeli​hood of finding unexploited sources of advantage which provide synergies.)  Finally, since the market expects every thriving company to create value by mastering the technical knowledge of how to satisfy its customers and possessing the deep-seated, intraor​ganization​al expertise and capabilities needed to deliver value to them, performance improvements beyond market prices call for inimitable ways of combining organization​al resources to achieve competi​tive advantage.  Since cash flows from required performance improvements must make an impact quickly, the infrastructure for realizing potential synergies must be in place and effective before the merger is even contemplated.


Yesterday's news. Managers fall into the synergy trap when they do not under​stand that an acquisi​tion target's share price has already captured the market's expecta​tions regarding the firm's performance gains.  If market value already reflects expected perfor​mance improvements from implementing ongoing strategic plans, those gains are not a synergy to acquiring firms.


Beauty is in the eye of the beholder. Managers fall into the synergy trap when they fail to understand that the asset quality tests most investment advisors perform as part of their due diligence do not reflect what is most important in justifying acquisition premi​ums.  Savvy managers value potential acquisitions strictly in terms of their unique value to the acquiring firm's situation.  If their corporate culture requires that operating changes be made through smooth transitions, managers cannot afford to pay too much for an acquisition.  If the acquiring firm's organizational capabilities and asset positions prevent it from realizing big performance improvements immediately, our results show that acquisition premiums cannot be justified.


Build an unassailable fortress on a strong base. Managers fall into the synergy trap when they do not recognize that the required performance improvements which justify acquisition premi​ums must make it more difficult for competitors to retaliate by copying actions which the combined firms can undertake. In order to build that level of non-contest​able advantage, acquiring firms must have done substantial infrastructure building beforehand in order to slot the acquired firm's operations into an ongoing system of superior capabili​ties and resources. A well-considered acquisition strategy is like a well-proportioned string of pearls.


If managers cannot cope with how to realize the synergies of higher-level (less contestable) competitive advantages, they do not have the where​withal needed to do acquisi​tions well.  This is what informed pre-merger planning is all about and is what separates synergistic mergers from those that waste resources.  The infrastructure and systems must be in place before the big deal is consummated and CEOs must not retire abruptly thereafter unless they have ensured that these acquisition-integration systems are effective.  Officers and Directors need to be realistically informed about both the magni​tude and timing of performance improve​ments available in a deal. They owe it to their firm's shareholders and other stakeholders to demand this information when evaluat​ing the urge to merge.
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� When JPMorganChase integrated Washington Mutual and Bear Stearns, personnel made redundant were removed from all three organizations; oftentimes an equal number of JPMorganChase personnel were laid off as were personnel from acquired firms. Redundancies included line personnel as well as the staff personnel that are most likely to be eliminated during an integration process.





� Some passive conglomerate acquirers (such as those considered in the Corporate Growth & Organizational Development course) have more efficient infrastructures than the redundant ones eliminated during the integration process associated with adding businesses to their corporate portfolios. 


� Investment bankers persuade acquiring firms to pay control premiums, index premiums and other justifications for paying a full price for an acquisition – even if the target firm is not that valuable to the acquirer – because bankers’ compensation may be based on the selling price that they ultimately evoke. The Boards of acquiring firms acquiesce in accepting investment bankers’ valuations because their firms’ managers did not (or cannot) estimate the incremental (or synergy) value of the acquisition in question for their specific firm.


� Those synergies are the difference between market expectations that are given away in acquisition premiums paid and the greater amount that can be attained through effective integration of the target firm’s operations with ongoing businesses. The amount represented by this information asymmetry (between the cost improvements that the market expects and the additional improvements that management can identify) shrinks over time as information obtained by analysts (and the media) who study the acquiring firm’s subsequent performance then apply their insights to valuing the anticipated synergies contained in the acquiring firm’s next transaction. 


� Sirower (1994) found no correlation between the premiums that acquiring-firm managers paid above market prices and the magnitude of potential synergies realized by combining companies. He interpreted these findings to indicate that combinatorial synergies were restricted -- perhaps due to the waning competitive advantage faced in contestable markets. This result would be particularly strong in roll-up acquisitions where two (or more) competitors are racing to build critical mass in a fragmented industry by acquiring stand-alone firms and bidding up acquisition prices. But if the benefits of their performance improvements are contestable (due to hypercompetitive behavior in their markets, low scale requirements, or other adverse structural traits), the scale economy advantages of combining asset capacity would not be sustainable and acquisition premiums paid would not be easily recovered (Baumol, Panzer & Willig, 1982). 





� See “negative synergies” which are discussed below.


� Some of the potential value created by combining firms may be contained in the acquisition premium paid – if the acquirer is giving away its benefits to target firm shareholders. 





� Contestability is the risk that competitors can simply copy a firm’s expenditures in order to negate the power of their relative competitive advantages in a particular market. 
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