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Introduction

Merger and acquisition (M&A) activity
continued to boom worldwide in 2006 - and
Australia was no exception. Global M&A activity
reached a record of US$3.8 trillion in announced deals,
an increase of 37.9% over the previous year’s volume.
Australian organisations announced deals worth over
$163.9 billion (USD), a 56.4% increase over 2005.1 A
rising stock market, the boom in private equity, and the
continuing pressure on CEOs to grow both revenue and
profits suggest that M&A activity will only increase in
2007 and for the foreseeable future.

Yet, despite these figures, M&A is hardly the sure-

fire winner that this surge in activity might suggest.
Mercer research shows that 48% of companies globally
had a total shareholder return (TSR) lower than their
industry average three years after a deal was done.
Similar findings have been reported by other studies:
an Accenture/EIU survey found that fewer than half of
respondents had captured hoped-for cost savings in a
merger, while barely half achieved their revenue goals.
While there is some evidence that success rates are
improving, and that active dealmakers achieve better
returns for shareholders than those who grow organically,
M&A, as currently practiced, remains a high-risk option
for many organisations.

Why the relatively high failure rates? Both observation
and experience suggest to us that while companies are
getting better at managing transactional issues such

as contract negotiations, financial structures, change
of control and asset management, it is the people and
culture issues that still provide the greatest challenge,
and are still cited most often as the underlying cause
of why companies cannot extract anticipated future
value. This is particularly relevant for service industries
where people are the major asset and the main source
of competitive advantage. Who can’t recall M&A deals
that started with great promise, only to fizzle when
key people walked out, relationships with important
customers soured, and productivity of employees

(of both target and acquirer) plummeted? Or, as one
CEO described in an interview for Mercer’s Australian
research: “In our last four deals, none was as successful
as expected.



In seeking to understand the factors that
distinguished successful deals, and in particular
the impact that management of people risks has
on transaction success, Mercer undertook a major
study of M&A in Australia. Sixty one organisations
participated, all of which are active deal-makers.
Mercer interviewed 20 CEOs or their nominated
delegates, and conducted an extensive online
questionnaire for HR leaders. Key findings of the
research completed late in 2006 included the
following:

m Revenue growth - not cost reduction — was the
most common expected source of deal value

m Understanding the value human capital brings
to the productive capacity of an enterprise is
becoming more important when pricing M&A
transactions

m Human capital risks in M&A are both the most
important for success and the most difficult
to manage

m Cross-border transactions require particular
attention

m M&A success will increasingly depend on the HR
capabilities an organisation can deploy before,
during and after the deal is made.

Attention to important human capital issues

is critical for transaction success. The sections
that follow provide a more detailed discussion

of Mercer’s key research findings, followed by
recommendations for how organisations can be
more effective in future mergers, acquisitions and
other business transactions.

M&A transaction outcomes

In spite of the importance to strategy, and investment of
significant financial resources and executive time, M&A
transaction results often fall short of expectations.

Exhibit 1 Assessment of M&A outcomes
Source Observed Acquisition Failure Rate

Mercer 48% of merged organisations had a
Management total shareholder return (TSR) that was

Consulting lower than their industry average three
years after deal consummation?

McKinsey 61% failed to earn cost of capital or
better on funds invested3

AT Kearney 58% had a lower TSR 24 months after
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months before*
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peers two years after deal close>

Accenture / Only about half of respondents
Economist believed their companies had achieved
Intelligence the expected revenue synergies, and
Unit just 45% affirmed that expected cost

synergies had been captured®

More recent research undertaken by Booz Allen suggests
‘there is no doubt that the success rate of mergers
has increased significantly’ and this is attributed to
organisations becoming more disciplined. Specifically, Booz
Allen cites three main reasons: more deals involve companies
merging in the same industry, boards and shareholders
insist on vetting merger implementation plans, and merging
companies do more planning of the integration process
well before a transaction closes.” McKinsey’s 2006 research
concludes that companies consistently adding value through
their acquisitions share some practices that may explain
their success. Namely, they balance acquisitions with organic
growth, leverage the entire organisation to drive the process
from start to finish and understand how they can use their
own strengths to create a competitive advantage.8
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Revenue growth is focus for deal value

Revenue growth — not cost reduction — was the
most common expected source of deal value.
Accordingly, companies are investing
most heavily in capabilities and customer
facing roles that will drive revenue growth.
Workforce strategy, targeted recruitment,
succession planning, development,

and aligning reward programs with
organisational goals are critical elements,
yet these are rarely considered pre-deal or
as strategic investments for the future.

Investments for revenue protection

and growth

Given the clear focus on revenue, it is critical that
organisations make investments to protect current
revenue and to grow it. In such a competitive market
for talent that the uncertainty around M&A activity
can result in employees with other options, including
key revenue generators, heading for the exits.
Organisations that are making investments expressly
to protect revenue said they are investing primarily
in employee retention. Communication to customer-
facing roles and customer-supporting roles is the next
most cited investment to protect revenue.

To grow revenue, organisations told us they are
making investments in establishing new roles;
putting new people with new skills into key roles;
training customer support staff; and realigning sales
incentive programs.

With hindsight, organisations that did not invest
reported that if they had it to do again they would
invest more to protect and grow revenue, particularly
in retention programs; training for customer-facing
roles; and sales incentive redesign.

Exhibit 2 Which roles drive revenue?
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Sales representatives are key to driving revenue in

all types of transactions, with general managers
becoming more important as the focus for deal
synergies shifts from cost reduction to revenue
growth. Sales representatives and sales managers, as
well as marketing managers and executives, become
more important in terms of driving revenue in cross-
border transactions, as compared with Australia-only
transactions. Customer service roles are seen as much
less significant in cross-border transactions compared
with Australia-only transactions.

Across all types of transactions, organisations
reported making investments in the people best
positioned to support or enhance customer
satisfaction: sales representatives, sales managers and
general managers (Exhibit 3).

Exhibit 3 Which roles drive customer satisfaction?

15 —

n= 46

i

Customer satisfaction driving roles

o

Number of times cited

v

[l Sales representatives [J Executives [ Marketing managers

[0 sales managers
[ sales executives

[ General managers

[ Customer service
centre operators
W Customer service
centre managers

[ Other
[ Product managers

Il Marketing executives




These results, however, don'’t tell the whole story. In
‘bolt-on’ transactions, organisations were less likely
to take actions to drive customer satisfaction. In
cross-border transactions, sales representatives, sales
managers and sales executives were seen to be more
significant drivers of customer satisfaction than in
Australia-only transactions. Also, product managers,
marketing managers and marketing executives were
seen to have a more significant impact in cross-border
than in Australia-only transactions. The only role seen
as more important in Australia-only transactions was
customer service centre manager.

One chief executive commented, ‘With regard to
customer satisfaction, I see an enormous link between
HR issues and achieving this. [More than once] we have
changed people because of customer reactions’.

How does HR impact on revenue?

In more than one-third of transactions reviewed

HR reported not being involved in any efforts

to drive customer satisfaction. In cases where

HR was involved, they most frequently worked
directly with general managers to redefine sales
compensation strategy to reflect customer satisfaction
measures, redefine workforce models, and improve
communication to employees about customer
satisfaction.

m HR was more likely to work with general managers
on these issues when the synergy focus was
revenue growth

m There was no appreciable difference in HR
involvement between cross-border and Australia-
only transactions

m [n transactions where integration rather than
‘bolting on’ was the focus, HR was more involved
in redefining sales compensation and increasing
communication to employees about customer
satisfaction.

It takes more cleverness to realise value when the
primary expected source of deal value is revenue
growth rather than cost reduction. When organisations
focus on revenue synergies, leaders must understand
what will drive future value and invest in these areas,
placing the right emphasis and resources on drivers of
revenue protection and growth.

These research results suggest that often HR is not
significantly involved in the people programs that
lead to revenue growth, even in the critical area of
incentive design. This is true outside of the deal-
making context as well, to the detriment of many
organisations in service industries. HR teams can
become so focused on managing payroll, benefit
programs and other routine operational concerns that
they do not engage in the strategic issues that support
revenue growth and profitability.

Timing and speed with which an organisation can
implement programs and operational plans to drive
revenue growth also is a factor for how quickly
people become productive. Anticipation of challenges,
effective planning and having the right resources
available will increase the chances of successfully
realising expected value from revenue growth.

Human resources link to revenue

The correlation between customer satisfaction and
organisation revenue (and profits) is both intuitively
clear and supported by abundant empirical research
undertaken by Mercer and others. Notable among
these is the service-profit chain work cited in the
Harvard Business Review in the early 1990s - few
studies have done so much to affirm the impact of
HR on the bottom line. This research traced a chain
of causation from its endpoint, revenue growth and
profitability, back through the many factors that

affect it: from customer satisfaction to employee
retention and productivity to employee satisfaction
to internal service quality. Service quality, the first
link in the chain, is supported almost entirely by
HR-related factors: workplace design, job design,
employee selection and development, and rewards
and recognition.

James L. Heskett, Thomas O. Jones, Gary W. Loveman, W. Earl Sasser,
Jr., and Leonard A. Schlesinger, “Putting the Service-Profit Chain to
Work”; Harvard Business Review, March-April 1994.




Human capital value

Understanding the value that human capital brings to
the productive capacity of an enterprise is becoming
more important when pricing M&A transactions. When
finance executives and their advisors are pricing

a deal, part of the consideration is the value of
intangible assets which can include brand value,
reputation, research and development, innovation and
organisational capability. Increasingly more emphasis
is being placed on intangibles, with their real value
being in the contribution made to the bottom line
result and the prospect that an acquirer can leverage
them for future profit.

With many of these intangibles it is the people
that make the difference. For instance does the
company have a strong service orientation or
culture? Is this reflected in how employees deliver
the brand promise? Are teams looking for new and
innovative ways to service customer needs? And
does the culture translate effectively into a strong
reputation in the market? Having a sound strategy
and negotiating the right price go only so far.
Maintaining and improving the productive capacity
of the workforce through clever implementation is
critical to transaction success.

What we mean by human capital

Human capital is the sum of the skills, experience,
knowledge and other attributes in the workforce
that can contribute to business success. Human
capital has both tangible financial and intangible
value (Exhibit 4). The tangible is measured by the
cost of payroll, benefits and programmes designed
to develop the workforce (which can be quantified
at any point in time); the intangible is the value
measured over time of the building of organisational
capability (skills, experience, knowledge, attitudes,
commitment and engagement).

Exhibit 4 Human capital value
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One way to think about your organisation’s human
capital strategy is to consider what is in place to
ensure that you are getting the best return (e.g.,
productivity, creativity, etc.) from the resources
you invest in people. Human capital strategy
includes both the organisational practices and the
workforce characteristics that drive outcomes.

Business leaders’ view of human capital
Two-thirds of HR leaders surveyed reported that
their business leaders view human capital assets,
on balance, as a source of value rather than a cost.

Also, the importance of human capital value in
pricing transactions is expected to increase, with
71% of respondents predicting that it will be very
or extremely important in two years’ time.

Exhibit 5 Importance of human capital in
determining deal price
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These findings mirror a Mercer study done jointly
with CFO magazine in the US in 2003, in which
45 percent of chief financial officers reported that
human capital is an important factor to consider
in the price of an acquisition. Fifty-nine percent
predicted that it would be very important in the
future. Twelve percent of CFOs surveyed said that
managing human capital during M&A was one

of the three most significant challenges for their
organisations.®



Human capital drivers of business
performance

Determining the value of intangibles, including
the value of human capital, is likely to require
more sophisticated approaches over time. But

it is important to keep the real issue in focus.
Once a deal has been done the real work is in
ensuring that the value of ‘intangibles’ (however
this is determined) becomes tangible and drives
future profit. One way to do this is by clearly
identifying the most important drivers of business
performance and investing in programs that
support these as a matter of priority.

Consider four basic categories of behavioural
drivers: personal, social, organisational and models.
Two of these are manageable in business change
processes and two, generally, are not. Recognising
this fundamental difference in behavioural

drivers is the first step in developing and

executing a practical approach to implementing

an organisation culture aligned with expected
business outcomes.

It is difficult, and perhaps inappropriate, for
organisations to attempt to change personal
and social drivers of behaviour. However, we
can and should aggressively manage model
and organisational drivers to impact business
performance.

Model drivers represent the behaviour of others,
whether peers, leaders, coaches or role models.
Behavioural models first and foremost must be the
leaders in an organisation, starting with the very
top leader.

Organisational drivers, both formal and informal,
include vision, values and work environment, along
with human capital drivers such as:

People — whom the organisation hires, develops
and retains

Processes - how work gets done

Management structure - how work and people
are organised

Information and knowledge - how information
is shared

Decision making - what decisions are made and
by whom

Rewards — how people are recognised for their
contributions

Exhibit 6
Planning integration to capture maximum value

Again, people are the key, and how organisations
deliberately identify and lead required changes
often will make the difference between success
and failure. Leading behaviour/cultural change is
implicit in successful integration.
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Executive insight
‘To capture the full value of human capital:

- Focus on integration, even through the due
diligence period

Get access to the people as early as you can
and, without fail, meet with everyone within
two to three weeks of completion

Put the right leaders into the right roles
right away

Get the culture right

Manage performance at a corporate level
and cascade this through.

People start to get it after two years; three to five
years out is when we know if we got it right.’




Managing human capital risk in transactions

Human capital risks in M&A are both the
most important for success and the most
difficult to manage. This has been true over
time, across national borders and whether
we ask chief executives or HR leaders. And
even experienced deal makers admit they
are not getting it right every time.

Importantly, price paid for a transaction assumes
the same or a greater level of productive capacity

of combined workforces after a deal as was the

case before the deal, and herein lies the risk. On
announcement the productive capacity of both
workforces typically drops as people speculate about
the future more than they focus on creating value

in the present. Value will continue to erode until
business leaders take deliberate steps to provide clear
direction and stability through strong leadership,
communicate effectively and consistently, reinforce
behaviour that shapes the desired culture, and drive
required changes throughout the organisation.

Approaches to managing risk

Every M&A transaction involves risk - to shareholder
value, employee relationships, customer relationships
and operational effectiveness, to name a few.
Managing risk is a major focus for deal teams, on both
financial and non-financial dimensions.

More than 68% of organisations in this study reported
using formal processes for managing M&A risk (i.e.
taking a systematic approach to identifying potential
adverse outcomes, estimating the probability of
those outcomes and resulting costs, and building risk
avoidance and mitigation plans).

However, 16% of organisations that completed the
survey do not manage human capital risks in the
same way as other risks, in spite of the potential
impact on transactions. In organisations that do not
manage human capital risks formally, most HR leaders
cite a failure to involve HR in the early stages of deals
as the main reason.

More than half of chief executives interviewed told

us that in their transactions, human capital risks get
the same attention other transaction risks do. For

the organisations where this has ‘not always been

the case’, the move to handling human capital risk

in the same manner as other risks has come as a
result of sometimes bitter lessons learned in earlier
transactions or undertaking more challenging deals
in terms of managing people issues. Says one CFO,
‘The number and nature of transactions has changed,
for example, private equity firm activity has had a big
influence. Changes to risk models are due to having
more emphasis on identifying upsides and asking how
we can realise value more quickly’.

Chief executives also commented that they were
nowhere near as structured in quantifying and
measuring human capital risk as they were with other
types of risk. “We don’t measure; rather we identify
and think of ways to mitigate if the worst happens’.
‘The key difference in handling human capital risk

is that we are more subjective because it can’t be
assessed or quantified as well as other risks; for us, it
is more about putting processes in place for handling
things if they go off the rails’.

Human capital risks
Transaction risks related to human capital include:

m Unanticipated financial liabilities (e.g.,
unfunded pensions, change of control
provisions, restructuring costs)

Loss of key people

Reduced productivity in the lead-up to
completion, as well as in the post-deal period

Disruption to sales and customer service

Industrial disputes

Legal concerns and liabilities.

Not attending to these risks can result in
significant financial and reputational
consequences for organisations.




Chief executives agree with HR leaders that
‘stabilising the organisation and addressing key
employee issues’ is both the most important and most
difficult integration focus. Eighty-two percent ranked
it either first or second in importance as compared
with 60 percent of HR leaders. Just under half of CEOs
ranked it first in difficulty as well, with 65 percent
ranking it either first or second in difficulty.

Exhibit 7 Executive perspective on human capital risk

6 —

5 —
n ¢
2ok A
8
o]
o
1S
£, L
[
2 -
1 1 1 1 |
1 2 3 4 5 6
Difficulty

@ Stabilising the organisation and Rationalising processes
addressing key employee issues 3 Maximising the advantage

m Stabilising and building support from accounting strategies
with the customer base ® Linking IT support systems

A |dentifying potential
operational efficiencies

Said one chief executive, ‘It is critical to get the people
issues right. We walk away from deals when the
culture is not right if we don’t believe we can change
it, or change it quickly enough. Where deals have not
worked, invariably the people issues were the reason.
People fit and culture are the most important to the
success of deals’.

CEOs were more bullish than HR leaders when
assessing capability to address key employee issues;
still nearly one-third ranked this as fifth or sixth
out of six when compared with other capabilities
necessary for supporting transactions.

So, what can organisations do to manage people
risks most effectively? The most important first step
is to give these risks due attention and emphasis,
which will bring critical people issues into focus well
before a deal is announced. This in turn will focus
due diligence on the immediate price impacts as
well as on the identification of human capital risks
to capturing value once the transaction is completed.
Pre-deal planning for how these critical people issues
will be handled reduces risk significantly, and will
ensure that a realistic timeframe for capturing value
is considered in the pricing model.

Cultural alignment is the cornerstone for
successful integration

First, let’s define what we mean by culture.

By considering culture practically, rather than
academically, the issue becomes less about “culture’
and more about individual and organisational
behaviours and the results they produce. On that
basis, an organisation’s culture is the aggregation
of those individual behaviours which make up how
work gets done.

“Sixty-seven percent of respondents point to
cultural integration as the most important
people issue and the most critical success
factor in an M&A transaction — more than,
for example, business process integration”,

The Economist Intelligence Unit White Paper,
2006. Further, “Culture, and the integration
of cultures, is the major reason behind the
failures and the most difficult area to get
right in combining organisations”, Chinese
Entrepreneur, September 5, 2005.




Exhibit 8 Defining culture in M&A

Consider three elements - drivers, behaviours and outcomes — in a form of systems thinking. Drivers influence
individual behaviour and the aggregation of individual behaviours produces outcomes. Considered another way, if an
organisation desires a different set of outcomes, individual and collective behaviours (i.e. culture) will have to
change. And if culture needs to change, then different drivers must be in place to cause behaviour change.

Drivers

\
Behaviours

Outcomes

What drivers are most
likely to produce
desired behaviours?

What drivers might
produce undesired
behaviours?

In a vacuum, culture - the way people behave - is
irrelevant. Only when “culture” is in context, does

it become relevant. The environment within which
culture exists and the outcomes which result from
typical behaviours determine whether a culture is
good or bad. Logically, a culture is considered good if it
produces the desired outcomes; a culture is considered
bad if the desired outcomes aren’t produced.

Being clear about the kind of culture that is needed to
produce expected business outcomes and the path to
achieving this culture is fundamental. It is imperative
to understand the current cultures of organisations
so that investments and timeframes for change are
realistic. Only then is deliberately and effectively
leading cultural change possible.

As the cornerstone for managing human capital risk
in transactions, cultural alignment must be implicit in
the integration planning process. Once organisations
understand the culture they are aiming to create it is
then possible to determine which drivers (and hence
structures, programs, policies, practices) will most
effectively produce desired behaviours. Integration
priorities must be determined based on the expected
impact of projects undertaken.
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What behaviours are
required to achieve the
desired outcomes?

What outcomes must
change as a result of
the transaction?

What behaviour change
is required to avoid
undesired outcomes?

Success, of course, will hinge on the capabilities of
executives and line managers to understand, buy into
and lead required cultural change.

Overlaying a deal making culture (e.g. clear, consistent
communication regarding business context, direction
and accountabilities; measurement and tracking; a bias
for action; understanding that it is more important

to get the people elements of the integration 80%

right and moving forward in the right direction than
to delay the process looking for the perfect solution)
will also improve outcomes. Finally, organisations
must understand the differing impacts of leadership,
as compared with management, capabilities and the
influence these have on transaction outcomes in order
to resource effectively for success.

Three steps for successful integration
Successful integrators take three purposeful
steps. First, they make cultural integration a
top priority. Second, they define the elusive
term ‘culture’ in concrete and actionable terms
as the aggregation of employee behaviours that

produce desirable business outcomes. Third,
they take advantage of the pre-close period to
get as much done as possible. Waiting to begin
integration - or dragging it out - results in
shareholders having to wait longer to realise
the value of the deal.




Sixty percent of respondents reported giving about
the same level of attention to human capital risk

in cross-border transactions as they do in domestic
transactions. The remaining respondents indicated
that more attention was paid to human capital risk

in cross-border transactions than in Australia-only
transactions. Notably, no organisations reported giving
significantly less attention to human capital risk in
cross-border transactions.

A number of executives commented that their biggest
human capital concern in cross-border transactions

was the financial impact of unknown liabilities, and

on the importance of having top-notch advisors when
doing transactions outside their own country. Lamenting
a first cross-border transaction, one chief executive
commented, ‘We did not know the questions to ask and
we did not put enough senior people on the job’.

Some executives do not see human capital risks as
significant when doing deals in emerging markets

(as compared to mature markets) because these
transactions often involve taking on a non-controlling
interest or target organisations are ‘bolted on’ rather
than fully integrated.

One executive summed up his organisation’s approach
to managing risk in emerging markets as follows: ‘It

is important to consider risk in the right order: first
sovereign, then company and business proposition, and
finally how to run the business, including [managing]
people. There is no point in looking at the people risks if
you’re not past the first two hurdles’.

Chief executives of most organisations who have
undertaken cross-border transactions agree that
managing human capital issues and realising full
value can be more challenging than it is in single
country transactions. Following are a number of
comments to capture their points of view.

‘[In cross-border transactions there are] bigger issues
around culture, pay packages, long term incentives and
benefits. It is important that we don’t underestimate
liabilities, or get the timing for dealing with cultural
issues wrong’

‘Our experience was that the metrics were the same but
we needed more time, specifically more face time, in order
to build trust [in order to achieve the outcomes upon
which we based the transaction]’

‘[Cross-border deals are] very different. People issues
have a higher level of importance — and must be
addressed earlier’

‘There are significant differences in cross-border
transactions depending on whether you are doing
business in an emerging market or a mature market.

In emerging markets, people issues are more important
given that technology transfer is usually the focus,
whereas in mature markets the focus is more likely to be
on cost synergies, management team and customers’

‘Patience is important in emerging markets. Often
vendors are less experienced in doing deals; the ability
to partner allows for good relationships, and this is
especially important for minority owners’

‘Don’t send inexperienced people to do deals in
emerging markets!’

Cross border transactions present particular
challenges given that they involve all of the usual risks
presented by local transactions plus the additional
degree of difficulty that comes from different
national cultures, legislative issues and market
conditions. Also the practical issues around project
coordination, time zones and physical distance enter
the picture. And these challenges seem to increase
exponentially with each country added, making deal
readiness and project discipline crucial when doing
a deal that involves more than one country. Finally,
never underestimate the impact of national cultural
differences on top of company cultural differences
when considering the level of investment to make in
leadership and communication.



HR capabilities and involvement

M&A success will increasingly depend on the HR capabilities an organisation can deploy before,
during and after the deal is made. The HR function can be an important part of the transaction
process and deal success, but only if it develops both the strategic understanding to drive value
and the specific implementation capabilities that deliver value to the deal. The senior HR
executive and the HR team must plan effectively, equip themselves with the right skills, and win
the confidence of the CEO and Board. When asked about the role of HR in a M&A, chief executives
and business development leaders echoed the opinions of HR leaders as to the primary reasons
HR is under-utilised in transactions, specifically related to capability, focus and resourcing levels.

HR involvement in transactions

To repeat an earlier theme: the area considered the most important for integration success and also the most
difficult is addressing key employee issues. This is true whether we ask CEOs or HR professionals, whether in
Australia or abroad, and over time.

What part specifically must HR play in managing human capital for successful transactions? Exhibit 9 brings
together responses to a number of our questions about what HR brings to the table during M&A. Employee
relations, legal employment issues, executive remuneration and employee rewards stand out, with 40 to 60
percent of respondents regularly advising on these issues.

Exhibit 9 HR support for M&A transactions
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Learning what HR functions do during transactions is enlightening. Knowing what these functions don’t do is
equally so. The lower half of Exhibit 9 reveals areas where the HR function is less likely to be involved. We see

in the bottom row that more than 43 percent of organisations lack the capability to model the costs of post-deal
integration; another 16 percent have this capability but do not apply it. If business leaders are not getting this
information from HR, where do they get it? It is most likely that Finance estimates the total cost (rather than value)
of human capital when acquiring and integrating target enterprises. In the event that Finance does not have the
full human capital picture, what opportunities could be missed?
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Other important areas in which HR cannot or does
not lend support include, most notably, identifying
the level and likelihood of human capital risks, HR
analytics and metrics and workforce planning.

Aside from a lack of capabilities in some areas, other
reasons that the HR function is being under-utilised in
support of transactions, even in some of the most M&A-
experienced organisations, are summarised in Exhibit
10. Across the survey group, three views stand out:

m Some HR staff lack the capability to address
strategic M&A issues

m HR is too busy with operational issues
/‘fighting fires’

m Senior business leaders don't see HR as a
strategic function.

Exhibit 10 Significant hurdles to HR contributions
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[l Some HR staff do not have a breadth of capability to address the more
strategic M&A issues that the organisation is dealing with

O HR s too busy “fighting fires'’/addressing operational issues to
effectively support M&A transactions
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[ Senior business leaders do not see HR as a strategic function

[ HR does not have the technology to provide effective decision support
during M&A transactions

I HR does not understand the M&A process as fully as required

[ HR does not understand the business as fully as required

[l Some HR staff do not have personal credibility with business leaders

[ HR is overly focussed on industrial relations issues

W Other

Crucial human capital issues

M&A transactions involve many people issues, some
of these being more important than others. We asked
our survey respondents to think back to a particular
deal and answer two questions related to the list of
issues in Exhibit 11:

m During that transaction, which were the three most
crucial human capital issues addressed to achieve
your organisation’s goals?

m Based on your experience in that transaction,
which issues should have been given more
attention?

Exhibit 11 Human capital focus in transactions
- most frequently named in the top three

Should
have
focused

Focused
on more

Legal employment issues 57% 22%

Organisation engagement

& communication 46% 41%
Model costs of integration 46% 16%
Employee relations 43% 24%
Cultural integration 35% 46%
Rewards 27% 3%
Leadership 24% 30%
Resourcing 19% 5%
Business & organisation design 16% 22%
onily lieihood and dnly 1, s
Performance management 3% 5%
HR organisation infrastructure 3% 0%

It is important to note that respondents did not say
their organisations should have changed their initial
focus. Rather they believed that had they focused more
attention on communication, culture and leadership,
their deals would have been more successful.

Note that three of the five most cited from the left-
hand column are among the key issues in the right-
hand column - namely, organisational engagement
/ communication, employee relations and cultural
integration. Although significant focus was given

to these areas, respondents believed that greater
attention to them would have improved results.

In contrast, ‘identifying the likelihood and
quantification of human capital related risks’ is an
area that received minimal focus, and this emerged
as an area requiring more focus once respondents
reflected on what could have improved their deal
outcomes. Similarly, ‘leadership’ did not make the top
five for initial areas of focus but was the fourth most
cited as requiring more focus.

Bottom line: if organisations don’t have capabilities
to handle these crucial human capital issues (either
within the business or by engaging external support)
they will not be as successful in deals as is possible.
If growth by acquisition is a significant feature of an
organisation’s business strategy then it must ensure
that business leaders and the HR team have or can
source the capabilities to implement this strategy.
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Conclusion / future focus

Quantifying the value of and managing
human capital will command greater
attention in future mergers, acquisitions and
other business combinations. While business
combinations of the last century sought
control of material commodities, many of
today’s deal-makers are hoping to capture
the human ability to invent, design, advise
and provide value-adding service. As Adrian
Wooldridge told readers of a special feature in
The Economist recently, ‘Talent has become the
world’s most sought-after commodity’.10

Why managing human capital is important

in a deal

Many M&A deals begin with great promise but fail to
deliver. The lesson from these unfortunate episodes

is clear: acquirers that fail to give adequate attention
to human capital in deal-making and post-deal
integration do not reap the full benefits they anticipate.

Any time an organisation changes its business

model - as the result of a deal, organic growth or
restructuring - it must re-examine its human capital
strategy. A ‘new’ organisation must redefine how it
targets customers, the value it proposes to deliver and
its profit model. So too must it look at the way work is
defined, capabilities required, the employment value
proposition and the required culture (i.e. individual
and collective behaviours) to achieve business
objectives.

Before reworking people policies, plans or programs,
the new business design should be translated into

a new human capital strategy. That strategy must
identify the ‘right’ workforce and determine the drivers
of desired behaviour; it also must prescribe actions to
create the right workforce and shape the organisation
culture that will deliver required outcomes.

Business leaders must articulate how the organisation
expects to derive human capital value in the future.
Only then can they begin to think about the ways

in which to build and/or acquire, organise, manage,
develop, motivate and retain the ‘new’ workforce.

HR involvement in human capital
management

Our research reveals that HR has not fulfilled its
potential as an ally to deal-makers. Yes, most executives
in the survey involved HR in early deal phases, but some
did not. In many organisations HR did not provide the
support in areas such as integrating cultures, leadership
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development, communication and integration planning
as required for maximum success. Scarce resources and
a lack of the right skills accounted for some of these
shortcomings.

If competitiveness for acquisitions continues to escalate
- as it has over the past two years — organisations will
have to become more proficient at extracting the benefits
of mergers, acquisitions, joint ventures and other similar
transactions. After paying top dollar, they cannot afford to
leave value on the table.

The Australian organisations in our study are all
experienced in M&A. Yet even they, by their own
reckoning, have substantial room for improvement on
the people side of business transactions. The good news
is that HR practitioners are learning from experience and
getting better at (or engaging experts to help with) the
basic issues that once commanded their full attention:
employee relations, legal matters, modelling integration
costs, etc. Having covered these, they are prepared to
turn more attention to the higher order tasks: cultural
integration, communication and leadership assessment
and development.

Focusing energies in these areas will have a positive
impact on future outcomes and put organisations further
ahead of less experienced rivals. But the fundamental
question remains: If we know that human capital risks
in transactions are among the most difficult and the
most important to manage, how can we do significantly
more to avoid making the same mistakes we made in
prior transactions?

The road ahead

The growing importance of human capital and this
recognition by senior executives suggests several future
possibilities:

m Acquirers will be successful in assessing the value of
a target organisation’s human capital only after they
have gained an understanding and measurement of
their own. New tools, including internal labour market
analysis and business impact modelling, are available
to make this not only essential, but practical.

® Acquirers must determine how and by whom
valuation of human capital will be undertaken. If HR
does not gain either the discipline or the skills to
do it, Finance is the likely candidate - limiting the
opportunity for HR to add required expertise and
demonstrate the strategic value of the HR function.
If HR loses the opportunity to provide this type of
pre-deal strategic support, will it be able to claim the
strategic positioning it needs to drive cultural change?
And if HR doesn’t own cultural change facilitation,
who will?



m Acquirers must connect HR with their revenue
growth and customer satisfaction initiatives. The way
an organisation manages its people can influence
customer behaviour. Again, the tools to link customer
and employee behaviour are available for HR to use in
identifying and harnessing the most important human
capital practices and attributes for a winning customer
experience.

m HR can (to the extent it embraces the challenge)
enjoy a more strategic role in businesses, as the
‘owner’ of the tools, technologies and know-how to
help organisations manage human capital, a strategic
resource. This may require a sharper division of labour
within HR departments, with one group dedicated to
day-to-day operations and another dedicated to talent
management and cultural implementation.

Recommendations
Mercer offers the following recommendations for
consideration by executives in acquisitive organisations.

m Get a clear understanding of the internal labour
market, productive capacity and the workforce
management practices that have the greatest
impact on business outcomes. This understanding
becomes the baseline against which to plan
an integration strategy, determine the level of
investment required and measure whether future
human capital strategies deliver value.

m Invest heavily in communication, leadership and
cultural integration at all stages of transactions. It
is not possible to over invest in these cornerstones
of effective engagement with the workforce.

m Develop an organisation-specific approach to
evaluating the differences between the current
workforce and how the ideal workforce will look.
This is a critical first step towards building a
workforce strategy aligned with and supporting the
business strategy.

m Understand the linkages between people programs
such as attraction, retention, remuneration,
performance management, succession planning
and development, and how these programs can
drive an organisational culture that supports
achievement of business goals.

m Consider how HR’s own infrastructure can
accelerate or impede the achievement of deal
value. Too often, HR focuses only on integration
of HR systems such as payroll and HRIS at the
expense of finding new ways of engaging the
workforce, supporting business units and building
organisational capability.

m Build deal support capability into the skill profile
of business leaders and HR. If deal-making is an
essential part of business strategy, then HR must
be ‘M&A-ready’. If deal-making is more occasional
or opportunistic, it may be more appropriate to buy
rather than build deal support capability — but HR
still needs to articulate a human capital strategy
and which workforce and people practices are
needed for future success.

Organisations should determine the role of HR in the
context of expected growth and invest accordingly.
Will HR be facilitators of leadership or implementers
of technical solutions? Both are important to the
success of transactions and the question of which will
deliver the most value over time must be answered
and acted on. Organisations must work out how to
cover “the HR basics” efficiently so that resources
(whether in HR or another part of the organisation) are
free to add real value by focusing on future workforce
requirements and engaging employees to deliver
expected business outcomes.

Competition for transactions is fierce as organisations
seek investment, growth, scale, access to markets,
technical know-how and other strategic goals. Being
able to manage human capital more effectively than
others competing for deals becomes increasingly
important when success or failure hinges on business
leaders and HR teams having the experience and
skills to not only complete the deal, but to implement
effectively.

1 “Mergers & Acquisitions Review”; Thomson Financial, Fourth Quarter
2006. http://banker.thomsonib.com.

2 Making mergers work for profitable growth: The importance of pre-deal
planning about post-deal management”; Mercer Management Consulting,
Toronto, 1997.

3 Matthias M. Bekier, Anna J. Bogardus, and Tim Oldman, “Why Mergers
Fail: Is the belief that mergers drive revenue growth a delusion?”; The
McKinsey Quarterly, Australia, 2001.

4 Max M. Habeck, Fritz Kroger, and Michael R. Tram, “After the Merger:
Seven rules for successful post-merger integration”; A. T. Kearney,
Pearson Education Limited, Great Britain, 2000.

5 “Merger Integration: Delivering on the Promise Study”; Booz Allen &
Hamilton, New York, 2001.

6 “2006 Global M&A Survey”; Accenture and the Economist Intelligence
Unit, 2006.

7 Mark McSherry, “MergerTalk: New research says merger success rate has
improved”; Reuters News, 30 March 2006.

8 Robert Palter, and Dev Srinivasan, “Habits of the busiest acquirers”;
McKinsey on Finance, McKinsey & Company, Toronto, 2006.

9 “Human Capital Management: The CFO’s Perspective”; A report prepared
by CFO Research Services in collaboration with Mercer Human
Resource Consulting, CFO Publishing Corp, Boston, 2003.

10 aAdrian Wooldridge, “The Battle for Brainpower: A Survey of Talent”; The
Economist, 7 October 2006.

15



Argentina
Australia

Austria

Belgium
Brazil

Canada

Chile
China
Colombia
Czech Republic
Denmark
Finland
France
Germany
Hong Kong
Hungary
India
Indonesia
Ireland

Italy

Japan
Malaysia

Mexico

MERCER

Human Resource Consulting

Netherlands

New Zealand

Norway

Philippines

Poland

Portugal For further information, please
. contact:

Singapore

South Korea
Spain
Sweden
Switzerland
Taiwan
Thailand

Turkey

United Kingdom

United States

Venezuela

Karen Isely

Principal

M&A Global Consulting Leader for Australia/NZ
Tel: +61 2 8864 6319

Email: karen.isely@mercer.com

Michael Hill

Principal

Tel: +61 3 9623 5576

Email: michael.f.hill@mercer.com

www.mercerHR.com.au

Copyright 2007
Mercer Human Resource Consulting Pty Ltd
ABN 32 005 315 917

All rights reserved.

E Marsh & McLennan Companies




