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I INTRODUCTION 





INTRODUCTION 

• This report is produced by INPUT as part of the Market Analysis Service and 

an alyzes the acquisition process in the computer services industry. 

• This topic was selected because of very high client interest. The acquisition 

pr ocess is important to non-participants as well as participants because of its 

competitive impact. 

• The purpose of the study was to analyze the reasons for companies making 

acquisitions in the computer services industry and to provide information on 

the perceptions relative to acquisitions to the acqu1rors, acquirees and 

acquisition prospects. 

• The information presented shows differences in perception among the parties 
involved. The report identifies many of the characteristics necessary to 

execute an effective acquisition program. From the point of view of the 

prospective acquisition, it provides information on w~at acquirors are looking 

for. 

• Re search for the study consisted of over 20 telephone interviews and almost 

30 responses to a mai I questionnaire: 

Ten interviews were held with executives of companies that have been 

acquired. 

- I -
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Completed rnai I questionnaires were obtained from 27 companies which 

were acquisition prospects, although most of them were not actively 

seeking acquisition. 

• The questionnaire forms used are in Appendix B. 

• Interviews were conducted primarily in December 1978 and January 1979. 

• Definitions of computer services indu stry categories are presented in Appendix 

A. 

• Inquiries and commen ts on the information presented are invited fro~ clients. 

- 2 -
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II EXECUTIVE SUMMARY 
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11 EXECUTIVE SUMMARY 

A. ACQUISITION TRENDS 

• The number of acquisition activities per year in the computer ser,;ices industry 

will increase slightly from about 100 per year in 1979 to 150 per year in 1983. 

Total number of acquisitions in this period will be approximately 700, a5 

shown in Exhibit 11-l. 

Cumulative revenues of these acquired companies at their points of 

acquisition will be $3.5 billion. 

These companies will cumulatively account for over $4.5 billion or 30% 
of industry revenues in 1983. 

Average size of acquisitions will increase from $2 million or $3 million 

in 1979, to over $6 mi 11 ion by 1983. 

The impact of acquisitions relative to industry growth is sho,,vn 

graphically on Exhibit 11-2. Acquisitions are clearly expected to be 

increasingly significant. 

• The number of maJor, active acquirors wi II increase from about 20 now, to 

abo ut 30 by 1983. 
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EXHIBIT 11- 1 

IMPACT OF GROWTH AND ACQUISITIONS ON THE STRUCTURE 

OF THE COMPUTER SERVICES INDUSTRY, 1979- 1983 
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EXHIBIT 11-2 
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During th is period another 10 to 20 active acquirors will themse lv es be 

acquired. 

Avera ge number of acqui sitions per company will remain about three 

per year, with a few companies achieving IO or more acquisitions in 

some years. 

• In order for leading companies to retain their market share ranking, they must 

plan to grow at 25% per ye ar from internal growth and acquisitions. 

B. LIMITS TO ACQUISITIONS 

• The most imm ediate limiting factor is the unavailability of skilled acquisition 

staffs and a lack of sound planning for acquisition and integration: 

Many companies look on acquisitions as an art rather than a discipline. 

Failure to effectively integrate acquisitions limits the acquisition 

potential of a company because of the concomitant drains on manage-

ment time. 

• Availability of funds to make acquisitions 1s a limiting factor but it is not as 

severe as in other industries: 

Many of the acquiring companies, such as oil and financial services 

companies, have plenty of cash avai I able. 

INPUT expects the stock prices of public computer services companies 

to out-perform the market, so that acquisitions for stock will still be 

viable, although less common than in the past. 

- 6 -
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Computer ser v ic es compa nie s t hemsel v es are ex cellent cash gene r ators 

and wi II use cash fo r acquisitions. 

Tighter control and higher costs of credit will limit borrowing for 

acquisitions. 

• In the long term, government regulation and legisla ti on 1s the major limiting 

factor on major computer services acquisit ions: 

Changes in these areas will take fi v e to sev en years to implement. 

In the meantime, taxatio n and accoun t ing rules changes will be used as 

inhibiting tools by gov er nment. 

The size of t he computer servi ces industr y and its participants wi II 

cause acquisition activities in i t to increasingly come under scrutiny 

from t he FTC and Just ice Depa r tm en t . 

A probl em relate d t o th is is tha t individual computer services sub 

marke t s may be used in c ivi I ion gove r nmental antitrust or restraint of 

tr ade ac tivit ies. One civ i I acti on of t his nature is already in process. 

C. IMPACT OF ACQUISITIONS 

• INPU T believes that effective acquisition programs by lead ing companies are 

nec essary for the computer services industry to achieve its projected gr owth 

levels. 

Resources of large corporations are increasingly need ed f or a produc t 

or service to reach its full market potential. 

Development costs are increasing, as are time constraints. 

- 7 -
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• Acquisitions significa ntly change a company's competitive position. 

The largest independent comp uter services company in the world, 

Automatic Data Processing, Inc., has used an aggressive acquisitions 

policy in achieving its current position. 

"Line -of-Business" characteristics of a company are changed, in some 

case s dramatically. Informatics, for example, has bui It a major position 

in processing services and professional services primarily through 

acquisition; instead of software products representing the majority of 

its business, they now represent about one third of the annual revenues. 

Geographic coverage, type of services offered, and industries serviced 

are all characteristics greatly impacted by acquisitions. 

• One characteristic which has often been negatively impacted by acquisitions is 

short term profitability. Tymshare, in acquiring the processing services of the 

Western States Bankcard Association (WSBA), knew that the initial operational 

loss from that acquisition would significantly affect immediate profitability. 

Most computer services companies, like Tymshare, will accept this to a 

certain degree because of the longer term potential. 

• One myth that follows the acquisition process is economies of scale. These do 

not automatically result from acquisitons. They fol low if, and when, sales 

forces are integrated, production is rationalized or redistributed, and products 

rationalized. These tasks are not easily accomplished. 

• The impact of acquisitions on competition 1s complex. Overall, the impact 

will make competition stronger. 

Today, profiles of maJor vendors have few overlaps. Acquisitions will 

tend to increase the number of areas in which these over laps occur. 

-8-
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The consumer wi II then benefit because there wi II be several national 

firms competing for his business. 

Regional firms and those industry specialized companies tn the $5 

million to $25 million revenue range will feel the most pressure. Unless 

they grow rapidly towards the $100 million level, they will have a 

difficult time withstanding the aggressive actions of the larger 

companies in their areas. 

Industry or functional specialization, tn and of itself, wi II not be a 

sufficient defense without a stable and significant market share 

position in these areas of specialization. 

Large companies will "acquire around" medium-size companies which 

prove impervious to acquisition blandishments, or they will directly 

enter their business with advanced product lines. 

Small companies will have to rely on tight local commitments and/or 

extreme specialization. Many of them wi II set up affi I iations with 

larger companies, which may include distributorships, licensing agree-

ments, or software purchases. 

Small processing services companies will be particularly "squeezed." 

D. ACQUISITION PROGRAM CHARACTERISTICS 

• The acquisition process is regarded by many respondents as a game, albeit a 

serious ·one, but nevertheless game terminology constantly appeared in 

interviews. 

- 9 -
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• Reasons for making acquisitions are prim arily re lated to entering new business 

areas. Ration alization and geographic expansion are far less important, 

except for int ernational expansion. 

• It is imp ortant to div ersify acqui siti on "b ets." It is probable that more than one 

in three acquisition s w i II not be satisfactory in terms of subsquent 

perf or mance. 

• Considerable stress shou ld be p laced on the financial aspects in acquisitions. 

A strong fin anc ial capability in the acquisition function 1s more 

important than market or legal knowledge. 

Per sonal financial planning for the acquisition beneficiaries 1s 

extr em e ly i mportant. 

Pot ential acquisitions must do a far better job in preparing financial 

st atements and plans. 

• A f or mal plan covering all aspects of acquisition from search to integration is 

neces sary . Few companies carry this plan far enough, either in general or for 

specific acquis itions. 

• A dedic ated and trained staff is a requirement for an effective acquisition 

functio n. To be competitive, at least two people should be dedicated to the 

process, at least one of whom is a top level, executive salesman with heavy 

financial exp ert ise. 

• A n effective and t ra ined support team of accountants and lawyers, either 

in ternal or ex ter nal, m ust be available at all times. For them, acquisitions 
must have the high est pr ior i ty . 

• This is of the essence in an acq uisi ti on process when the objective is to reduce 

the e lapse d ti me to below thr ee mon t hs, without "skimping" on the research, 

- 10 -
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the post-acquisition plan, or getting to know the key people. The number of 
peopl e involved should be at a minimum - do not have an acquisition 

committee of any kind. 

• The acquisition function in a company should be regarded as a line, and not a 

staff, function. It contributes directly to revenue growth and profits. 

As such, it should be separate from the planning function. 

The planning function supports all corporate activities on an ongoing 

basis, including the acquisition process. Too close an involvement of 

the two functions can in ineffective or non-existent planning and/or ill-

advised acquisitions. 

• As a line function, the acquisition process should have quantifiable parame,ters 

attached to it. It appears that one fully competent, full-time, acquisition 

person wi II generate approximately IO serious acquisition considerations per 

year and two or three resulting closes. 

• Therefore, a major question for acquirors should be exactly how many people 

should they have in the process. Corporate objectives, funds availability, and 

ability to assimilate companies are all factors to be considered. 

• Another factor is the cost of the acquisition process itself: 

An effective, dedicated, one person acquisi tion function will cost a 

company between $300,000 to $500,000 per year, including personnel 
time of support staff, key executives and outside expenses. This 

excludes brokers fees. 

Assuming that two or three acquisitions are made as a result, the cost 

becomes $ I 00,000 to $200,000 per acquisition in addition to the 
payments for the acqusitions themselves. 

- II -
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The opportunity cost of this application of management time and 

corpora te resources is an additional heavy burden. 

• However, i t may be the most effective use of corporate resources for a $200 

mi 11 ion a ye ar company to have a team of two, three, four or more people and 

invest several mi II ion dollars in the activity, recognizing there wi II be a hefty 

acqu isit ion payment bi II and implementation process as a result. 

• Perhaps the greatest single factor in the success or failure of an acquisition 

program is the psychology of the top company management. 

The desire and ability to make acquisitions must be there. 

Executives must be prepared to see people become richer than they are 

as a result of the executives' decisions. 

Executives must be psychologically able to give up a piece of "their" 

company. 

E. ACQUISITION TARGETS AND METHODS 

• There is an inconsistent set of parameters which companies apply to prioritize 

their targets: 

As a result, there is not much overlap among the acquiring companies in 

terms of targets. 

The average potential acquisition has serious discussions with only four 
companies. 

• Ac quirors are looking for companies that are profitable, with significant 

grow th potential, and in an area of high interest to them. Typically, $5 million 

- 12 -
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to $20 mi Ilion per year, RCS-based, industry specialized companies operating 
in the U.S., are the prime choice; with similar companies in the $2 mi Ilion to 
$5 mi II ion category as second choice. 

• There is a low but increasing interest in information processing equipment 
companies, particularly from those vendors which are looking for communica-
tions/equipment/service integration in the future. 

• There is no standard valuation criterion, except perhaps, for "pay-back." Even 
here the pay-back period varies from two to seven years. 

As one respondent stated, it is the market value, using an appraisal 
method, that is the only real determinant. 

Rough rules of thumb suggest a valuation of less than a dollar-for-dollar 
in revenues, seven to ten times earnings, with pay-back in four years 
using discounted cash flow analysis. 

• Cash is the prime form of consideration paid for acquisitions. There is a trend 
to reduce the use of earn-outs. 

• In the post-acquisition phase, the handling of management 1s the biggest 
problem. 

Experience indicates that an adjustment period is necessary before 

making major changes. 

Good communications at all levels and an involvement of key people are 
necessary to overcome the prob I ems. 

Acquirors must realize that key people wi II leave no matter what they 
do. 
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A firm, planned personnel program stated up-front, will avoid misunder-

standings. 

Acqu irors should remove inconsistencies in personnel programs 

expe ditiously. 

F. ACQUIRED COMPANY CONSIDERATIONS 

• With several thousand computer services companies and less than 20 active 

acquirors, the number of contacts with an individual company is usually very 

low, with a few exceptions. 

Potential acquisitions have not been "over-sold" on the prospect. 

There is a lot of scope for "conditioning" of prospective acquisitions. 

• As expected, the first choice of potential acquisitions are usually independent 

pr ocessing services companies, with subsidiaries of large organizations as a 
close second. 

Software products companies would generally not want to be acquired 

by a similar company; computer equipment or communications 

companies would be more attractive to many of them. 

Communications companies are also attractive to RCS companies. 

• There is a definite dichotomy in the attitude of potential acquisitions to 
acquiring companies. 

Some companies are looking for strong compatibility in their acquirors. 

Others are looking for companies in totally differen_t areas. 

- 14 -
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• Pot ential acquisitions are interested in combinations of cash and stock , in 

sharp disagreement with what is happening in the industry at present. 

• Ov erall, the most important reason for being acquired was to obtain resources 

to expand markets, although almost half the potential acquisitions interviewed 

admitted that enabling investors to liquidate capital was the most important 

reason. 

• Values attached to the ir company by respondents were generally higher than 

acquirors would pay in terms of current profitabi I ity measures but "in the ball-
park" in terms of re venue measures. 

• Generally acqu ired companies will seriously consider three proposals after 

about ten preliminary discussions. Respondents to the survey indicated that 

price was not th e determining factor in their choice since acquiring companies' 

offers are usua lly very similar. 

• The leng t h of t im e of the process varies from 3 to 18 months. It ts a very 

sign if icant dr a in on a sma ll company. 

The sho rt er th e lead-time, in this context, the better. 

Ac quire d co mpanies tend to count the length of time from initial 

co ns ide ra tion and t hus there is a "conditioning" period allowance. 

Acquiring comp anies pa y the cost on both sides of the acquisition 

process when t he a cquisiti on is co mp leted. This is another reason to 
minimize the time involved an d to p lan t he activ it y as far as possible. 

• Acquired companies' major problems with acqu isiti ons agrnn lie in the post-

acq uisition process. The lack of planning on the acquiror s' pa rt significantly 
con t ributes to the problems. 
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• It is noteworthy that for those acquired companies interviewed, where the 

consideration was stock, most of the chief executives have left and a 

relatively low import ance was given to mark et expansion. 

For those acquired companies, wher e the consideration was cash, the 

executiv es have stayed and have far more interest in growth. 

It appear s that with stock, executives can leave the company and sti II 

partici pate in growth; while with cash, they have to stay involved to get 

future benefit. 

G. RECOMMENDATION S 

• Many of the recommendations are stated or impli ed tn the above text. The 

following is then a summary. 

• An acquiror should: 

Establish a dedicated acquisition function, separate from the planning 

function, and headed by a senior, financially oriented execut ive 

salesman who handles the process from beginning to end. 

Recognize that making acquisitions is primarily a sales process. 

Recognize that the acquisition function is a I in e, not a staff, function 

and as such should have quantifiable parameters attached to it. It 

should have an expected contribution to revenues and profits. 

Establish a definite, detailed acquisition plan related to the co mpany's 

ability to make acquisitions and its corporate objectives. 
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Staff the function according to the plan in terms of numbers of people , 
recognizing that there are definite, quantifiable parameters attached to 
the level of staffing in the function. 

Carry the acquisition plan through post-acquisition activities. 

Provide a post-acquisition plan as part of the offer. The acquiring 
company may have a more detailed internal plan which is not part of 
the offer, but the acquired company must have enough knowledge of the 
plan to foci litate the post-acquisition process. 

Minimize the length of time of the acquisition process and the number 
of people involved. 

Be sure to research the customer base of the company under consider-
ation, directly or through a third party - the most unpleasant surprises 
will usually be in this area. 

Recognize that key customers and staff will leave, regardless. 

Recognize that, despite any plans advanced to the contrary, there is 
always a post-acquisition "down" period. 

Recognize that the acquisition process will be made more difficult as 
time progresses, with severe limitations beginning to appear within five 
years due to activities by the FTC and the Justice Department. 

• A potential acquisition should: 

Prepare accurate and detailed financial statements. 

Prod uce a be lievab le plan based on prior experience and well-
researched market fact or s. 
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Demand a post-acquisition plan as part of the offer. 

Value the company in realistic terms but. recognize that acqu1rors will 

attach subjective premiums based on factors such as new industry 

capability (for them), advanced technological knowledge, geographi c 

locati on, etc. Therefore, initial valuation should be high. 

Minimize the length of time, people involvement, and number of 

companies considered. It is a draining and potentially destructiv e 

process. 

Obtain personal financial plans for key executives and investors as par t 

of the process. 

Recogniz e that the acquisition process is essentially a selling process on 

both sides. 

• All maJor computer services companies, or those aspiring to be considered as 

such, should have an active, structured acquisition program. 
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Ill IMPACT OF ACQUISITIONS ON THE COMPUTER SERVICES 
INDUSTRY 

A. HISTORICAL ASSESSMENT 

• The character of the computer services industry has changed dramatically 
since its inception more than 20 years ago. During its formative stages and 
continuing through the late 1960s, the industry was generally comprised of 
small companies with relatively easy-to-classify, homogeneous business 
activities. Included in this group of service firms were: 

Batch service bureaus. 

Software development companies. 

• As computer technology evolved, computer services companies changed by 
responding to the challenge - utilizing new technology, pioneering new 
applications, and developing a broad list of computer related services. 

Software products businesses emerged. 

The "timesharing boom" began, spinning off some 200 participants 
before 1970. 
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Facilit ies management companies entered the marketplace and 

experie nced dramat ic growth. 

• Perhaps the least understood industry force began to appear a few years prior 
to 1970, as the move toward nationwide companies with arrays of diversified 

servic es gathered momentum. This force was that of growth through the 

acqu isit ion process. 

Automatic Data Processing, with fiscal 1967 revenues of less than $ I 0 
mi II ion, expanded its payroll business into new geographic areas with 
the acquisition of Research Calculations, Inc. of Boston (January 1967) 
and Computer Services of Florida, Inc. (September 1967). Just prior to 
these acquisitions, ADP's first major attempt to diversify resulted in 

acquisitions of companies in the brokerage processing and 

printing/publishing business. 

In 1967, CDC acquired CEIR, an early leader in the computer services 
industry. The processing workload was gradually moved from CEIR's 
IBM batch and GE timesharing hardware to the CDC network which was 
already being upgraded to include CDC 6000 series equipment. At the 
same time, CDC started developing its education, professional, and 
maintenance services through acquisitions of companies such as Howard 

Research, Comma, and Syntonic Technology, Inc. 

• Since the few early mergers of the 1966-1967 period, acquisitions numbering in 
the hundreds have been completed, with ADP alone responsible for about sixty. 
Generally, strong companies have acquired weak ones, and the survivors have 
learned how to run new businesses, select new markets, and profitably 
distribute new products. 

• Successful computer services companies have recognized the need for strong 

ma rke ting, finances, returns on capital, and able management. While there is 
some ele ment of searching for these characteristics in most acquisitions, 
companie s primar i ly justify their acquisition programs in one of three ways: 
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Expectation that the merger wi II lead to some form of improved 
efficiency. 

Acquired stock is undervalued relative to their own. 

Acquisition reduces business risk by diversification. 

• The most difficult lesson learned by companies which have participated in the 
industry's consolidation is that mergers do not necessarily bring economies of 
scale. These economies follow when, and only when, sales forces are 
integrated, production is redistributed, and the products are rationalized -
tasks which are not easily accomplished. 

f~ 
B. ):FFECT OF ACQUISITIONS ON MARKET SHARE 

• Acquisitions in the computer services industry have had an impact on the 
market share structure. 

Generally, those firms with successful acquisition programs, such as 
ADP, Tymshare and Itel Data Services, have grown more rapidly than 
the industry as a whole, and hence have continuously increased market 
share during the past ten years. 

Some companies, such as EDS and PRC, have been able to gain market 
share without major acquisition activity. 

These companies are compared with others in the industry in Exhibit 111-
1 • 
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• The product mix of firms with active acquisition programs has also changed, as 
shown for Tymshare in Exhibit 111-2. The proportion of Tymshare's business 
from acquisitions outside its traditional RCS is expected to grow from 20% in 

1976 to 40% by 1980. 

• Larger computer services firms with successful acquisition programs have not 
only increased their market share by growing at rates faster than their prime 
competitors and the industry at large, but have also strengthened their 
positions vis-a-vis future market share capture. 

Acquisitions of smaller firms very often provide additional sales 

locations for the new parent. These locations with revised staffing and 
training eventually become multi-product sales locations operating at 
"fu II speed" more quickly than de nova start-ups. 

Multiple acquisitions of smaller companies which provide services to 
the same industry, or which support the same cross-industry 
application, permit the establishment of a rapid nationwide presence. 

Acquisitons of local or regional firms have not only provided an in-place 

base for the newly acquired products/services, but also for other 
products already successfully marketed by the parent in other 
geographic locations. The converse is also true whereby newly acquired 

regional or local products are eventually made avai !able to the larger 
company's nationwide base. 

• The investment required to fully develop new business opportunities in 

computer services wi II be more substantial than it is today. This fact impacts 
the industry trend toward consolidation through acquisition and merger in a 

number of ways. 

Smaller firms wi II be less able to compete in an industry reaching out to 
solve more complex problems. Those firms which fall behind wi II 

gradually disappear. 
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Small and medium sized companies with reasonable current capability, 
but which recognize the need for higher levels of investment and longer 
product development cycles, will begin seeking a larger partner to 
provide many forms of assistance, including the necessary funding. 

C. IMPACT OF ACQUISITIONS ON COMPETITION 

V 

One of the primary effects of acquisitions in the computer services industry I 
during the last decade is the reduction in the number of strong, applications- 1: 

oriented, regional competitiors and the corresponding rise of a few nationwide 
delivery vehicles. 

• One example of this can be seen by examining the market for automobile 
dealership services. At the the present time, outside of Computerized 
Automotive Reporting Services, Inc. (CARS) and The Reynolds and Reynolds 
Company, the largest nationwide services companies in this market are ADP 

and ITEL, both of whose dealer services operations stem 
regional companies during the early and mid 1970s. 

from acquisitions of " / 
~JI ·,..__ ·~ 

O·' r I 
',_ f ' ) t p' 

• The disappearance of the regional firms has resulted in the smaller local firms 
having to rethink their offerings and, in many cases, to become even more 
specialized. Whereas the small local company might consider "taking on" a 
regional competitor, they are less likely to enter into full fledged competition 

with a large national firm. 

• Acquisition programs have impacted competition by providing a vehicle for 
larger firms to upgrade or expand their technology, thereby placing tQem in an 
improved overall competitive position. 

This technology upgrade has come in the form of hardware, software, 
and communications "know-how." 
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New technology applied to tried and proven applications systems has 

resulted in millions of dol lars of increased profits for those firms able 

to capitalize on this situation. 

• From the purchaser 's viewpoint, acquisitions have resulted 1n keener 

co mpetitive offerings from relativ ely equally balanced, national companies. 

Yet the smal ler, local company can still often compete with very specialized 

and personalized service. 

o In the longer term, the effect of acquisitions on the computer services 

industry wi II be one of stabi I ization. As small companies are integrated into 

their new parents, the larger companies' standards and business procedures wi II 

be imposed on the acquired companies. This, in turn, wi II "ripple" through 

other small competitors resulting in the eventual lessening of the "cottage 

industry" image, and a more professional and stable industry posture. 

• Aggressive acquisition programs by larger companies will result in the industry 

leadership residing in a few large firms. By 1983, no less than five companies 

wi II exceed $500 mi II ion in annual sales, and many more wi II reach the range 

of $200-$500 million. 

• However, the total number of companies included in the industry will increase 

and not diminish during the next five years, as those which disappear through 

acquisition and abandonment wi II be replaced by a higher number of "new 

starts" in a variety of new service areas. 

The overall affect, however, will be a continuing concentration of size 

in a fe w companies. Those companies which wi II be acquired wi II have 

achieved multi-million dollar size (perhaps even tens of millions), while 

the new starts wi II require a few years of operations before reaching 
that size. 

As many as IO to 20 new "one year olds" wi II be requi r ed to achieve the 

revenues of a single r ecent ly acquired "eight year old." 
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D. MANAGEMENT STRATEGIES 

• The performance of the most successful computer services companies, 
measured in revenue and profit growth during the past five years, provides a 
good indication of how successful acquisition programs strengthen the 
companies that implement them. 

• While the obvious benefits of successful acquisition programs are well known 
and continue to be sought as key ingredients in most acquisitions, certain other 
benefits often accrue which are less recognized. These include: 

• 

Lengthening of the product life cycle. Often this effect is generated by 
moving into secondary and tertiary geographic markets. 

Reduced account "cannibal ism." Generally, the impact of this 
reduction is very beneficial because of the decrease in the involvement 
of already scarce marketing resources. 

Availability of alternate delivery mechanisms. An increasing 
sensitivity and awareness to business needs on the part of end users is 
requiring a range of services solutions. 

An alternative approach to formal acquisitions is the purchase of a business 
base using any one of a variety of payment methods. Properly executed, this 
method of business expansion is effective, profitable, and considerably easier 
to manage. For example, ADP has "purchased" the payroll business of several 
hundred banks over the years, adding many thousands of profitable accounts to 
the ranks of its clients. This was accomplished without the need for 
complicated SEC filings, accounting restatements, or fanfare. 

I 

/ 

• More and more, the management teams of large (or expecting to be large) 
services firms view acquisition as the lowest risk method of moving into new J 
markets. 
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As the industry has grown, so too has the sophistication of the user. No 

longer is he wi 11 ing to "sponsor" a new application system at his 

Axpense, providing a learning situation for the service vendor. 

Therefore. it becomes the responsibility of the vendor to know the 

busi:1ess before entering the market. 

Obviously, buying a firm which has already paid the price of admission 

permits a high level of confidence in succeeding and provides a running 

start into the marketplace. 

One respondent to the survey mentioned that an overriding cause of 

acquisitions is that "90% of internally developed products are failures." 

E. ACQUISITION TRENDS 

• The number of acquisitions of companies per year 1n the computer services 

industry was about 60 in 1978, many of them relatively smal I. 

This number will stay the same or slightly increase to within a 

maximum of I 00 per year over the next several years. 

On the other hand, the average size of the acquisitions will increase 

significantly. Whereas $200 million per year are approximately the 

aggregate revenues of acquisitions in 1978, INPUT expects this to more 

than triple by 1983, assuming no external impediment. 

• As well as acquisitions of companies, there are other forms of obtaining 
computer services business, such as the acquisition from a company, without 

acquiring the company, of a business base of revenues in a certain market 
segment; e.g., Automatic Data Processing acquiring the payroll services 

activities of a bank as mentioned earlier. 
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This activity, which is also an acquisition activity, does, and will, total 
an additional 50% of the complete company acquisitions in number and 
size. 

Therefore, the total number of acquisition activities per year wi II grow 

from about I 00 in 1979 to 150 in 1983. 

• In contrast, the average annual rate of growth of the industry over the next 
five years of 16% implies an increase in the market of one billion dollars in 
1979, and of over two bi II ion dollars by 1983. 

• Thus, the revenue attaching to computer services companies from acquisitions 
of al I kinds is equivalent to about 30% of the growth of the industry in 1979 
and 40% by the 1983 to 1985 time period. 

• Further, INPUT expects to see a consistent and increasing set of acquirors in 
the compute r services industry. In other words, companies wi II not enter the 
acquisition "game" for a few years, make some acquisitions, then stop doing 
so. Once they are in, they wi II generally stay in, unless external forces 
prevent them. Therefore, the acquisition activity growth wi II tend to go to 
the same set of companies. 

• This implies that leading companies must grow at well over 20% per year 
during the next five years in order to be sure of retaining their competitive 
position. Probably a target growth rate should be 25% per year. 

• In terms of the major active acquirors, INPUT projects that this number wi II 
increase slightly over the next five years, from approximately 20 companies 
now to about 30 by 1983. Some of the acquirors wi II themselves be acquired 
during this time so that the sum of the players in the "game" will be between 
40 and 50 over this time period. 

• This indicates that the average number of acquisitions per acquiring company 
wi II remain about three per year. The more aggressive, experienced 
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companies will double this number, with one or two approaching the ten per 
year level. The average wi II be reduced by the new entries, less experienced 

companies, and temporary impediments for some companies. 

• As a result of the acquisition activity over the 1979-1983 period, companies 

with approximate ly $3.5 billion in annual revenues in their years of acquisition 

will be acquired. They will cumulatively account for over $4.5 billion in 

revenues in 1983; about 30% of the total industry revenues. 

F. LIMITS TO ACQUISITIONS 

• In the long term, the major potential limiting factor relative to acquisition is 
federal government regulation and legislation. 

Senator Edward Kennedy has already called for the use of tax policy to 

control corporate growth through acquisition. 

Kennedy has also called for legislation requiring federal regulatory 

agencies, such as SEC and FTC, to provide competitive impact 

statements assessing the impact of an agency's rules and decisions on 

competition. 

The Justice Department's Antitrust Division can be expected to be even 

more active in the future, particularly if the current Administration 

remains in power after the next election. 

• Future attacks on acquisitions will largely be through accounting rules. 

Pooling of interest acquisitions wi II be a prime target; the "goodwi II" 
consideration may be further complicated. There may be a push for purchase 

accounting, with allocation of fair market value to identifiable assets only. 
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• Another major limiter to acquisitions in the availability of funds. The 
acquisitions over the next five years wi II "cost" about three bi Ilion dollars. 

Tighter credit and lower stock prices are the major factors here. 

The Federal Reserve Board may prohibit loans for acquisitions or put 
pressure on banks to restrict loans for acquisitions. 

There will be an increasing trend in the short term to use debentures in 
acquisitions as a result. 

• There are several factors which ameliorate the impact of tighter credit and 
low stock prices on acquisitions in the computer services industry: 

Computer services companies are excellent cash generating machines; 
many of the larger ones have an increasing amount of avai table cash. 
Acquisitions are, for the most part, a more attractive way of using this 
cash than paying dividends, since stockholders in computer services 
companies typically want growth rather than immediate income. 

Computer services companies' stock prices have consistently out-
performed the market over the last year. This performance can be 
expected to be retained. 

Several groups of companies interested in computer services 
acquisitions have more than enough cash avai table to spend on 
acquisition. These include oil, financial services, and foreign 
companies, including some that are quasi-governmental, such as the 
British company INSAC. 

• The third and immediately most important limiter is the absence of skilled 

acquisition staffs. 
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There are very few professional, well staffed acquisition functions tn 

the indust ry. 

There are even fewer companies that are well organized for acquisition 

integration. 

• As a conseque nce, many companies are inefficient and ineffective in 
acquisitions. They operate in spasms and waste considerable time and effort 
on individual acquisitions, particularly smaller ones. 

G. NATURE OF ACQUISITIONS 

• INPUT projects that the net number of new companies entering the computer 

services industry between now and 1983 wi II be at least I 000. This wi II be the 
difference between new companies entering the industry and those leaving the 

industry other than through the acquisition process. 

• However, as depicted in Exhibit 111-3, the nature of many of these companies 
wi II be significantly different from the traditional computer services 
companies: 

The number of companies formed, which are oriented towards large and 
medium sized computer systems, wi II continue to decline primarily 
because of barriers to entry. 

On the other hand, there wi II be a dramatic growth in the number of 
companies formed which are oriented towards the smal I computer 
system. 

When communication networks become easily and widely available, 

many of these organizations wi II be able to offer remote processing 
services nationwide. At that time the difference between them and the 
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traditional large suppliers wi II be in delivery method rather than nature 

of solution. 

• The acquisition "wave" passing through the $5 million to $25 million per year 
companies in the next several years wi II primarily reflect the acquisition of 

large systems oriented companies. 

• Some of the small acquisitions (less than $2 mi II ion category) wi II be of small-
systems oriented comp anies by the large companies. However, the next wave 

of acquisitions in this area will not come until the mid-1980s when the larg e 
computer services companies start to "snap-up" the emerging, successful smal I 

systems oriented companies. 

• Another change will come in the nature of the products and services offered 
by the "new wave" of start-ups. They wi II tend to be integrated companies, 
offering combinations of products, services, and hardware, as opposed to the 
more segmented offerings of the traditional companies. They wi 11 be in areas 

such as office services and services to the home. The large companies wi II 
tend to enter these new areas through acquisition. 

• Some factors affecting the formation of these new "computer services" or 
"automated information services" companies are: 

While the trend is to a decreasing number of entrepreneurs in the U.S. 
society, there wi 11 be an increasing interest by these entrepreneurs in 
the information processing industry. 

The industry is not a "deriv ed demand" industry such as the paper 
industry; it is a "created demand" industry. New companies in new 

areas create new demand. 

The new companies will tend to concentrate in non-traditional data 
processing areas. 
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IV ACQUISITIONS - THE ACQUIROR'S VIEWPOINT 

A. SURVEY OF ACQUIRORS 

• Nine acquiring companies were interviewed for this report. In addition, one 
interview was held with an executive familiar with the acquisition process of a 

significant company through a prior association. Some additional information 
was obtained from a partially completed interview with one company. 

• The companies interviewed were active acquirors; with the exception of one 
company with interests outside the computer services field which purports not 
to be an active acquiror, but still makes relatively frequent acquisitions. 

• The respondents were, with one exception, the executives in charge of the 

acqu is it ion process. 

• Three of them were chief executive officers, while only one of the others did 
not report to the chief executive officer. 

• Combined computer services revenues of the respondents were of the order of 

a bi Ilion dollars in 1978. 

• The respondents interviewed have made close to 200 acquisitions in the 

computer services industry, with 40 in the last two years. 
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The acquisition pace is increasing from new companies getting into the 
"gam e" rather than from more acquisitions by the existing players. 

Ave rage number of acquisitions per year by the respondents was three 
for the years in which they made acquisitions. Several respondents only 

reported acquisitions in the last three years. 

• For on ly two of the respondents was the amount of current business_ due to 
acq uisitions less than I 0%. Several respondents reported that virtually all 
their business was dependent on past acquisitions which have subsequently 
grown. 

• In terms of satisfaction with acquisitions, the respondents were obviously 
prone to some bias as, in most cases, they had been responsible for them. 

However, they could generally be characterized as very satisfied with the 
acquisitions their companies had made. 

• In over 87% of the 69 acquisitions rated, the respondents considered that 
representation by the acquired company was good. In only 5 cases was 
representation considered bad. 

• Management of the acquired companies was marked considerably less 
satisfactory, with management considered bad or indifferent in almost 40% of 
the cases. 

• Subsequent performance was rated good in over 7 5% of the cases, and bad in 
only 7%. 

• As mentioned by one respondent, it is important to diversify bets. Allowing 
for the respondents' biases, there is probably a greater than one-in-three 
chance that any one acquisition will not be satisfactory. 

• One responde nt with a great deal of experience considered there often was 
misrepr ese nta tio n by acquired companies. He suggested that potential 
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acquisitions need far better financial records and more rational future 
forecasts, with expect ations tied clearly to past reality. 

• It is likely that the expertise and experience of the respondents compensa tes 
for much of the initial misrepresentation by the potential acquisitions which 
might be due merel y to ignorance or wishful thinking. 

B. NATURE OF ACQUISITION PROCESS 

• Of the IO companies analyzed, only one had no acquisition plan at all and one 
company had basically a passive, informal plan to respond to certain 
opportunities .. Of the remainder, seven companies had a very formal plan and 
one company had a formal plan as far as industry orientation was concerned 
and was otherwise informal. 

• Only one of the nine respondents had a formal "kitty" established to make 
acquisitions. This company, a subsidiary of a large company, replenished its 
kitty annually. 

• Most respondents felt that establishment of a "kitty" was too restrictive. 
However, there are obviously fairly wel I understood parameters governing 
what the respondents can do. Some comments were: 

"Unlimited resources." 

"(Kitty) very restrictive - must have chips to enter the game." 

"Stock allocated by Board for various purposes including growth. 
Nothing is set up for acquisition in general - set up for specific 
situations." (Company which is relativ ely new to acquisitions). 
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"No (to kitty) - set up parameters only. If kitty is pre-established it 1s 

not good." 

"No (to kitty). Set objective size to take on in acquisition area -range 

of values. Establish program as opportunities develop. Go to parent as 
source of cash or credit." (Subsidiary of large company). 

• Thus, the acquisition process appears to be governed by a loose set of 

objectives only and has a lot of freedom and fluidity in most respondents. 

• Very importantly, every company that has a continuous record of acquisition, 
except one, has at least one person dedicated to the acquisition process. 

• As shown in Exhibit IV- I, one company has five people who are mainly 
committed to acquisitions. It is a company which has only been in the business 
for a few years and is already building a significant track record. 

• To be competitive, in a general sense, a company should have at least two 
people committed to the process. 

• In addition, there needs to be a trained group of support people, primarily 
attorneys and accountants. 

One of the maJor reasons for success of several of the leading 
companies is the availability of such people. 

One company, which averages twice as many acquisitions per year as 
most other companies, has a senior counsel, a financial officer, two 
accountants, and two attorneys, who are available on cal I for 
acquisitions although they are not specifically assigned to the process. 
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EXHIBIT IV-1 

RESPONDENTS' NUMBERS OF 

ACQUISITION STAFF 

3 1 w 
.J a. 
0 w a. 2 u. 
0 
~ 
UJ co 
:E 1 :) 
z 

1 2 3 4 

NUMBER OF RESPONDENTS 

PEOPLE WHOSE SOLE JOB IS ACQUISITION 
PEOPLE WHOSE SOLE JOB IS ACQUISITION 
PLUS PEOPLE WHOSE MAIN TASK IS ACQUISITION 

NOTE: EACH RESPONDENT GAVE ONE RESPONSE IN EACH 
OF THE ABOVE CATEGORIES 
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On the other hand, another very successful company swears by using a 
huge outside legal firm which has all the skills and experiences they 
need to meet varying conditions. They feel it is a major factor in their 

speed of response and success. 

• Just the physical numbers of contacts made by the respondents require a 

dedicated staff. 

As shown in Exhibit IV-2, at least half the respondents (including almost 
all the leading acquirers) contacted hundreds of companies per year. 

Several of the companies operating fewer contacts had a limit ed 
acquisition program in terms of scope. 

• The number of companies seriously considered drops typically by an order of 
magnitude from the number contacted. 

A rough rule of thumb seems to be that a company can consider I 0 
acquisitions each year for each person dedicated to the process. 

On average, about three proposals are produced as a result of these 
considerations. Several respondents pointed out that letters of intent 
were used as their criterion for a proposal. 

The close rate after proposals are produced is reportedly very high; 

over 60% of the time, according to respondents. 

• As one respondent pointed out, the situation is somewhat complicated by the 
fact that some companies are going after larger acquisitions than hitherto. 
The work load in an acquisition can be greater for a larger acquisition 
particularly if a public company is being acquired. However, it is not a linear 

relationship between size and effort required, so that it is generally much 
easier to do one five million dollar acquisition than five one million dollar 
acquisitions. 

- 40 -
© 1979 by INPUT, Palo Alto, CA 94303. Reproduction Prohibited. INP 



EXHIBIT IV-2 

ACQUISITIO NS INVES TIG ATED BY RESPOND ENTS 

NUMBER IN ONE YEAR OF 

COMPANIES 
RESPONDE NT CONTACTS SERIOUSLY FORMAL CLOSES CONSIDERED PROPOSALS 

1 200 20 4 3 

6 
2 500 22 LETTER OF 4 

INTENT 

3 300-500 - 15 7 

4 12 5 3 2 

5 12 6 3 2 

6 100 20 5 2 

7 24 6 2 1 

8 30-40 3-4 2 1 

9 133 8 3 2 
REVIEWED 

8 
10 HUNDREDS 16 LETTER OF 6 

INTENT 
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C. FORM OF ACQUISITION CONSIDERATION 

• Six of nine respondents primarily make acquisitions for cash, while two others 
reported an even distribution between cash and stock. 

• Only one respondent, a relative newcomer to acquisitions, primarily makes 

acquisition for a combination of stock and cash. Two other companies with 
experienced acquisition personnel regard combination deals as of importance; 
however, another equivalently experienced organization will "never" make 
such arrangements because of the handling of goodwill. 

• The question of goodwill and its handling is a major factor in acquisitions. It 
was specifically mentioned by several of the most successful respondents. 

Detailed treatment is beyond the scope of this report. 

• Most companies use escrow funds for a short period, typically up to 6 months, 
for warranties and respresentat ions of the seller. 

• There was an even distribution between respondents using earn-outs and those 
that did not. The trend appears to be a reduct ion in the use of earn-outs. 

Those companies with I 00% of their acquisitions for cash favored earn-
outs. 

The earn-out period mentioned by respondents was typically three 
years. 

In future the earn-out period will tend to reduce to two years. 

• Some comments about earn-outs from some of the more successful acquirors: 

"Difficult - less important than it used to be. There is no general trend 
but it is a very good way (of making acquisitions)." 
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"We do not use earn-outs. Deve lop a consid erat ion in management 
contract - method of lowering goodwill." 

"Not use d, except in exceptional circumstances." 

"(Use it) whenever possible." 

• As expected , repondents generally consider that the acquisition pace wi II 
increase: 

"Deals wi II become bigger and bigger." 

"Wi II stay the same." 

"Rate of technological change is the driver." 

• In terms of the forms of consideration used, there are many complicating 
factors and the input from the respondents was not clear. 

Accounti ng rule changes in 1974 significantly changed the form of 
considera tion because of the handling of goodwi 11. Prior to that, 
acquisitions by public companies were primari ly for stock; since then, 
cash acquisitions have been more common. 

As one respondent stated, "Used to be stock Now it is cash and 
debentures. Sometimes use stock for tax reasons." 

Respondents generally considered cash and notes would be even more 
important in the future, although larger acquisitions would involve 

stock . 

• Factors affecting the form of consideration are stock price, inflation, 
taxation, and accounting rules. As one respondent stated, "There is more 
concern with real wealth (cash and notes) now." 
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• It becomes obvious from the responses that a thorough understanding of the 
financial rules related to acquisition and a strong financial/accounting support 
capability are of critical importance in an acquisition function. 

D.. FINDING ACQUISITIONS 

• Respondents considered that, on average, 80% of their successful acquisitions 
were made from contacts they initiated, with about 10% each from acquirees 

and brokers. 

One major acquiror with a recent change in personnel reported only 
50% of successful acquisitions from its own contacts. 

Only two of the eight reported no use of brokers. One of the fastest 

growing companies reported 25% of its successful acquisitions from 
broker contacts. 

• As shown in Exhibit IV-3, respondents were generally not satisfied with 
services offered by finders or brokers. However, almost all respondents have 
used, and will use, them primarily because they don't want to miss anything. 

• Most respondents wanted more depth and management expertise from the 
broker. 

• Two of the respondents indicated they had a contract or agreement with a 
broker (the same one, in fact). The problem of a broker working with more 
than one acquiror was identified several times. 

- 44 -
© 1979 by INPUT, Palo Alto, CA 94303. Reproduction Prohibited. IN Pl 



EXHIBIT IV-3 

RESPONDENTS' COMMENTS ON USE OF FINDERS AND BROKERS 

RESPONDENT COMMENT FEE SCALE 

"WI LL DEAL WHEN KNOW BROKER.GENERALLY NOT NORMALLY DON'T 
1 SATISFIED (ESPECIALLY) WHERE THEY DON'T KNOW WHAT PAY 5/4/3/2/1. IS THEY ARE DOING. INSIGHT-PERSONAL KNOWLEDGE VALU-

ABLE" HIGH LIMIT 

2 
"NOT BIASED. COMPETITIVE ATTITUDE SOMETIMES 
DIFFICULT. RATHER WORK BY OURSELVES" TAILORED 

- MAX IM UM $25-$30K 
3 PER DEAL 

"MIXED ATTITUDE. WE HAVE USED THEM FOR INTRO- 3/2/1 - THEY ALL 
START 5/4/3/2/1. 4 DUCTION ONLY. THEY ARE LI KE REAL ESTATE BROKERS:' WISH IT WAS VALUE 
RECEIVED 

"DON'T FAVOR THEM. INTERNAL PEOPLE GET BETTER 11h - 2% OF CON-
5 RESULTS. SOME ARE PROFESSIONAL" SIDERATION. BUY ER 

PAYS IN CASH. 

6 "NEGATIVE. NOT SATISFIED. THEY CAN'T FULFILL FLAT FEE $25-$50K 
NEEDS" 

"OVERWHELMING 'NO!' JUST NEED FRI ENDLY INTRO- $25K FOR $1 Ml LLION 
7 DUCTION. ONLY REASON CONSIDER THEM IS WE DON'T $60K FOR $3MI LLION 

WANT TO LEAVE UNTAPPED SOURCE." 

~'ENCOURAGE IT-BUT ONLY USED ONCE. NOT SATISFIED- $10 K FOR COMPAN Y 
PEOPLE TEND TO BE FINDERS AFTER COMPLETING VOCA- OVER $5 Ml LLION. 8 TIONAL CAREER. THEY FEEL INTRODUCTION ENOUGH-WE 1% FOR AN ALYSIS IF 
HIRED GUY WHO WAS GOOD" INVESTM ENT BANKE R 
"INFORMAL PROGRAM CAN AND SHOULD BE USED. CAN BE 

9 HELPFUL EVEN WITH TARGET FROM SA LES VIEWPOINT. 
NEGOT IAT ED USE INVESTMEN T BANKERS TO CLOSE. NEED THEM TO 

PROVIDE MANAGEMENT EXPERTIS E" 

"HAPPY TO WORK WITH SOMEONE WHO KNOWS THE BUSI-
10 NESS. MOST ARE JUST CONTA CTS. USEFUL WHEN INVO LVE D NEGOTIATED 

IN CONSIDERATION PROCESS" 
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• None of the respondents indicated they would use the 5/4/3/2/ I scale (5% of 
first mi Ilion dollars, 4% of second mi Ilion dolla rs, etc.). This was termed a 
"figment of the imagination" by one respondent. Typically, respondents were 
wi !ling to pay a flat fee of $ I 0,000 to $25,000 for an introduction. Size of 
acquisition and/or assistance in the process would increase the total fee. 

• Several respondents mentioned the use of investment bankers 1n the analysis 

and close, rather than during the search process. 

• Four of the respondents specifically mentioned working with one broker, Gi I 
Mintz of Broadview Associates, generally in a very positi ve manner. 

• Sources of information besides brokers used to identify prospects included 
outside services and directories. Five of the respondents considered their field 
people to be very important. One very successful acquiror has a "hot line" 
established from the field to the acquisition function. 

• ADAPSO was regarded as a source of contacts; generally the meetings. 

However, one respondent described ADAPSO as "has been a collection 
of less than first class companies." 

There also is a feeling that it used to be more important as a source of 
companies to be acquired. 

Recent growth in ADAPSO membership runs counter to the above two 
.. optntons. 

• The trade press was of some use for ideas. 

• Eight of the respondents mentioned INPUT's services as a source of 

information. In particular, the CAMP service was specifically identified by 
sev eral of the most successful acquirers. 
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• Datapro was me ntioned by two comp anies and Dun and Bradstree t by another. 

E. THE ACQUISITION PROCESS 

• In the series of actions of search, evaluation, negotiation, and close, most of 
the respondents had a continuous search pr ocess, as shown in Exhib it IV-4. 
Several compa nies pointed out that initial contacts sever al years ago which 
are continually 'revisited' often eventually result in furth er activity. 

• The evaluation stage averages two mon ths althou gh several companies 
indicated an obi lity to considerably shorten this process. Also one respondent 
pointed out the necessity of "selling" at this stage. 

• Negotiation is a much shorter stag e; two to six weeks, with an average of 
about one month. 

• The close stage varies from a minimum of one day to a maximum of three to 
four months. There is an. indication that a several week close cycle should be 
the target. 

• In terms of the total length of the proce ss, there appears to be tw o groups of 
companies. 

The first contains at least three of the most successful acquiror s and 
expec ts the total time to close to be two to four months. 

The second group expects the total time to be six months or longer. 

• Speed is regarded by several companies as being vital. One public com pany did 

its due diligence work in parallel with other activities and re ckoned to 
comple te an acquisition within 60 to 90 days of contact. 
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EXHIB IT IV-4 

RESPONDEN TS' ESTI MATES OF LENGTH OF 

AC QUISI TION PROCESS 

LENGTH OF PROCESS (MONTHS) 

RES PON-
DENT SEARCH EV ALU- NEGO- CLOSE TOTAL ATION TIATION 

1 ON-GOING 2 1 3-4 6 

2 INDEFINITE· <1 1i , 2-3 2 

. . 

3 ONE DAY 2 ... 3 , 3 TO MANY 2 

MONTHS 

4 CONT IN- 2 3 6 uous 

5 6 1 , 2 1-12 2 

6 CONSTANT 2 1 1 

7 CONT IN- 1-3 >6 uous 

8 >1 DAY 2-3 
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• Few respondents had any idea of how the costs of th e acquisition process were 
distributed among the various stages. Several companies indic ated the 
evaluation stage was the most expensive, up to 50% of the cost. 

• One respondent commented their acquisition process cost half a millio n dollars 
a year - exclud ing cost of acquisitions themselves. Another mentioned a one 
million dollar a year cost. 

• As shown in Exhibit IV-5, top mangement of an acquiring company is invariabl y 
involved in the close. However, most companies use their top mangement at 

some time before the close as part of the selling function. 

• On the other hand , the role of the Board of Direct ors is primarily one of 

program ratification and prior approval unless it is a "big deal." 

• Although the acquisitio n function is usually res ponsible for taking an 

acquisition right through to th e end, two co mpanies switched responsibilities 
for negotiation and close. 

• Those companie s with a central planning function, only involved it in th e 

search and evaluation stages, at most, to obtain identification and support 
data. 

Only one of the four companies which did not have cent ral pla nning 
function is a leading computer services company and recognizes the 

need for such a function. 

It is notable that most companies separate their plannin g and 
acquisit ion functions. It is almost as though planning is "staff" while 

acquisitions is a 'line' function. 

• The company attorney must be involved in the negotiation and clos e stage. 
However , few companies waste time with them before hand. 
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EXHIBIT IV-5 

STAGE OF ACQUISITION PROCESS RESPONDENTS' 

DEPARTMENTS ARE INVOLVED 

STAGE AT WHICH DEPARTMENTS AR E INVOLVED 
NUMBER OF RESPONDENTS 

DEPARTMENT NOT IN-
SEARCH EV ALU - NEGOTI- CLOSE VOLVED/ 

ATION ATION NOT AP-
PLICABLE 

TOP MANAGEMENT 2 5 7 9 0 

BOARD OF 0 0 1 4 3 
DIRECTORS 

ACQU IS IT ION 10 9 8 8 0 
FUNCTION 

PLANNING 3 3 0 0 4 
FUNCTION 

COMPANY 0 2 9 9 0 
ATTORNEY 

TEC HNICAL 1 9 1 0 0 
STA1-=F 

FINA NCIAL 2 8 7 5 0 
STA FF 

OUT SIDE 0 1 
ATTOR NEY 

1 4 4 

EXTERN AL 0 1 1 3 2 
AUDIT OR 

FINANCIAL 
0 1 1 0 6 

ADVISO RS 

BROK ERS I 6 1 0 0 1 
CONSUL T AN TS 

" TOTAL OF NI NE RESPONDENTS" 
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• On the other hand, it is extremely important to get the financial people 
involved relatively early in evaluation. Although only half the respondents 
keep them involved through the close, several of the more successful 
companies stressed the importance of doing this. 

• As shown , few of the respondents set much store by outside services. 

Several respondents involved an outside attorney in the close. 

One very successful respondent emphasized the use of a large external 
law firm with all the ski Its they needed. This respondent considered 
this a significant advantage over competitors. 

• Two other companies used investment advisors in the evaluation and 
negotiation stages and were well satisfied. 

• Of the companies that used brok ers in the search stage, several expected to 
use more consulting services in the evaluation stages in future. 

• Responde nts generally considered that personnel costs were about 50% of the 
cost of an acquisition process, if brokers' fees are excluded. 

Legal expenses averaged about 20%, more in the case of the company 
extensively using an outside law firm. Several comments were made 
that legal fees were "outrageous." 

Accounting, travel, and other costs avera ged about I 0% each. 

Accounting expenses in particular, would be a greater share for a large 
public acquisition. 

• For smaller companies, external expenses are minimized. 

• Costs of an individual acquisition, excluding broker fees, can range to 
$ I 00,0 00. If annual costs of a significant acquisition program are pro-rated 
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across acquisiti ons made , t he cost probably more closely approximates to 

$200,000. 

• Con fidentiality is regarded as very important by respondents from the view-
poin ts of protecting their interest and of protecting the prospect's interest, 
part icu lar ly if a small company. As one respondent stated, you "want to keep 
the prospect away from competition" and recognize that the prospect "could 

be injured." 

• However there is a divergence of opinion as to whether or not it is a problem. 
Generally, those companies with a shorter time to close perceive it less of a 
problem than the others. Comments about methods of reducing the problem, 
apart from letters of intent, were: 

"Don't tell anybody, except one or two people. For big transactions 
meet on neutral ground." 

"Use very short time period." 

"Move quickly once eveybody interested." 

"Limit number of bodies involved. Code information. Use research 
firm for research." 

"Use 'need-to-know' policy internally." 

"Sometimes use a mutual non-disclosure policy." 

• Letters of intent are controversial. Of those respondents addressing their use, 

two said they used them, two avoided their use altogether, and two used them 
under certain conditions. 

"Letter of inten t during negotiation." 
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"No letter of intent as standard practice." 

"Giv e letter if they ask for it." 

"Never give letter of intent. It is not worth the paper it is written on." 

"May use in a complex situation only. Put conditions on potential 
acquiree such as an agreement not to talk to another company for six 
months." 

"Use letter of intent signed by both parties." 

"Make letter of intent as specific as possible - face reality 
immediately." 

• Very few respondents considered sheer size as a determinant of acquisition 
pote ntial. One respondent considered the maxi mum size of a potentia l 
acquisi tion as 50% of their size. A much larger company pointed out that if 
they acqu ired a company 50% of their size it would take years to digest, unless 
it operated independently. 

• Several respondents mentioned the rate of assimilation of companies and 
people as the limiter. 

However, the degre e of autonomy allowed acquisitions affects this rate 
very significantly. 

If acquisitions are allowed a lot of freedom and autonomy, as often 
happens with companies under $50 millio n which are at an early stage in 

their acquisition process, assimi lotion is not a problem. 

• Several respondents stated there was no real limit to their acquisition 
potentia l. As one respondent stated, limit is "Desire, psychology, and the 

obi lity to do it." 
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• Other comments relating to determi nants of acquisition potential: 

"Not sure what is limitin g constraint - we can buy bigger companies. 
Limits relate to amount ot stock wi II ing to give up, avai I able capital tn 

tight money situations." 

"Look at what company would look like when put together." 

"Ability to find good candidates." 

"Limit is internal rate of return on investment. Cash flow, capital 
budget, and availability of funds are also considerations." 

F.. METHODS OF ACQUISITION EVALUATION 

• Respondents were generally reserved tn giving quantitative measures of how 
they evaluate and value companies. 

• As shown in Exhibit IV-6, respondents value profit and growth potential at the 
top of their list, on average. Several respondents volunteered "management" 
as being equally important. 

One respondent commented that "Management was important (in early 

days) but not now." 

Another respondent commented that "Numbers came after people." 

• Revenues, profit, growth poten tial, and product special ization all received 
number one priority ratings from t wo respondents, demonstrating the divers ity 

of approach of the respondents. 
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EXHIBIT IV-6 

RESPONDENTS' PRIORITY RATINGS OF A CQUISITIO N 

EVALUATION FACTOR S 

MOST IMPORTANT LEAST IMPORT ANT 

FACTOR 

j PROFIT 

GROWTH 
POTENT IAL 

MANAGEME NT 

2.0 

2.0 

2.0 

PRODUCT SPE- ~,.....,..----._..,~------
CIALIZATION ............... -. ________ __ 

INDUSTRY 
CLIENT BASE ...---------...i--..-----...i.......-

REVENUES 

TYPE OF 
SERVICE 

GEOGRAPHY 

NET WORTH 

TYPE OF 
HARDWARE 

0 1 2 3 4 5 

AVERAGE PRIORITY (1=HIGHEST) 
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Several commented that they made acquisitions for a variety of 
pur poses, t o "fi II gaps," "merge with existing operations," "enter new 
industry ar eas," etc. 

Hence , acquisitions may be valued differently by the same company 
dep ending on the reason for them. 

• Comm en ts relating to evaluation factors are: 

"Management is a very significant reason and track record." 

"People and market share are important." Respondent who has 
different evaluation factors depending on stage of acquisition process; 
i.e., industry is a critical "gating" factor in search, but then becomes 
unimportant once the company enters negotiation. 

"Pay higher for strategic acquisitions; e.g., software tn a changing 
technology area." 

"Quality of management important." 

"Want to accelerate growth and achieve critical position in the market. 
Do not want to be in the commodity market." 

"Management is a 'must' criterion." 

• Actual valuation data was sparse: 

"Principals generally want two to three time its worth." 

"Use combination of pay back and discounted cash flow" to achieve 

value. Rule of thumb in that "value is a proportion of exisiting 
price/earnings ratio plus so many years positive cash flow" (very 
successful acquiror). 
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"Use pay bac k of fiv e years or more on pro forma. 'Pape r' is more 
flexible. Price is a lways the last consideration." 

"(Value) three to five times pre-tax earnings, depending on growth . Use 
discounted cash flow analysis over seven years." 

"(Value) 50-100% of one year's revenues or 7 to IO times earnings ." 
(Respondent looking for good profit return). 

"Market va lue. Use appraisal technique, no formula." (Another very 
successf1JI acquiror). 

"Use discontinued cash flow with pay back in three to four years. Look 
at profitability it wi II generate, excluding principals' perks." 

"Expect to pay less than a dollar-for-dollar on annual revenues and 12% 
to 15% return on acquisition money. Look at what would happen at the 
end of five years. Use accrual accounting and return on capital 
employed." (Subsidiary of large company). 

• Thus valuation procedures vary, but discounted cash flow and pay back periods 
appear to be consistently involved, although the length of the period varies 
from as low as two to as high as seven years. Cash flow is also considered 
very important by several respondents. 

• Obviously, then, the prospect must have a credible pro forma statement for 
the next three to five years. 
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G. RESPONDENTS' CURRENT ACQUISITION INTERESTS 

• All the respondents were primarily concerned with U.S. acquis itions. Only two 
respondents report ed an equivalently high interest in European· acquisitions and 
interest in acq uisiti ons in other areas was practically non-existent. 

• As shown in Exhibit IV-7, the five to twenty million dollar a year companies 
are ranked high est in terms of desirability, with the two to five million dollar 
category clos e behind: 

Only one respo ndent, a relatively passive acquiror, had more interest in 
the und er two million dollar category than any other. 

Three responde nts ranked the two to five mi II ion dollar category 
highes t, including two of the smaller companies. 

Thr ee of the four companies ranking the five to twenty mi II ion dollar 
cat ego ry highest are t he most aggressive acquirors. 

Only one company reported a really serious interest in companies over 
tw en ty mi llion dollars per year. 

• Softw a re co mpan ies with industr y specialized software or professional services 
were of high int erest to respo ndents (rating 7 .8 on the scale), higher than 
expecte d. INPUT therefore expects to see more acquisitions of such 
compa nies by the maj or acquiro rs in the future. 

• Ot her softwar e products and prof essio nal se rvices companies were generally of 
negl igible int erest to re spondents . Alt hough one aggressive acquiror rated 
syste m products compani es (with compati ble products) quite highly. 

• Indust ry specialized, RCS -based ser vic es are rated the highest by respondents 
as show n in Exhibit IV-8. Responden ts a lso had a high interest in multi-service 
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EXHIBIT IV-7 

RESPONDENTS' PREFERENCES FOR SIZE OF 
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0 
NO 

INTEREST 
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2.6 

4.0 
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8.5 
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EXHIBIT IV-8 

RESP ON DE NTS ' PREFERENCES FOR PROCESSING SERVICES 

GENERAL BUSINESS 

SCIENTIFIC 
ENGINEERING 

INDUSTRY 
SPECIALIZED 

UTILITY 

BATCH 

RCS 

FM 

MUL TISERVICE 

0 
NO 

INTEREST 

COMPANIES 
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companies, particularly if they were in DDP, or if, as one respondent said, 
"there really were any multi-service companies." 

• Relatively few of the respondents had an interest in equipment companies. 
However, those that did had a relatively high interest in communications and 
office equipment. One respondent stated that "this is where the bucks will be 
made in future. It is opening up now but no one has put it together yet." 

H. RESPONDENTS' EVALUATION OF COMPETITION IN THE 
ACQUISITION FIELD 

• Automatic Data Processing is on everyone's list as a competitor, as shown in 
Exhibit IV-9. Apart from the companies listed, single mentions were made of 
Shared Medical Systems, Reynolds & Reynolds, OSI, Informatics, SBC/CDC 
(two mentions), and NL T. EDS and CSC were also mentioned as potential 
competitors. 

• Competition is regarded as limited, with most companies mentioning two to 

four competitors. Several companies commented that the extent of 
competition from a particular company depended on the presence or absence 
of a specific individual. 

I. RESPONDENTS' VIEWS OF ACQUISITION TRENDS 

• Seven of the eleven respondents considered that the acquisition trend wi II 
accelerate, while two feel it wi II stay the same. 

• Of the two who consider that it wi II decelerate, one considers there are fewer 
good candidates left (a position with which INPUT and other respondent s 
disag ree). It considers that new companies will be developed, but not as fast. 
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EXHIBIT IV-9 

COMPETITORS IN TH E ACQUI S ITI ON F I EL D 

AUTOMATIC DATA 
PROCESSING 
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The other feels there wi II be a short term deceleration because of economics 
and a long term acceleration. 

• Respondents generally considered that "deals" wi II be larger in the fu ture ; $ I 0 
mi Ilion to $50 mi Ilion level was mentioned by one respondent. This contrasts 
with the interests of the respondents as to size of acquisition reported above. 
However, this may reflect a movement towards "consolidation" rather than 
"acquisition" mentioned by several respondents. 

• Reasons for the acceleration process were as follows: 

"Source of managers is 'gravy.' (Main reason) ts that challenges will 
require increasing economies of scale." 

"Economies of scale." 

"More and more companies see industry/discipline specializations as the 
route. Major companies are generally not there yet. Some other 
companies are getting into it. Lot of room for growth; sti II a lot of 
very fine companies to be acquired." 

"Reason ( for acceleration) is there is a vast sea of plankton and large 
fish cruising around. Amalgamation wi II have more effect on smaller 
companies in future. Larger acquisitions will cause digestion 
problems." 

"There are tremendous state-of-the-art entrepreneurs that need support 
of larger companies to reach potential." 

"Rate of technology change and aging of entrepreneu rs." 

"Need to get large critica l mass." 
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• As indicated by one res pondent, more companies are going to make the "make 

versus buy" decision when they try to get into new areas. 

• Another respondent considered that the public firms will not be able to do 
what they want since their stocks won't do as well in the near future. 

J.. POST - ACQUISITION IMPLEMENTATION 

• In the post-acquisition areas, management was regarded as the most difficult 
area. Problems identified were: 

"Changing from entrepreneurial to managed business." 

"Used to being own boss." 

"Reluctant to give up name." 

"Imagined loss of control." 

"Finding your bubble burst." 

• Solutions suggested to these problems included: 

"Have a period of transition management." 

"Get to know (them) beforehand." 

"Postpone integration for some period." 

"Allow them to make suggestions to make changes." 

"Counseling and good communications." 
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• Communication is frequently mentioned as being important through out an 
organization. 

• Respondents emphasized the necessity of expecting some key people to leave, 
no matter what is done. 

• Product development and marketing areas are regarded as somewhat less 
difficult to handle. Product understanding and company image problems in 
marketing can be handled through good interaction, communications and 
training. 

• Operations problems are generally not significant, and can be easily handled. 

• Only three of the respondents have a formal post-acquisition plan, although 
several indicated they shou Id have. 

Several others respondents mentioned they establish such plans for each 
specific acquisition. 

One respondent emphasized not showing the plan to the prospect before 
the acquisition is completed. He also emphasized, though, that there 
should be no surprises to the acquired company. 

• There is a considerable variation in how quickly respondents change benefit 
plans of acquired companies with about half the respondents trying to change 
programs immediately, generally including the more aggressi ve companies, 
while the other half do it slowly: 

"Let them continue until there is no negative impact." 

"Change as quickly as possible." 

"Immediately." 
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"Try to make our standards generally applicable." 

"Coordin a te (benefits)." 

"Don't c hange to ours - they are too high." 

• However , respondents agreed it is important to establish th is "up-front." 

• There is less emphasis on changing compensation plans quickly. Most 

companies, particularly the more successful acquirors, like to use an 
evolutionary approach. 

• Management "perks" are integrated pretty quickly by most successful 
acquirors. If necessary, allowance is made in the consideration for such 

"perks." It is necessary to be consistent and firm in this area. 

K. RESPOt-OENTS' OPINIONS ON THE ACQUISITION PROCESS 

• Respondents were generally very positive on acquisitions. It oviously is a very 
emotional business with a lot of psychological aspects. Many respondents use 

the term "game" or game analogues in their conversation. 

• For several of these companies, the acquisition function and process is a "line" 
as opposed to "staff" activity. They have a charter to "make things happen." 
This is a major reason for the differentiation between acquisition and planning 
functions. 

• Individual comments are shown below . 

. One respondent commented, "It (acquisition process) is fun!" 

"Honest communications are needed on both sides." 
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"One of the most difficu lt things to do is the search function. " 

"It is difficult to find out what the financial information reall y mea ns, 
although we use our auditors." 

"We need a well managed process. We make it a keystone of our 
business" (company with a detailed acquisition plan with general and 
industry segments). 

• One very knowledgeable respondent advanced the following considerations: 

Reasons for acquisition from the acquiree's viewpoint: "estate of an 
outside owner, 'over-their-heads' management, inabi I ity to handle 
growth, capital needs, and prestige credibility." 

He commented that "sales force expansion does not work," and that 
"Estate planning is vital for smaller organizations." 

• For acquirors he stated the questions should be: "Why acquire anybody? Do 
we have the personality to handle acquisitions? Do we have the organization 
to handle it?" 

Too often the reason for a company being in the acquisition business is 
that "it is the thing to do." 

Companies should be doing it: "where the needs are identified, 
management is sympathetic to the process, psychologically able to 'give 
away part of the store,' and able to accept the wealth of individuals 
bought. Also need cash, stock, and/or borrowing power, of course." 

• Another very successful respondent stated: 
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"No other busine ss is as volatile. 
emotionally. Frus trations are large." 

There are peaks and valleys 

"A lot of people make it mechanical; it is a very people business!" 

"Our acquisition activity is part of corporate strategy, not part of 
marketing or financial functions." 

"Accountin g rules are very important." 

• A respondent who repres ents a subsidiary of a larger company stated he was 
very positive about it: 

"It is a unique area!" 

"Need to get to know key management people and what they are 
thinking, particularly in wealth terms." 

"Insist on talking to key clients, possibly using consultants." 

"Evaluat e real growth potential, not just past projections." 

"Certain employees wi II quit, from fear or removal of loyalty. Certain 
customers wi 11 also be lost. This wi II surprise management." 

• A very successful acquiring company uses a team approach, a combination of 
sales and financial talent. They are able to move rapidly as a result. 

"It's risky!" 

"Good way to grow - exciting way to do it! Really makes things 
happen." 
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• Another respondent sounded a note of caution, however, perhaps beca use it is 
now an established leading computer services company: 

"Acquisitions, or take overs, now use brute economic power. Creati ve 
people leave. Also, activity wi II bring in legislation." 

"Initially, when we were growing rapidly, we needed acquisitions for 
critical mass, for sales and management. Today, our size and stature 
raise legal questions." 

"Now, we have a low appetite for acquisitions. Most of ours are small 
and selective, for missing software applications." 

"Acquisitions are bad except in special cases - people must want to be 
acquired and people must not be uprooted as a result." 

"Other approaches can be used; joint ventures, licensing arrangements, 
distribution agreements, etc." 

• Another successful respondent commented: 

"Major questions are: Do you do mergers or acquisitions? Purchases or 
pooling?" 

"More emphasis is needed in legal and tax questions. Tax planning for 
the seller is very important. There is no such thing as 'conservation of 

tax."' 

"Look at getting around goodwill, personal assumption of 
liabilities/assets to the sel ler. Enable tax plann ing to be done." 

• A relative newcomer to the acquisition process had a very perceptive 
comment: 
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"Few companies recognize how beneficial it (an acquisition program) 

can be. It is like a football game; interna l growth is like the running 
game, acquisitions are like the passing game." 

" It is very important to have planning for integration." 

Key question "The integration process - how is this done? How do you 

integrate technology? We need to change our technology to support 

them (acquisitions). However, if we converted now, costs would be too 
expensive. Also, where should the geographic location be for 

executives?" 

• The acquisition process then is viewed as being critical to most of the 

respondents, psycholo gically and practically. They expect activity to 

accelerate and have a major impact on the competitive structure of the 
industry. 
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V ACQUISITIONS - THE POTENTIAL ACQUIREE'S VIEWPOINT 

A. SURVEY OF POTENTIAL ACQUISITIONS 

• In ,the survey, 27 respondents with combined 1978 revenues approaching $200 
million summarized their views of the acquisition process. This represented 
about 15% of the companies to whom the questionnaire was sent. 

• Companies surveyed generally excluded the following categories: 

Companies with less than $2 million in annual revenues. 

Companies with over $20 million in annual revenues. 

Subsidiaries of banks, manufacturers, or other organizations not in the 
computer services industry. 

Companies recognized as "acquirors" rather than "acquirees ." 

• As shown in Exhibit V-1, however, the respondents tended to be la rger than the 
distribution of companies in the sample. 

• There were two main reasons for the response fr om some of the larger 
. companies. 
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EXHIBIT V - 1 

CHARACTERISTICS OF RESPONDENTS WHO ARE POT ENTIAL 

ACQUISITIONS 

NUMBER OF RESPONDENTS (PER CENT) BY 
TYPE OF COMPANY 

SIZE OF 
COMPANY IN 
1977 ANNUAL 

REVENUES SOFTWARE 
PROCESSING PRODUCTS TOTAL SERVICES & SERVICES 

<$5 Ml LLION 8 8 16 
( 30%) ( 30%) ( 59%) 

$5-20 Ml LLI ON 6 4 1 0 
( 22%) ( 14%) ( 37%) 

>$20 MILLION 1 0 1 
( 4%) ( 0%) ( 4%) 

TOTAL 1 5 12 27 
( 56%) ( 44%) ( 1 00%) 
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Several of t hem ar e much more inter ested in making acquisitions than 
being acqui red . 

At least eight of th em a re activ e ly consi dering being acquire d. 

• All but five of the responden t s were presidents or chairmen of their 
companies. 

B. ATTITUDES OF RESPON::>ENTS TOWARD ACQUISITION 

• As well as the eight respondents considering acquisition, 16 respondents would 
possibly consider having their identity released to acquiring companies. 

• In terms of the number of approaches received by the respondents, one rem ote 
computing services company reported 18-20 while three companies we re not 
approached at a 11. 

The median number of approaches was three . 

All the companies presently considering acquisition had bee n 
approached from one to four ti mes. 

• This number of con tacts should not be projected over all co mput e r se rvices 
companies. In INPUT's opinion, the respondents are a re latively attr ac ti ve 
group of compan ies with higher th an average contact rate s. 

• It is notewort hy, th e refor e , that the contact ra t e is re latively low in all but a 
few highly v is ible insta nce s. This is co mpatible with the fact that ther e are 
only abou t 20 compani es with significant acqu isit ion activity in the industry. 

• As shown in Exhibit V-2, almost half thos e companies not presently considering 
being acqu ired wi II consid er doing so at a ce rtain time and/or size: 
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EXHIBIT V-2 

RESPONDENTS' ATTITUDES TO ACQUISITION IN FUTURE 

"WHEN WOULD YOU CONSIDER BEING ACQUIRED?" 
RES PON-

DENT 
YEAR SIZE VALUE COMMENT ($ MILLION) ($ MILLION) 

1 40 40 
2 2 2 
3 "WHEN NEEDED FOR OPERAT IONS 

OR AN UNUSUAL OPPORTUNITY" 
4 2. 5- 3. 0 2. 5-3. 0 "RIGHT PARTNER" 
5 1 00 1 00 "WHEN CAPITAL REQUIREMENTS 

FOR GROWTH EXCEED OUR 
ABILITY TO RAISE IT" 

6 WHEN CHEMISTRY IS RIGHT AND 
AND ITS A GOOD DEAL FOR 
STOCKHOLDERS AND 
EMPLOYEES 

7 1 i:; 25 
8 18-20 ANYTIME 
q 1 q82 4 

1 0 RIGHT PARTY AT RIGHT TIME 
1 1 "SOMEWHERE BETWEEN AGE 40-50 

YEARS" 
12 " .••• COMBINATION WOULD 

HAVE TO BE BENEFICIAL TO 
BOTH Fl RMS 11 

1 3 "WHEN IT MADE SENSE II 

1 4 1 980 5 "WHEN MARKET VALUE AND 
MATCH SEEM FAVORABLE" 

1 5 1 979 11WOULD CONSIDER IT IF CON-
DITION WERE FAVORABLE TO 
ALL 

1 6 1 979 

17 11THE SIMULTANEOUS DEATH 
OF THE MANAGEMENT TEAM" 
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In addition, most of the remaining companies would cons ider an 
approach "if it made sense." 

Those few companies that would not consider acquisition had had very 
few approaches in the past year. 

• Thus, it appears that as the number of companies making acquisitions 
increases, their steady cal I ing on prospective acquisitions wi 11 gradually 
condition all but the most resistive to the concept. After that it is a matter 
of time and the right approach before the company succumbs. 

• The most resistive comment (respondent number 17 in Exhibit V-2) came from 
one of the more attractive, industry specialized, acquisition prospects. There 
are several of these obvious targets which have been well "prospected" and 
sti II resist. However, even they may well seek shelter if, to meet competition, 
their basic business requires resource expenditures that they don't possess. 

C. ATTRACTIVENESS OF ACQUIRORS 

• Computer (processing) services companies are the first choice of almost half 
the respondents in terms of by whom they would like to be acquired, as shown 
in Exhibit V-3. Reasons are as follows: 

"Know-how." 

"Same business." 

"Most like our business." 

"Our business is service and software." 

"The business is the same , thus continuity is preserved." 
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EXHIBIT V-3 

RESPONDENTS' PREFERENCES FOR TYPES OF ACQUIRING ORGANIZATION 

COMPUTER 
(PROCESSING) 
SERVICES 

COMPUTER 
SOFTWARE 

COMPUTER 
EQUIPMENT 

SUBSIDIARY OF 
LARGE COMPANY 

BANK 

COMMUNICATIONS 
COMPANY 

~ FIRST CHOICE 

~ SECOND CHOICE 

D THIRD CHOICE 

0 5 10 15 

NUMBER OF RESPON SES 
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"Better unders tandin g of the business; most likely have common 
objectives." 

"Complementary strengths and goals." 

"Best trade-off between goodness of fit and size of acquiror's resource 
base; likely to be part of a significant corporate commitment." 

• Reasons why processing companies are not the first choice: 

"Least opportunity for talented people." (president of one of the larger 
RCS respondents ranking them seventh choice) 

"We are already in computer services." (ranking them second choice) 

"A large middleman is attractive since we know how to operate in this 
mode - our products need national distribution." (ranking them second 
choice behind subsidiary) 

• The second choice of many companies are the subsidiaries of large companies: 

"Resources." 

"Better chance of being an important part of this phase of their 
business." 

"Force-fed revenue and value added of software products." 

"Division may be in our business." (ranking them second choice after 
processing services) 

"Could equal II I if the firm was already engaged in the marketplace." 

- 77 -
© 1979 by INPUT, Palo Alto, CA 94303. Reproduction Prohibited. INPUT 



"Depends on corporate commitment to our busi ness - staying power -
NY listed st ock - avai !able ca pit a l to fund ra pid growth. " 

• Negative comment s on subsidiaries are: 

"Com patible busine ss. Pr ior exper ience with X company indicates they 
do not pay enoug h." 

"Limited imaginati on ." 

"Lack of co mm on int e re sts." 

• Two of the more a tt ractiv e RCS companies would be most interested in a 
large company diversifyin g int o th e computer services industry, implying that 
they would become t he comput e r serv ices subsidiary of that company. 

• Comments re lated to com munic ation s companies are: 

"Potential expansi on." (softwar e company ranking them first choice) 

"Po tential good fit ." (RCS company ranking them third choice) 

"Utili ty business too different." (medica l industry specialist company) 

"We will be heavily in communications processing." (RCS company) 

"May hav e a marginal benefit." (lar ge proc ess ing company) 

"Increasi ng importa nce of communicaitons in DP ." 

"If IBM, Xerox, and AT & T move to dominate, we would like to be with 
them ; bu t can they?" 
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"Relati vel y poor fit; probably a stultify ing environment un less the y saw 
software as a major growth area ." (same comment applies to banks ) 

• Generally, RCS compan ies are mos t receptive to being acquire d by 
communications companies: they percei ve a "fit" because of the import ance 
of telecommunications to them as a delivery mechanism and the nat ural 
expansion potential of te lecommunications companies into comp ut er 
processing services. 

• It was notable that only two of the software companies responding wou ld 
prefer to be acquired by another software company, as shown in Exhibit V-4; 
while five of the 12 looked for a computer equipment or telecommunications 
company. 

One software company ranked a company like Magnuson as first choice 
because they could "put our software on a chip." 

This is a marked difference from the processing services companies , as 
shown in Exhibit V-5. 

• Five of the six companies ranking software companies their second choice 
chose computer (processing) services companies first. These comp ani es also 
tended to be among the smaller ones. 

• Comments relating to software companies as acquirors were: 

"Cyclical." (lowest ranking) 

"Compatib le business ." 

"Good fi t." (la rge proc ess ing com pany ranking this first choic e) 

"Usua lly sma lle r compani es, easier to work with." (rankin g t hem thir d 
choice ) 
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EXHIBIT V-4 

SO FT WARE RESPONDENTS' FIRST PREFERENCES 
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EXHIBIT V-5 

PROCESSING SERVICES RESPONDENTS' FIRST PREFERENCES 
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"Our busine ss is services and software." (ranking them second choice) 

"The result would be constrictive." (lowest ranking) 

"Riski er but sti II good." (ranking them second choice behind computer 
services) 

"We could use software expertise." (first choice) 

"Too unstable a business - low stock values and multiples." (next to 
lowest ranking) 

"Best fit but resources for further growth most likely to be a 
restraining factor." (software company ranking them second choice) 

• In general, therefore, software companies do not prefer processing or other 
software companies as acquirors. Also, only smal I processing companies wi 11 
actively consider software companies as acquirors and then more for expertise 
than business capability. It appears software companies have a long way to go 
to become viable acquirors. 

• As mentioned previously, computer equipment companies were high ranking 
choices of software companies as acquirors. Processing services companies 
generally were negative about them: 

"Equipment bound." 

"Compatible business - may have more money (than higher choices)." 

"Equipment manufacturing mentality has difficulty understanding 
service business." (large RCS company) 

"May have service bureau division." (ranking them fourth choice) 
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"The hardware ma y be benefic ia l." (large processing company ranking 
them second behind computer serv ices) 

"Too specialized in software scope." (software company ranking t hem 
fourth choice) 

"We have hardware capabilities." 

"Don't want to be tied to one manufacturer - cost of iron dropping." 

"Possibility of a good fit, but out of the mainstream in a large 
organization." (software company) 

• Thus, processing and some software companies regard computer equipment 
companies as being too limiting in general. 

• Banks have the lowest appeal of all the groupings. Only four of the 
respondents ranked them first or second choice: 

"Business." (ranking them second choice) 

"Possible fit." (ranking them fourth choice) 

"Better deal for employees." (ranking them first choice) 

"Less dependent upon sole source of (our) business - RCS." (ranking 

them first choice) 

"Financial business too diffe rent." (medical industry specialist) 

"Financing ability." (la rge com pany ranking them fou rth choice. 

"Boring!" 
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"Would bec ome too subservient to bank objectives." 

"Re lativ e ly poor fit; probably a stultifying environment unless they saw 

softwa re as a major growth area." 

• Ban ks, therefore, that have an inter est in acquiring computer services 
compan ies have to overcome perceived lack of interest, knowledge, and 
excitement (translated into opportunity). However, their business capabi Ii ties 
and basic financial resources put them in a position of easily becoming 

attractive, if they so desire. 

• Other comments of note: 

"Rank is related to incremental value we would add." 

"Large company in process of diversifying (would be If I choice) - (our) 
corporation could make the most contribution to acquiring 
organization." 

"Big board service, computer-oriented company expanding computer 
services on a national basis." (ranking first choice) 

"Large publicly held corporation not in industry." 

• Many organizations really don't care too much about the type of acqu1r1ng 
company as long as their requirements are met. 

• There is a very definite dichotomy in the attitude of potential acquisitions: 

Some companies are looking for strong compatibility in their partner. 

Othe ·rs are looking for companies 1n a totally different area, perhaps 
not even in t he computer industry. 
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• This possibly is an indication of managements' int ent to "stick with it" -those 
companies looking for dissimilarities are looking for opportuniti es for 
themselves with acquiring companies; the others probably want to feel they 
can withdraw without leaving significant problems. 

• However, it is apparent that compatibility of objectives is a stong 
consideration in these attitudes. Fast growth is probably one of the key 
objectives computer services companies are perceived to have which other 
organizations lack. 

• Another reason for the strong desire for compatibility of partners may stem 
from the belief (erroneous, in INPUT's opinion) that the computer services 
business is difficult to understand or can't be run like any other business. 

• About one-third of the respondents would not consider acquisition by a foreign 
company. 

Three quarters of the software companies would consider a foreign 
company, as opposed to less than half the processing services 
companies. This reflects again the international orientation of 

software companies, particularly those selling systems software. 

Several of the small industry specialized processing companies opposed 
acquisition by a foreign company, reflecting their relatively narrow, 
and often geographically limited focus. 

• Only IO of the respondents identified specific companies by whom they would 
most I ike to be acquired: 17 different companies were so identified: 

Itel was mentioned by four of the respondents. Its particular attraction 
stems primarily from its unique combination of equipment and service 

activities. 

Tymshare was mentioned three times. 
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Amdahl, Automatic Data Processing, and National CSS were each 
identifi ed twice. 

IBM was identified by one company with the comment "Who wouldn't 

(want to be acquired by IBM)?" 

• Several companies considered themselves more as acqu1rors than potential 

acquisitions. 

• Most of the remmning respondents identified a generic category of potential 

acquirors rather than specific companies, or expres sed no particular choice. 

D. ACQUISITION CRITERIA 

• In terms of the way companies value themselv es, there appears to be no 

consistent pattern. Net income before taxes is regarded as marginally more 

important than revenues or growth, as shown in Exhibit V-6. It is slightly more 

important for those actively considering acquisition. 

• As shown in Exhibit V-7, there 1s a fairly significant difference between 

software and processing services companies in the quantitative manner in 

which they value themselves. 

Software companies, particularly those with a high professional services 

component, tend to value their company at less than annual revenu e s. 

Of the seven respondents, only two indicated a current or future value 

greater than their annual revenues. 

Processing companies' lowest self evaluation is equivalent to th e ir 

annual revenues. Two of the respondents with high multipl es of 
revenues as value (three and five times, respectively) have an 

extremely low interest in being acquired. 
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EXHIBIT V-6 

RESPONDE NTS' METHODS OF VALUIN G 

GROWTH 

NE;T INCOME 
BEFORE TAXES 

REVENUES 

0 

EXCLUSIVE METH OD 

THEIR COMPANIES 

5 10 15 
NUMBER OF RESPOND ENTS 

EXCLUSIVE AND COMBINED WITH ONE 
OR BOTH OF THE OTHER METHODS 
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EXHI B IT V- 7 

RESPONDENTS' VA L UATION FA CTOR S 

MET HO D OF VALUATION 
TYPE 

OF GROWTH 
COMPANY REVENUE NI S T 

AND (MULTIPLE) (M UL T IPLE) 
RES- YEAR ($ MILLION) ($ MILLION) 

PON DENT SIZE VALUE 

SOFTWARE 

1 - 15 
2 1- 1.2 5 -
3 2 -
4 - - 1 981 20 5-10 
5 0. 25 6 1979 10 2.5 
6 - 10- 15 1980 7 5 
7 0. 7 1 0 1980 12 8-10 
8 0.6-0 .75 15- 1 9 

MEA N 0.05 12. 5 
STD. DEV. 0.25 2.5 

PROCESSING 
SERVICES 

9 - 6 
1 0 - 10- 15 
11 ·->- 5 -
1 2 1 5 --
1 3 - 30 
14 - 3 1981 15 25 
15 - - 1 981 15 25 
16 1 -
17 - 5 
1 8 1 1 0 
1 9 - - 1985 7 
20 1+ 
21 3 
22 1. 5+ 16 
23 2 + 1 0 

MEA N 1. 6 9.2 
STD. DEV. 0.8 4.2 

OVERA LL 1. 4 1 0. 3 MEAN . 
STD. DEV. 0. 7 4.2 

ALL CALCULATIONS EXCLUDE EXTREME VALU ES. 
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• There is a wider variation in valuation on the basis of net income before taxes 
than on revenues. A multiple of ten is the mean value over all the 
respondents, excluding extremes, with software companies expecting a slightly 
higher multiple (12) than processing companies (9). 

• It can be concluded from the results that software companies are slightly more 
"future oriented" in their self-evaluation than processing services companies. 

• By far the most important factor, other than price, to respondents in an 
acquiring company was its growth and profitability, as shown in Exhibit V-8. 

• Only software companies with revenues less than $5 million had a factor of 
greater importance and that was "match of business." 

• Geographic location of the acquiring company and the pre-establishment of a 
personal relationship were the least important factors. Software companies 
gave a particularly low rating to geographic location, but several regional 
processing services companies rated it highly. 

• Processing companies were slightly more concerned than software companies 
with degree of autonomy and stability of previous acquisitions. 

• Security of employees was very important to about half the respondents, 
particularly the larger processing companies. 

• Other factors of importance that were mentioned were technology (for a 
software company), commitment to the business, and capital availability. 

• As shown in Exhibit V-9, respondents would prefer a combination of cash and 
stock as payment for the acquisition. There was no discernible variation by 
size or type of company as to the preferred method. 

The most frequently mentioned combination was 50% stock and 50% 
cash; variations from this always had a larger stock component. 
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EX HIBIT V-8 

RESPONDENT S' RANK ING OF ACQUIRORS' CHARACTERISTICS 

NUMBER OF MENTIONS 
10 = MOST IMPORTANT, 0 = UN IMPORTANT 

FACTOR WEIGHT 

10 9 8 7 6 5 4 3 2 1 0 

GR OWTH & 10 10 1 1 1 9.2 - - - - - -
PROFITABILITY 

SECURITY OF 6 2 5 3 2 2 8.0 - - - - -
EMPLOYEES 

MA T CH OF 9 2 3 1 1 1 1 1 2 7.5 B US INE SS 
- -

ST A B IL ITY OF 
PR EVIOUS 3 1 9 4 - 1 1 - - - 1 7.4 
A CQUISIT IONS 

DEG REE OF 5 1 4 4 2 3 A UTONOMY 1 - - - 1 7. 1 

PERS ONAL 2 1 3 2 3 1 4 4.9 RELATIONSHIP 
- - - 4 

GEOGRA PHIC 2 3 6 3 1 1 5 - - - - 4. 3 LOCA T ION 
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CASH 

STOCK 

EXHIBIT V-9 

RESPONDENTS' PREFERENCES FOR METHOD 

OF ACQUISITION 

5 

5 

COMBINATION 

0 5 10 

,NUMBER OF RESPONDENTS 
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The expected provisos about stability and marketability of the stock 
were frequently advanced. 

E. REASONS FOR BEING ACQUIRED 

• As shown in Exhibit V-1 O, almost half the respondents admitted that enabling 
the investors to liquidate capital was the most important reason to consider 
acquisition. 
companies. 

This was particularly true for larger processing services 

• Overall, however, the most important reason was to obtain resources to 
expand their market. 

Small software companies particularly emphasized this with six out of 
eight respondents ranking it their first or second choice. 

Software companies were also generally more concerned than 
processing companies with being able to obtain investment for new 
products and services. 

• Several comments related to reasons for acquisition were: 

"We see a four or five bi II ion dollar software market in 1984 -
technically we're out in front, but IBM wi II probably take the biggest 
share. I'm interested in exploring how to increase our share." (one of 
the larger software products respondents) 

"Someone is going to evolve as a national RCS vendor. I would desire to 
be a part of it." ($2 million processing company). 

• Several companies reiterated they were more interested in making acquisitions 
than in being acquired. 

- 92 -
© 1979 by INPUT , Palo Alto, CA 94303. Reproduction Prohibited. INPL 



EXHIBIT V-10 

RESPONDENTS' REASONS FOR BEING ACQUIR ED 

NUMBER OF MENTIONS BY RANK 
REASON WEIGHT* 

#1 = MOST #2 #3 #4 = LEAST 
IMPORTANT IMPORTANT 

ENABLE I NV EST ORS 
TO LIQUIDATE 7 1 5 2 2. 1 
CAPITAL 

MEET COMPETITION 1 1 6 6 3.2 

OBTAIN RESOURCES 
TO EXPAND 5 8 1 2 2.0 
MARKET 

OBTAIN INVESTMENTS 
FOR NEW 5 4 3 4 2.4 
PRODUCTS/ 
SERVICES 

I 

*WEIGHT CALCULATED BY MULTIPLYING NUMBER OF RESPONSES TO #1 BY 1, 
TO #2 BY 2, TO #3 BY 3, AND #4 BY 4 THEN DIVIDING BY THE NUMBER OF 
RESPONDENTS TO THAT QUESTION. 
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• Seve ral other companies pointed out they were doing well by themselves, but 

might consid er an acquisition in the future; for example: 

"We are a very profitable, aggressive leader, growing (56% in last three 

years) firm with good technical staff designed to accomplish (sic) our 

marketing area ••. we have adequate funds, personnel, new business, to 

accomplish our goals ••• if the right company at the right time were 

interest ed , we would listen with the welfare of our customers, 
employees, and stockholders best interests being the determining 

factor." (a $3.5 mi II ion processing services company) 

• In summary, both software and processing companies wi II consider acquisitions 

positively. 

Apart from a few well identified companies, they have not been 
oversold on the prospect. 

There are no definite parameters for "selling" a prospective acquisition 
although there are some relatively common characteristics in certain 

types and sizes of companies. 

There are no fixed parameters for valuation of their companies tn the 

minds of potential acquisitions. 
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VI ACQUISITIONS - THE ACQUIRED COMPANY'S VIEWPOINT 

A. REASONS FOR BEING ACQUIRED 

• Te n acquired companies were interviewed in this phase of the study. 

The chief executive was interviewed in almost all cases. 

One company was a spin-off of a larger company. 

In the other nine companies, the person interviewed was either the 
founder or a member of the founding group. 

• Companies interviewed became acquired for a variety of reasons. 

They desired growth and did not have the internal resources to 
accomplish their objectives. 

Their investor group wanted to realize an immediate return. 

They were in trouble and needed help. 

In two cases, the trigger was simply that they were asked and this 

initiated the acquisition process. 
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• Of th e ten acquisit ions, four were initiated by the acquiring company, three by 
the acquired comp any, two by consultants, and one by a broker. 

• Com panies menti oned as being active and considered as acquiring companies 
incl uded ADP , Itel, Tymshare, BCS, Xerox, D&B, MCAUTO, Sun Information 
Ser vices, and CSC. 

B. DECISION PROCESS 

I. PRELIMINARY SCREENING 

• Once the acquisition process had started, respondents typically developed a 
range of potential acquirors. 

As shown in Exhibit VI- I, seven of ten companies interviewed went 
through eight to thirteen steps in finalizing an acquisition, indicating a 
general agreement that this amount of activity is adequate. 

Regardless of the number of preliminary discussions held, no more than 
three firm proposals were received by each respondent. 

• Reasons for eliminating contenders varied, with the following being dominant: 

They "were not our kind of people." 

Businesses were not compatible. 

Acquiring company moved too slowly. 

Acquiring company did not offer an attractive stock. 
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EX H I B IT V 1-1 

NUMBER OF POTENTIAL ACQUIRING COM PANIES 

CONSIDERED BY RESPONDENTS 

NUMBER OF POTENTIAL ACQUIRING COMPANIES 

INDIVIDUAL STEP 1: STEP 2: STEP 3: 
RESPONDENT PRE LIM I NARY SERIOUS FIRM 
COMPANIE S DISCUSSIONS DISCUSSIONS PROPOSALS 

1 4 4 3 

2 8 4 1 

3 4 2 2 

4 4 4 2 

5 5 2 1 

6 2 2 2 

7 20 10 3 

8 3 4 2 

9 3 3 2 

10 0 2 1 

TOTAL 53 37 19 

*IN MOST CASE S A PROSPECTIVE ACQUIRING COMPANY PARTICIPATED 
IN UP TO THREE STEPS WITH SOME DROPPING OUT AFTER THE FIRST 
OR SECOND STEP. 
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• In no case was price stated as a dominant reason, with the prevalent opinion 
being that price s were about equal among alternative acquiring companies. 

2. RATING OF FACTORS IN AN ACQUISITION 

• The two dominant factors in the acquisition process are to convert a non-liquid 
investment into a more liquid form (usually cash or tradeable stock) and/or to 
place the company in a better position to grow. 

• As shown in Exhibit Vl-2, market expansion was given some importance by all 
respondents and was dominant in two cases. 

Cash or tradeable stock, when it was the most important factor, tended 
to dominate, reflecting a desire to "cash in." 

The overall posture of the acquired companies 1s aggressive with 

"protection from competition" rating low as a factor, as is "guaranteed 
employment." 

Non-business factors such as family or health were not considered by 
the respondents, while future rewards such as deferred compensation or 
retirement received minimum mention. 

• Employment contracts were usually involved (eight of the ten respondents). 

The term was from six months to five years. 

The contracts were viewed primarily as protecting the acquiring 
company, often as a means of keeping key people from starting 
competing companies. 

Key execut ives in acquired companies typically felt that contracts were 
unnecessary because they didn't want to stay if, in fact, they were not 
wanted by the acquiring company. 
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EXHIBIT Vl-2 

RESPONDENTS' RATINGS OF ACQUISITION FACTO RS 

INDIVIDUAL RESPONDENT COMPANY 
FACTORS 

1 2 3 4 5 6 7 8 9 10 TOTA L 

INDIVIDUAL 

CASH TRADEABLE 0 10 0 2 10 8 10 9 5 9 63 
STOCK 

GUARANTEED 0 1 3 0 0 5 0 4 , 6 20 
EMPLOYMENT 

DEFERRED COM-
PENSATION /RE- 0 1 0 1 0 0 0 0 0 0 2 
TIREMENT 

CORPORATE 

CASH SHORT AGE 0 0 10 8 7 0 8 1 5 9 48 

MARKET EXPANSIO N 5 9 9 10 9 8 5 10 6 4 75 

PROTECTION FR OM 0 9 7 2 4 
COMPETIT ION 

0 3 0 7 4 36 

NATIONAL SALES 5 2 
FORCE 

5 5 9 0 0 0 6 5 37 

INVESTMENT FOR 
NEW PRODUCTS 

7 9 6 4 7 0 3 9 7 6 58 

INVESTMENT FOR 7 0 
EQUIPMENT /OTHE R 

0 0 7 0 2 0 5 3 24 

OTHER 

FAMILY /HEAL TH 0 0 0 0 0 0 0 0 0 0 0 

INVESTOR S WANTED 
"CASH OUT" 

8 10 0 0 0 0 0 0 0 0 18 

KEY: 1 O = MOST IMPORTANT 
0 = NOT CONSIDERED 
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• The decision point among ten respondi ng co mpan ies was split five to five 
bet ween an indivi dual (usually the pr esid en t) or t he board of d irec tors. 

3. LENGTH AND CO ST OF THE ACQUISITION PRO CESS 

• The time taken t o finalize an acquisition from th e poin t th e acquired company 
began consi dering the possibility of being acquir ed vari ed widely , as shown in 

Exhibit Vl-3. 

In t he two cases where the proce ss to ok only three to four months, both 
sides were anxious to reach agreement fr om the outset. 

The other extreme, those cas es which took 18 months, were with larger, 
more structured acquiring compa nies wh ich had a defined set of criteria 
and procedures. 

• The length of time involved did not determine the outcome since all ten 
respondents felt they achieved their objectives. 

Nine of ten stated they would defini t ely make the same decision again. 

One respondent qualified his ans wer with: "As a stockholder, 'yes'; as a 
manager 'no'." 

• The cost of the acquisition pr oc ess , in terms of key personnel time and fees, is 
substantial, as shown in Exhibit Vl-4 . 

For a small company the drain c an s ignificantly impact performance, an 
observatio n made by sev eral re spo ndents . 

The costs fo r t he acquiring com pany are in addition to those shown, so 

the t otal cost can be several tim es th e amounts on the exhibit. 
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EXHIBIT Vl-3 

RESPONDE NTS' REPORTED LENGTH OF ACQUISITION PROCESS 

INDIVIDUAL 
RESPONDENT 

COMPANY 

10 

9 

8 

7 

6 

5 

4 

3 

2 

1 

9 

9 

18 

O 1 2 3 4 5 6 7 8 9101112131415161718 

MONTHS 
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EXHIBIT Vl-4 

RESPONDENTS' COSTS OF THE ACQUISITION PROCESS 

COST 
INDIVIDUAL 

RESPONDENT KEY TOTAL LEGAL 
COMAPNIES PERSONNEL PLUS 

LEGAL ACCOUNTING ACCOUNTING TIME 
(MAN (THOUSANDS) (THOUSANDS) (THOUSANDS) 

MONTHS) 

1 2 $10 $30 $ 40 

2 3 75 25 100 

3 8 20 10 30 

4 9 - - -

5 12 75 26 101 

6 20 35 UNKNOWN 35 

7 24 40 30 70 
, 

8 36 "Ml NOR II "MINOR" -

9 60 15 40 55 

10 84 - - 100 

*LEGAL AND ACCOUNTING COSTS NOT DEFINED INDIVIDUALLY. THE TOTAL 
SHOWN INCLUDES BOTH COST CATEGORIES. 
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These cos t s mu st be compared w it h the alternati ve to acquisi tion, that 
of starting an operat ion from scratch. 

4. COMPANY VALUATION TECHNIQUES 

• The prevalent mode of valuing the acquired company was earnings, with 

multipliers of I 0- 16 times being mentioned by respondents. Typical comments 

are documented in Exhibit Vl-5. 

Future earnings were not a major factor in most cases since the 

acquiring company also claimed future earnings growth and the di 

scussion then centered on the relative price/earnings ratios of the 
acquired and the acquiring companies. 

Where the acqu ired company had no significant earnings, the price was 

set on other factors such as book value or assets. 

• Respondents felt that price was not the determining factor in that the 
alternative acquiring companies use similar formulas and prices tend to be 

similar. 

• In the words of one respondent, "You always think som ething is worth more 
than it really is and then comes a time when you have to be realistic." 

C. STRUCTURING OF THE AGREEMENT 

I. PAYMENT TERMS 

• Of the ten respondents, only one had an agreement which included an earn-out 

provision. 
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EXHIBIT Vl-5 

RESPONDENTS' VALUATION METHOD S USED 

• "THIRTEEN TIMES AFTER TAX EARNINGS" 

• "TWO TIMES BOOK VALUE" 

• "SIXTEEN TIMES AFTER TAX PROFITS" 

• "BASED ON ASSETS, BECAUSE WE DIDN'T HAVE EARNINGS" 

• "WE JUST DEMANDED A PRICE, AND THEY WANTED TO BE 
IN THE BUSINESS" 

• "TEN TO FIFTEEN TIMES EARNINGS , DEPENDING ON THE 
MULTIPLE OF THE ACQUIRING COMPANY" 

• "ON THE EXCHANGE OF ST OCK, WE WANTED A 40% PREMIUM 
VERSUS THEIR STOCK PRICE" 

• "TEN TO TWELVE TIMES EARNINGS" 

• "PROJECTED 36 MONTHS PROFITS AND USED A NEGOTIATED 
MULTIPLIER FOR AFTER TAX EARNINGS" 

• "BASED PRIMARILY ON REVENUE AND THE EXPECTATION 
THAT THE ACQUIRING COMPANY COULD REDUCE COSTS 
AND THEREBY GENERAT E MORE PROFIT" 
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The earn-out was 70% of the purchase price with the remainder being 
front-end cash. 

In retrospect, the acquired company would prefer to have had a higher 

front-end payment to eliminate conflicts during the earn-out period on 
the subject of near-term versus longer term earnings. 

Clearly, the industry is tending toward I 00% front end payments, either 
cash or stock. 

• In Exhibit Vl-6, the basis of payment (cash or stock) is compared to two 

acquisition factors discussed earlier (market expansion and investment for new 
products). These in turn are compared to the fact of whether or not the chief 

executive of the acquired company at the time of acquisition is sti II with the 
company. 

In the case of the acquisitions made for cash, a relatively higher 

importance was given to market expansion and investment for new 
products and the five chief executives are sti II with the acquired 

company. 

In the case of acquisition made for stock, a relatively low importance 
was given to market expansion and investment for new products, and 
four of the five chief executives are no longer with the acquired 

company. 

This indicates that where cash is the incentive, it is needed to grow the 

company and management stays to implement the growth. When stock 
is the incentive, often the acquired company has already achieved 

success (and profit) and there is a lesser commitment to stay and grow 

the acquired company. 
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EXHIBIT Vl-6 

RELATIONSHIP OF ACQUISITION FACTORS, BASIS OF ACQUI SITION, 

AND EXECUTIVE RETENTION 

BASIS OF RATING OF 
ACQUISITION ACQUISITION FACTOR* 

INDIVIDUAL 0 RESPON- MARKET INVES T-
DENT % CASH % STOCK EXPANSION MENT FOR 
COST NEW 

PRODUCTS 

1 100% 5 7 YES 

2 100 9 6 YES 

3 100 10 4 YES 

4 100 10 9 YE S 

5 100 6 7 YES 

SUBTOTAL - - 40 33 -
6 100% 9 9 NO 

7 100 9 7 NO 

8 100 8 0 NO 

9 100 5 3 YES 

10 100 4 6 NO 

SUBTOTAL - - 35 25 -

1 O= MOST IMPORT ANT 
0 = LEAST IMPORTANT 

@ CHIEF EXECUT IVE AT TIME OF ACQUISITION STILL WITH 
COMPANY AS OF DECEMBER 1978. 
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2. THE INTEGRATION PROCESS 

• The usual pat tern among respondents was for little int egrat ion to tak e place at 
first, and for integration to evolve over time. Exhibit Vl-7 summar izes the 
experience of those interviewed. 

Two of the ten respond ents reported high degrees of difficulty (both 

chief executives of the acquired companies had resigned), coming 
large ly from the acquiring company attempting to implement 
proce dures on the acquired company. 

Most respondents expected to become more integrated with the parent 
in a two-year time frame. 

D. ACQUIRED COMPANY'S VIEW AFTER THE ACQUISITION 

• Six of the ten respondents were satisfied with the acquisition as structured. 
Comments from those who would change the process include: 

"Would have taken more time thinking about the personnel area. For 
example, we had been paying people semi-monthly and went to monthly. 
The little things are important." 

"I would have had them give me a plan. One of the first things they did 

was force a sales manager on me." 

"I would want a better understanding about the amount of freedom I 
would have. Instead of being a president I ended up being a sales 

manager." 

"Maybe ask for more money." 

- 107 -

© 1979 by IN PUT, Palo Alto, CA 94303. Reproduction Prohibited. INPUT 



EXHIBIT Vl- 7 

RESPONDENTS' DEGREE OF INTEGRATION 

RESPONDENT YEAR OF DEGREE OF INTEGRATION COMPANY ACQUISITION 

1 1976 LITTLE. PROVIDE A MONTHLY REPORT 
ON ACQUIRING COMPANY FORMAT 

VERY LITTLE. SALES FORCES ARE 
2 1975 SEPARATE "IT WI LL TAKE A LONG 

TIME TO INTEGRATE" 

3 1976 MORE AND MORE WITH TIME. 

4 1978 HIGH. VERY COMPATIBLE PRODUCTS 

CONFUSED. TO DATE GOALS AND 
5 1978 OBJECTIVES, REPORT ING SYSTEMS 

ARE UNCLEAR. 

PAINFUL. ACQUIRED COMPANY'S 
6 1976 PEOPLE REPLACED BY ACQUIRING 

COMPANY . 

7 1978 MUCH. GOING WELL TO DATE, BUT 
STRAINS ARE APPEARING. 

8 1977 LITTLE. POOR COMMUNICATIONS AT 
FIRST, BUT BETTER NOW. 

9 1979 LITTLE. EXPECT A CONSOLIDATION 
AFTER 1-2 YEARS. 

10 1975 HIGH. NOW HAVE MERGED THE TWO 
OPERATIONS. 
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• The regrets, to the extent they were found, centered more on loss of authority 
- the ability to run the company without review from above. 

• With regard to brokers, two respondents had used them and one said he would 
use a broker again. 

E. RESPONDENTS' VIEWS ON ACQUISITIONS IN THE COMPUTER SERVICES 
INDUSTRY 

I. RATE AND IMPACT 

• Seven of ten respondents felt the rate of acquisitions was accelerating. 

• The impact on the industry was viewed as positive with these outcomes: 

More stable prices. 

More realistic profits. 

Spreading of software development costs. 

Bigger, stronger companies with one respondent for seeing four to six 

dominant companies over the next I 0-20 years. 

After acquisition, the true entrepreneur leaves and starts yet more 

companies. 

• Acquisitions are viewed as an alternative to going public; a route which 1s 

cons idered increasingly difficult. 
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2. NATURE OF ACQU ISITION PROGRAMS 

• Respondents felt an acquisition program is essential for all growing companies. 
Targets of such programs were: 

Diversification, either into new products or new market areas. 

Further penetration into existing areas of industry specialization such 
as insurance agents, bank processing, manufacturing specialties. 

A means of participating in the trend to distributed data processing by 
acquiring capability in relevant hardware, communications, or software. 

Leverage current marketing capability by pushing more products 

through the same channel of distribution. 

• One res pondent summed up his feelings by pointing out that 90% of internally 
developed products fai I. In this context, acquisitions become an alternative to 
internal R&D at a time when only the largest companies can afford significant 
R&D. 
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APPENDIX A: DEFINITIONS 

• COMPUTER SERVICES 

These are services provided by vendors which perform data processing 

functions using vendor computers, or assist users to perform such functions on 

their own computers. 

• REMOTE COMPUTING SERVICES (RCS) 

Provision of data processing to a user by means of terminals at the user's 

site/s con nected by a data communications network to the vendor's central 

compute r. The three sub-modes of RCS are: 

I. INTERACTIVE (timesharing) is characterized by interaction of the user 

with the system, primarily for problem solving timesharing, but also for 

data entry and transaction processing; the user is "on-line" to the 

program/files. 

2. REMOTE BATCH is where the user hands over control of a job to the 

vendor's computer which schedules job execution according to prior i ties 

and resource requirements. 

3. DAT A BASE is characterized by the retrieval of information from a 

vendor-maintained data base. This may be owned by the vendor or a 

third party. 
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• BATCH SERVICES 

This includes data processing peformed at vendors' sites of user programs 
and/or data which are physically transported (as opposed to electronically by 
telecommunications media) to and/or from those sites. Data entry and data 
output services , such as keypunching and COM processing, are also included. 
Batch services include those expenditures by users which take their data to a 
vendor site which has a terminal connected to a remote computer used for the 
actual processing. 

• SOFTWARE PRODUCTS 

This category is for users' purchases of systems and applications packages for 

use on in-house computer systems. The figures quoted include lease and 
purchase expenditures, as well as fees for work performed by the vendor to 
implement and maintain the package at the users' sites. Fees for work 
performed by organizations other than the package vendor are counted in 

professional services. The two sub-categories are: 

I. SYSTEMS PACAKGES are operating systems, utilities, and language 

routines that enable the computer/communications system to perform 
basic functions. The software is provided by the mainframe manufac-
turers with their hardware; other vendors provide improved versions of 
this and special-purpose routines. This classification includes 
compilers, data base management software, communications packages, 
simulators, performance measurement software, diagnostic software, 
and sorts. 

2. APPLICATIONS PACKAGES are software which perform processing to 
serve user functions. They consist of general purpose packages, such as 
for accounting and inventory control, and special purpose packages, 
such as personal trust, air I ine scheduling, and demand deposit 
ac counting. 
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• PROCESSING SERVICES 

Processing services encompass FM, RCS, and batch services: they are 
catego rized by type of service, as dinstinguished from mode of service, bought 
by users as follows: 

GENERAL BUSINESS services are processing services for applications 
which are common to users across industry categories. Software is 
provided by the vendor; this can be a complete package, such as a 
payroll package, or an application "tool," such as a budgeting model, 
where a use r provides much of the customizing of the finished product 
it uses. General business processing is often repetitive and transaction 
oriented. 

SCIENTIFIC AND ENGINEERING services are the processing of 
scientific and engineering problems for users across industries. The 
problems usually involve the solution of mathematical equations. 
Processing is generally problem solving and is non-repetitive, except in 

the sense that the same packages or "tools" are used to address 
different, but similar, problems. 

INDUSTRY SPECIAL TY services provide processing for particular 
functions or problems unique to an industry or industry group. The 
software is provided by the vendor either as a complete package or as 
an application "tool" which the user employs to produce its unique 
solution. Specialty applications can be either business or scientific in 

orientation; data base services where the vendor supplies the data base 
and controls access to it (although it may be owned by a third party) are 
also included under this category. Examples of industry specialty 

applications are: seismic data processing, numerically-controlled 

machine tool sof tware deve lopment, and demand deposit accounting. 
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UTILITY ser vi ces are those wh ere the vendor provides access to a 
computer and/or communications network with basic software that 

enables any user to develop its own problem solution or processing 

system. These basic tools include terminal handling software, sorts, 

language compilers, data base management systems, information 

retrieval software, scientific library routines, and other systems 

softw are. 
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CATALOG NO. I M!A IC! QI 

ACQUIRED COMPANY QUESTIONNAIRE 

1. When was  your  company  acquired? 

2.  By  whom was  it  acquired? 

3.  How  many  companies  were  considered? 

Contacts  (preliminary  discussion) 

Serious  Discussions 

Firm  Proposals 

4.  For  the  company  selected,  who  initiated  the  contact? 

5. Why did  you  select  the  one  you did? 

6.  Today,  which  companies  would  you  consider  and/or  select? Why? 

7. Who made  the  selection? 

Individual D Board D Others D 

Please ~~~~~~~~ Please  Specify 
~~~~~~~~~~~ 
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8 . Please rank the importance of the following in your choice on 
a scale of 10 = most important, 0 = not considered. 

FACTOR RANK COMMENT 

INDIVIDUAL BENEFITS 

Cash Tradeable Stock 

Guaranteed Employment 

Deferred Compensation/ 
Retirement 

CORPORATE BENEFITS 

Cash Shortage 

Market Expansion 

Protection from Competition 

National Sales Force 

Investment for New Products 

Investment for Equipment/Other 

OTHER REASONS 
-

Family/Health 

Other (specify) 
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9 . How long did the acquisition process take? 

10a. How did the integration process work out? 

b. What unforeseen problems arose? How were they handled? 

11. Did you use a broker? 

Why? 

Would you do so again? 

DYES 

DYES 

Which broker did you use? 

Were you satisfied with them? 

Please comment on broker: 

DYES 

12. What was the cost of the acquisition process? 

Personnel Time (Man Months) 

Other Costs 
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13. How did you value your company? Please give factor (rev enues, 
NIBT, etc.) and multiplier. 

14. What was the basis for acquisition? 

% CASH % STOCK 

15. How much was up-front? Earn-o ut ? 

% FRONT-END % EARN-OUT 

16. Did you achieve your objectives? 

17. Would you make the same decision now? 

18. What would you change? 
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19. How did you prote ct y our peop l e ? 

20. Please comment on the acquisition process in the computer servi ce s 
industry. 

a. Do you see the acquisition rate accelerating 

[] decelerating 

[] staying the same 

b. What impact will it have on the industry? 

c. Must a major company have an acquisition program? 

d. What should its nature be? 

THANK YOU! 
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ACQUIRORS' QUESTIONNAIRE 

1. What is the nature of your acquisition program? 

D Forma l -

D Informal 

D Both 

Definite plan with targetted size/t ypes of companies 

Intention to acquire but no formal plan - examine 
opportunities as they arise. 

D No Plan 

2. If formal, do you have a "kitty': of cash and/or stock allocated? How 
often is it replenished? 

3. How many people do you have whose sole job is acquisition? ------
Whose main task is acquisition? ~-------------------
How many specialists (attorneys/accountants) ar.e assigned to 
acquisition support? --------------------------

4. Please identify number of acquisitions made over the last seven years: 

1- YEARS NUMBER OF COMPANIES AGGREGATE % OF CURRENT 
ACQUIRED SIZE BUSINESS 

1970 
I 

1971 

1972 

1973 
- -

1974 

1975 

I 1976 

1977 
. 

1978 
I 

INPU' 
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5. Please provide your estimates of following parameters for the last . 
year you made acquisitions. 

number of contacts ----

~---number seriously considered (formal evaluation) 

__ _ _ _ rtumber of proposals 

number of closes -----

6.a. How h a ve . - your acquisitions been made? 

number (%) for cash 

number (%) for stock 

number (%) for combination 

other 

b. Do y ou use escrow funds? ---------------------~ 
c. Do you use "earn-outs"? 

Wh at p eriod is covered? -----------------------
7. How has the method of acquisition changed with time and how will it 

change in future? Please comment on industry reasons and company 
rea s ons. 

8. How is initial contact generally made for your successful acquisi t ions ? 

a. Acquiror D % 

b. Acquiree D % 

c. Broker D % 

d. Other D % 
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9 . Please discuss your attitude to the use of finders and brokers. 
Are you satisfied with the services they offer? What additional 
services would you like? 

10. What fee scale do you normally expect to pay a broker, either 
directly or indirectly? 

a. What general sources of information are useful in terms of prospect 
identification? 

b. How important as sources are: 

ADAPSO Consultants 

Trade Press Research reports ------

11. For recent acquisitions please describe the average cost and length 
of the process. 

Search 

Evaluation 

Negotiation 

Close 

TOTAL 
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12. Please check the stages at which each of the following become 
involved: 

SEARCH EVALUATION NEGOTIATION CLOSE 

INTERNAL 

Top Management D D D D 
Board of Directors D D D D 
Acquisition Function D D D D 

-

Planning Function D D D D 
Company Attorney D D D D 
Technical Staff D D D D 
Financial Staff D D D D 
EXTERNAL 

Outside Attorney D D D D 
External Auditor D D D D 
Financial Advisors D D D D 
Brokers/Consultants D D D D 

13. For a recent acquisition please analyze costs as follows: 

% Personnel ----
% Legal external (including necessary filings) ----
% Accounting ----
% Travel 

% Other, including brokers fee ----
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14. Please give your evaluation of your satisfaction (i.e. degree 
to which your expectations were met) with acquisitions your 
company has made. (Please give numbers where more than one 
acquisition has been made). 

Good Bad 

Representation by acquired company 

Management of acquired company 

Subsequent performance of acquired company 

Indifferent 

15. To what extent is confidentiality a problem? How do you hand] .e it? 
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16. On what basis do you evaluate a potential acquisition? Please 
indicate priority by putting 1,2,3, etc. in boxes and give multiplier 
where possible. 

Revenues D Multiplier 

Profit D Multiplier 

Net Worth D Multiplier 

Growth Potential D Multiplier 

Product Specialization D Multiplier 

Industry Client Base D Multiplier 

Geographic Location D Multiplier 

Type of Service Offered D Multiplier 

Type of Hardware D Multiplier 

Other: Please describe D Mulitplier 

17. What determines your acquisition potential? 

18. What have you learned about the acquisition process that you can 
share? 

- 125 - INPUT 



CATALOG NO. !Mf Af q Q! 

19 . Please rank the areas in which you would consider acquisitions on 
a scale 

10 = high consideration 0 = no interest 

Geography 

D U.S. 

D Other 

D Canada D Europe 

Please identify 
~~~~~~~~~ 

Size in Annual Revenues 

D < $2 million 

D $2-5 million 

Type of Company 

Software Products 

D $5-20 million 

0 > $20 million 

General Applications Products § 
Industry Specialized Application Products 
Systems Software Products 

Professional Services [] 

Processing Services by Type of Service 

General Businass 
Scientific and Engineering 
Industry Specialized 
Utility 

Processing Services by Mode of Service 

0Batch D RCS D FM D Multi Service 

Other 

Communication Services 
Off ice Automation Services 
Equi pment Manufacturers 

Computer D 
Communications D 
Offic e D 
Other (please specify) D 
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Who  do  you  rank  as  your  prime  competitor in the  acquisition 
field?  What are  their  strengths?  What  are  their  weaknesses? 

COMPANY STRENGTHS WEAKNESSES 

21~ Will  the  acquisition trend  in  the  computer  services  industry 
accelerate  or  decelerate?  Why  will  this  happen? 

22.  What  are  the  most  significant  difficulties  in  post  acquisition  imple-
mentation?  How  can  these  be  addressed? 

Difficulty Solutions 

a.)  In  Marketing 

b.)  In  Management 

c.)  In  Product  Development 

d.)  In  Operation 

23.  Do  you  have  a  formal  post-acquisition ~~~~~~~~~~~ 
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24. When do you change policies as far as : 

Personnel benefits 
~~~~~~~~~~~~~~~~~~~~~~~~ 

Compensation plans 
~~~~~~~~~~~~~~~~~~~~~~~~ 

Management peaks 
~~~~~~~~~~~~~~~~~~~~~~~~~ 

25. Are there any further comments you wish to make on this subject? 

Thank you! 

- 128 - IN Pl 



CATALOG NO. !M lA I Cl Ql 

MAIL QUESTIONNAIRE SENT TO POTENTIALLY ACQUIRABLE COMPANIES 

PERSONAL AND CONFIDENTIAL 

RESPONDENT NAME 

TITLE 

COMPANY NAME 

ADDRESS 

TELEPHONE NUMBER 

Please contact me further about this research. 

Would you want to be identified to any acquiring companies? 

D Yes D Possibly D No 

This cover sheet will be separated from the tabulation sheets and will be 
kept in a confidential file. It is used to communicate with you, to send 
your report on the results, and to categorize your response by size and 
type of company. 
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CONFIDENTIAL 

1. How many approaches have you received to be acquired in the past year? 

2. Are you considering being acquired? D Yes D No 

3. If the answer to question 2 is no, when would you consider being acquired? 

In a certain year (please give year). 

When you have reached a certain size (please give size).~-~---------

When the company has a certain market value (please give value). --------
Please give any other indication of when you would consider being acquired. 

4. What kind of company would you prefer to be acquired by and why (please rank 
"1" most preferred to "7" least preferred). 

Type of Company Rank Reason 

Computer Services Company; 
e.g. ' ADP, Tyms hare 

Computer Software Company; 
e.g. , MSA, ADR 

Computer Equipment Com-
pany; e.g. CDC, NCR 

Subsidiary of Large Com-
pany; e.g. ' SUN, MCAUTO 

Bank; e.g. ' Citibank 

Communications Company; 
e.g. ' IT&T, GTE 

Other (please identify) 

5. Which three companies would you most like to be acquired by if you were to 
be acquired? Why? 

(Please turn over) 
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6.  Would  you  conside r  be i ng a cquir e d  by  a  for e i gn  company? DYES 

7.  Please  check  method  you  would  use  to  va l ue  you r  company. 

Revenues  (please  give  multiple) --- ~~~~~~~~~~~~~~~~~~~ 

___ Net  income  before  taxes (please  give multiple)~~---------

Growth  potential  (please  give): Year --- --- Size Value 

8.  Please  rate  the  factors,  other  than  price,  important  to  you  in  a  company 
which  would  acquire  you  (please  use  scale  of  10 = most  important,  0 = unimpo rtant) 

Growth  and  Profitability --- Personal  Relationship  Already ---
Geographic  Location ---

Established 

Degree  of  Allowed  Autonomy ---
Security  of  Employees ---

Match  of  Business --- Stability  of  Previous  Acqu isit i ons 

Other  (specify) 
--- --------- -

9.  On  what  basis  would  you  prefer  to  be  acquired? 

Cash Stock Combination % %  (please  give%  breakdown ) --- --- ---

10.  Please  rank  the  reasons  you  would  want  to  be  acquired . 

---

Enable  Investors  to  Liquidate 
Capital 

Meet  Competition 

Obtain  Resources  to  Expand  Ma r ket 

Obtain  Investment  for  New/Produ c t 
Services 

Other  (please  specify) --- ---~~~-- ~~--~ 

11.  Please  provide  any  additiona l  comments  on  the  subject . 

Thank  you  f or  y ou r  courtesy  and  time  in  completing  this  questionnaire.  Please 
return  to  Peter  A.  Cunningham,  President. 
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ACQUISITIONS IN THE INFORMATION SERVICES INDUSTRY 

Peter A. Cunningham, President, INPUT 

INTRODUCTION 

EXECUTIVE SUI\Il\1ARY 

IMPACT OF ACQUISITIONS ON THE INFORMATION SERVICES INDUSTRY 

Historical Assessment 
Analysis of Recent Acquisitions 
Affect of Acquisitions on Market Structure Through 1994 
Impact of Acquisitions on Competition 
Acquisition Trends 1989 - 1994 
Limits to Acquisitions - Legal and Financial 
Impact of New Industry Entrants 
Leverage Buy Outs and Other Considerations 

ACQUISITIONS - THE ACQUIRER'S VIEWPOINT 

Nature of Acquisition Programs 
Form of Acquisition Consideration 
Finding Acquisitions 
The Acquisition Process 
Methods of Acquisition and Valuation 
Current Acquisition Targets 
Competition for Acquisitions 
Acquirers' Vie,vs of Acquisition Trends 
Post Acq u isition Implementation 
Specific Company Programs and Performance 

ACQUISITIONS - THE POTENTIAL ACQUIREE'S VIEWPOINT 

Attitudes Toward Acquisition 
Attractiveness of Types of Acquirers 
Acquisition Criteria and Valuation Factors 
Reasons for Being Acquired 
Views on Acquisition Trends 

ACQUISITIONS - THE ACQUIRED COI\1PANY'S VIEWPOINT 

Reasons for Being Acquired 
Decision Process 
Structure of Agreement and Valuation 
Viev--l After the Acquisition 
Views on Acquisition Trends 

/ 
I 

/" 
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STRATEGIC PARTNERING - AN ALTERNATIVE? 

Need for Strategic Partnering / 
,.___ ---

Advantages and Disadvantages of Strategic Partnering 
Strategic Partnering: Options At All Levels 
Sharing: An Integral Part of the Information Services Strategy for the 
1990's 

IMPLEMENTATING AN ACQUISITION STRATEGY 

Self Analysis and "Window" Determination 
Prospect Profile Definition 
Searching and Screening 
Valuation and Negotiation 
Post Acquisition Strategy - Making It Work 
Venture Capital Funding 
Are Acquisitions for Large Companies Only? 

CONCLUSIONS 

Summary 
Recommendations 
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