The Buy-'Em-Up Boondoggle

Investors love companies that grow by serial acquisition. They shouldn't. 
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So sweet, but so dangerous. It sounds like the description of a James Bond villainess, but the phrase could also describe the allure of roll-ups. From AutoNation, which snapped up hundreds of car dealerships, to Iron Mountain, which acquired dozens of off-site record-storage businesses, companies that prefer the Sam's Club approach to acquisitions--they buy in bulk--have been rewarded with handsome stock prices. Investors seem to love the strategy. But time after time--indeed, long before the calamitous decline of onetime market darling and serial acquirer Tyco--that strategy has come back to haunt shareholders. 

The lure, as with Sam's Club, is the potential for economies of scale. If, the thinking goes, companies swallow enough small businesses at low multiples to earnings, they will quickly generate significant savings and earnings by centralizing functions such as accounting, purchasing, and advertising. In theory, that will justify the higher multiple of the parent company. 

But as often happens, theory and reality diverge. As early as the 1960s it became clear that the strategy doesn't deliver. Back then, says F. Warren Hellman of investment firm Hellman & Friedman, conglomerates tried to convince investors that collections of mediocre businesses were worth more than the sum of their parts. Hellman likens it to "buying junk and selling [it] as antiques." 

The tack gained renewed popularity during the '90s, when the stock market was addicted to growth above all things. There's no question the strategy provides a great short-term fix. Consider Black Box, an acquirer of 70 network-installation companies over the past three years. Had it not bought 18 companies last year, according to one short-seller, Black Box's revenues and profits would have plunged by 22% and 20%, respectively, rather than falling by 10% and 3.5%. (Black Box's chief financial officer did not return calls seeking comment.) 

But as with any addiction, the growth-by-bulk-acquisition approach necessitates increasing doses of the drug to preserve the high. The only way to keep revenues growing fast enough for Wall Street is to buy ever more companies. That requires a bottomless pit of cash, a high stock price, or both. If the deals stop, the economy hiccups, or the parts don't mesh exactly as planned--one of which is bound to happen--the result is usually ugly. 

Just ask anybody who got hammered by the great roll-ups of the mid-1990s: funeral home consolidators Service Corp., Stewart Enterprise, and Loewen Group. After lively starts, all three got pummeled by various combinations of excessive debt-pricing pressure, a slowdown in takeovers, and (drat!) an unexpectedly sluggish death rate. Shares of Service and Stewart fell more than 90% to lows of less than $2 two years ago; they both now hover between $4 and $6. Loewen ultimately filed for bankruptcy and reemerged last year as the Alderwoods Group. 

Then there's Quanta Services, which installs and repairs electric, gas, and telephone lines. It acquired 86 small to midsized construction contractors between 1998 and 2001. Buying so many ditch diggers and cable installers looked brilliant--until the telecom industry cratered. Now Quanta's stock, which topped out at $63 two years ago, is around $12. 

Some serial acquirers are trying to refine their strategies after experiencing problems. Take AutoNation, which went from zero to $20 billion in revenues in 36 months, only to realize it had become too big and unwieldy. AutoNation's new management team has shed entire divisions (such as its used-car and rental units) that comprised previous acquisitions. And the company says it's reorienting its new-car-dealership acquisition philosophy from quantity to quality. "In the past they were done to add revenue and size," says CEO Michael Jackson. "Now we want them to add value from day one." Investors apparently are willing to give the company a second chance: The stock has doubled in the past year. 

If you need further evidence that investors are dazzled (or perhaps blinded) by the roll-up game, consider Iron Mountain--a company whose shares remain strong despite the fact that it has lost money in each of the past three years. CFO John Kenny insists the company will be profitable this year: "We keep telling people that when we accomplish our strategic objectives, then we'll be back to growing in the low- to mid-double digits, as opposed to continuing to acquire for the sake of higher growth rates." The question is, Will shareholders accept slower growth, especially from a company that is burdened with $1.5 billion in debt and negative free cash flow? Don't count on it.
