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Section: Money & Business 

Best In Business 

The tech giant has mastered the art of acquisitions 

Dateline: SAN JOSE, CALIF. 

Ned Hooper uses one word to describe corporate acquisition. "It's traumatic--always," says the vice president of business development at Cisco Systems, whose former company was acquired by the tech giant in 1998. "No matter how successful you've been and how much you make on the deal," he says, "it's traumatic because there's change coming."

Best case, after all, acquisition means a new job, a new office, new responsibilities, and a new boss. Worst case, it can mean a career-ending pink slip. For Hooper, it meant moving 3,000 miles, from Herndon, Va., where he was a product manager for LightSpeed, a maker of voice-signaling technology, to Cisco's headquarters here. And while he ended up getting promoted rapidly--working first in sales and marketing, then in mergers and acquisitions, a group he has been running since 2004--it still took him time to adjust. "It takes a good year," he says, "for people coming in through acquisition to get integrated mentally and emotionally."

That is, if they stick around. According to most estimates, about 70 percent of mergers and acquisitions fail to live up to expectations. Layoffs are common, culture clashes are the norm, and workers often abandon ship. One study found that in the first five years after a merger, companies typically lose about 10 percent of their value. "The majority of acquisitions," says Jeff Dyer, a professor of strategy at Brigham Young University's Marriott School of Management, "really don't pan out."

But there are acquisitions, and then there are acquisitions. And Hooper, when his company was acquired by Cisco Systems, may have been one of the lucky ones. Cisco is one of the few companies that have found a way to succeed in this risky business. Since it made its first acquisition in 1993, the world's No. 1 maker of computer networking equipment has gobbled up a total of 110 companies--an average of about one every six weeks for 13 years. It has had its fair share of flubs and failures, of course, but since 2002, more than 90 percent of the workers acquired by Cisco have stayed with the company. Cisco's business, built largely through acquisition, is booming. The company's routers and switches--the two networking devices that keep the Internet humming by allowing computers to talk to one another--have captured more than 70 percent of the expanding $23 billion markets, according to Dell'Oro Group. Sixteen years after it went public, Cisco's market capitalization, at some $120 billion, is bigger than those of Dell, Xerox, and Apple combined.

How has Cisco succeeded where so many others have failed? Simply put, experts say, it has professionalized a process that other companies turn to only on occasion--usually out of either greed or necessity. "My experience with most companies is that they do acquisitions infrequently and integration is somebody's nighttime job," says Brett Galloway, the former CEO of Airespace, a wireless networking company Cisco acquired last year. "Cisco has people who do this full time--it's a core function of the company."

The nucleus of the company's acquisitions machine is its business development group, a 40-person team tucked into a nondescript cubicle farm in Cisco's sprawling San Jose office complex. The BD group, as it's called, has a diverse staff, ranging from Ph.D.'s in engineering to experts in silicon chips to M.B.A.'s with investment banking experience. Together, they identify potential buys, conduct due diligence on target companies, negotiate with senior execs, and integrate new companies into the greater Cisco whole. (The company now has more than 48,000 employees.) For over a decade, the group has operated under the same set of basic principles: Buy small, buy early in the product's life cycle (that is, preferably before it becomes the next big hit), and, most important, put the people you're acquiring above everything else. "At the end of the day, it's always an art, not a science," says Dan Scheinman, the senior vice president for corporate development, who has overseen the group since 2001--and who reports directly to Chairman and CEO John Chambers. "People have to like each other and trust each other."

Quick work. When they do, a Cisco acquisition can be something to behold. In 1999, when Cisco acquired Cerent Corp., a maker of optical networking gear, discussions between the two companies lasted only 2 ½ hours over three days before the $6.9 billion deal was signed. On the morning that Cisco took over the company, employees arrived at work to discover they already had new titles, business cards, bosses, bonus plans, and health plans, plus access to Cisco's computer system. Only four of the 400 employees left the company in the first six months. "What we've found is that if you delay it, it's more painful," says Hooper. "We structure our acquisitions to retain people through the traumatic period--the adjustment period--and then they can look at Cisco with a more rational view." When it comes to turning acquired employees into Cisco employees, says Michael Howard, principal analyst at Infonetics Research, a data-networking consulting firm, "it's hard to name a better-run company in the world."

The Cisco acquisition process was not always so seamless. For almost 10 years after it was founded in 1984, the company wasn't in the business of acquisitions at all: It sold routers and only routers. The market was growing rapidly, and Cisco went public in 1990. But three years later, when a faster and cheaper piece of hardware, the switch, seemed to threaten its business, Cisco engineers scrambled to start production of their own version. Soon, though, executives realized their product was going to be late to market. Cisco needed a switch that worked--and fast.

Enter acquisition No. 1: Crescendo Communications, a small switch maker that Cisco purchased in 1993 for $95million. Though Cisco's engineers grumbled that they could have produced their own switch in time, the deal worked. Cisco got into the market ahead of the competition, most of Crescendo's executives stayed with the company, and switches became a core Cisco business. The switching unit now generates almost $10 billion in annual revenues.

What began as a one-time event soon evolved into a long-term strategy--and is now an essential part of Cisco culture. While most big tech companies rely heavily on R&D to create products and business lines, Cisco, after Crescendo, decided to go another way. "It's the A&D approach to growth--acquisition and development," says Charles O'Reilly, a Stanford business professor who wrote a case study on Cisco in the '90s. Again and again, to move into new markets or to reinforce old ones with new technology, Cisco has used acquisition to expand its reach: In 1995, Cisco acquired its way into firewalls and cache engines. In 1998, Internet telephony. In 2003, with the acquisition of Linksys, a home-networking company, Cisco made its first big move away from corporate customers into the consumer market. This year, by acquiring Scientific Atlanta, a set-top-box manufacturer, Cisco expanded its product line into the living room, as well, moving into video.

Throughout this shopping spree, the Cisco business development group has maintained its discipline. "They do very few wild and woolly acquisitions," says Martin Kenney, a business-strategy expert at the University of California-Davis. "Everything they do is strategic." Cisco has never succumbed to the temptation of the big, flashy deal. A handful of its acquisitions have climbed into the $7 billion range, but the company has never even considered a merger on the scale of AOL-TimeWarner or Hewlett-Packard-Compaq. Instead, the vast majority of its acquisitions have been targeted technology buys--small start-ups with 50 or so engineers that are often referred to in-house as the "Cisco kids"--whose products link back to its core competencies, routers and switches.

The company still does strike out occasionally. Cisco execs are open about the fact that their push into fiber optics in the late '90s hasn't worked out. The company's stated goals are to be first or second in any market it moves into, but Cisco's handful of acquisitions have managed to capture only about 7 percent of the optics market, according to Dell'Oro Group. Monterey Networks, most notably, an optical-routing start-up that cost Cisco $517 million in 1999, flamed out disastrously. The company's three founders left within days of the acquisition, and Cisco shut down its business after a year and a half, never having even tested its product. In the bubble, "we were in a situation where the premium was on speed," says Scheinman. "The longer we waited, the more expensive something got." As a result, he says, "we were forced to acquire earlier than we wanted to."

The Linksys logic. Lesson learned, though, he says. Cisco returned to form with its 2003 acquisition of Linksys, which has won high praise for masterfully working both sides of the networking market at the same time. A small company based in Irvine, Calif., Linksys makes broadband routers for homes and small businesses--enabling fast, secure Internet access for multiple computers. Since Cisco has always targeted business customers, there was some skepticism within the company about entering the consumer market. But ultimately the logic of the deal won out: Linksys not only would give Cisco a foothold in the fast-growing home-networking market, but it would also help pump up infrastructure demand for routers and switches. There was some risk, of course, but Cisco's networking girth diminished it. "Obviously when you play roulette, you're betting against the house," says Matt Robison, a communications technology analyst at Ferris, Baker Watts. But with Cisco's market share in routers and switches, he says, "they kind of are the house." After six months of negotiations, Cisco bought Linksys for $550 million. The routing company now brings in about $900 million annually in revenue.

As successful as Cisco has been in identifying hot new technologies and taking calculated risks in new markets, experts say, the true strength of its mergers-and-acquisitions operation lies elsewhere. Indeed, if there is a secret to Cisco's success, it is this: Cisco has come to realize that the acquisition of technology really isn't just about technology. "For us," says Hooper, "the people are the most strategic asset." If, after the acquisition, Cisco loses the technologists and product managers who created, say, the Linksys router, then it has lost the second and third generations of the product that existed only in those employees' heads. That, says Hooper, is where the billion-dollar markets lie. And that is where Cisco's acquisitions are aimed. "We need the expertise," he says. "We need the people."

Finding and keeping the right people, though, is a lot more difficult than finding a hot new technology." In the classic M&A world, if you can't metric it, don't trust it," says Scheinman. But that's not how Cisco operates. In addition to balance sheets and business models, the BD group scrutinizes would-be acquisitions' cultures and visions. The group holds meetings with everyone from junior engineers to top execs, observing who speaks and for how long, gauging how open the company is to debate and discussion, and watching how team members treat one another. "We look for cultures that empower people," says Hooper. Cisco doesn't do hostile takeovers, but it also doesn't want to buy a company whose people will head for the exits. Sometimes, an acquisition is torpedoed because of a simple gut feeling. "I've had relatively junior people come to me and say, 'I don't like the people,'" says Scheinman, "and we've walked from the deal."

Most of the time, it doesn't come to that. As Cisco has made a name for itself in acquisitions, engineers and entrepreneurs at small tech start-ups in Silicon Valley, Boston, and Research Triangle Park, N.C.--or, increasingly, in Tel Aviv, where Cisco has made nine acquisitions in recent years--are happy to be acquired. There is a clear career path, after all, for employees at Cisco who join the company this way. The senior vice presidents of switching, operations, and security all came from acquisitions. Hooper himself, the point person on M&A transactions, is proof positive that working for Cisco does not mean being put out to pasture. "With Cisco, the acquisition is not the end but the beginning," he says. "The people we're acquiring have to feel the same way: It's the beginning of the next generation of that company."

While questions remain about how Cisco's stagnant stock price will affect its ability to entice acquired workers with stock options, the company shows no signs of remaking its A&D strategy. Cisco will invest as much as $1.1 billion in India over the next three years, and it is only a matter of time before it makes its first acquisition in China, a potentially huge growth market. "We keep trying to find a perfect way to do this," say Scheinman. While they're at it, Cisco is certain to keep acquiring and keep growing. It's just a matter of when--and how much.

KEY ACQUISITIONS 
· 1993 Crescendo Communications, $95 million: an entry into switches
· 1999 Monterey Networks, $517 million: a fiber-optics deal that fizzled
· 2003 Linksys, $550 million: a move into home networking
· 2005 Airespace, $450 million: a beachhead in wireless technology
· 2006 Scientific Atlanta, $7 billion: an attempt to pave the way for digital TV over the Internet
PHOTO (COLOR): Ned Hooper and Dan Scheinman are pivotal players in Cisco's mergers-and-acquisitions operation.

PHOTO (COLOR): Brett Galloway was CEO of Airespace when Cisco Systems acquired the company. He became head of a new wireless unit at Cisco.
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