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Business model compatibility: 
A fundamental M&A 
consideration

US aerospace and defense (A&D) companies, 
facing flat US defense budgets and competi-
tive pressures from non-traditional entrants, 

are seeking to grow sales and profits via diversifica-
tion—from defense to commercial, from products 
to services, from domestic to international. This 
search for growth is leading many to explore activi-
ties outside their traditional core businesses. Both 
commercial and defense contractors are aiming to 
increase revenue and profit by capturing a greater 
allocation of aftermarket value, as well as by ex-
tending into services and other new portions of the 
platform value chain. And as incumbent “integrator” 
roles start to lose significance due to the disaggre-
gation of major military programs, companies that 
have historically filled these roles are making forays 
into new territory as well.

Efforts to diversify may make sense in the ab-
stract, as can efforts to leverage or monetize current 
assets (or value propositions) into new areas. How-
ever, decisions about entering new markets should 
be considered in the context of a company’s ability 
to support those markets—specifically, the ability 
to employ the right business model(s) to serve new 
markets. More than the general truism that failing 
to properly design for business models can destroy 
value, failure to consider business model compati-
bility can be especially harmful to companies engag-

ing in inorganic growth—which many A&D compa-
nies have made a cornerstone of their diversification 
efforts. Missteps in inorganic growth can destroy 
value far faster than organic pursuits, due to the sig-
nificant capital outlays that happen all at once in an 
M&A transaction.

Our research suggests that business model com-
patibility—that is to say, the extent to which either 
an acquirer’s business model is similar to the tar-
get’s, or accommodations have been made for the 
differences—is a fundamental fork in the road for 
A&D companies pursuing M&A. In fact, business 
model compatibility can often be a more important 
consideration than many other, more commonly 
discussed levers of M&A value, such as asset utiliza-
tion, process efficiency, and material procurement 
leverage. 

We are not saying that A&D companies should 
not acquire, or cannot successfully acquire, compa-
nies whose business models differ from their own. 
But deals involving incompatible business models, 
as our research shows, carry a high risk of failure. 
Given this, business model compatibility should be 
addressed in a disciplined manner, not only as an 
ongoing part of a company’s strategic planning pro-
cess, but also, and especially, when evaluating and 
executing M&A deals.
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The challenge with 
incompatibility

A business model is defined, broadly speaking, 
as the way a company seeks to win in a mar-
ket. Business model elements include:

• An organization’s value proposition (e.g., the 
ability to predictably provide a product or ser-
vice at a viable market price, along with the sup-
porting cost structure)

• The organization’s risk profile, along with the 
mechanism(s) used to control and allocate risk 
among value chain participants

• The organization’s investment philosophy, 
including the way it invests independent re-
search and development (IRAD) and profit to 
create assets (e.g., intellectual property) for 
commercial pricing power

Most A&D companies’ portfolio businesses 
adopt one of the six business models depicted in fig-
ure 1, with some variations.

Business models, in turn, are supported by op-
erating models, which include elements such as 
organizational structure and methods of program 
and product governance. Metaphorically speaking, 
an operating model is how a business chooses to as-
semble the building blocks in order to successfully 
deliver the value proposition specified by the busi-
ness model.

A company can, of course, choose to engage in 
multiple businesses with different business mod-
els—and many do. However, in the A&D industry, 
it is often difficult for a company to execute two or 

Figure 1. High-level A&D business model spectrum

Source: Deloitte analysis. Deloitte Insights | deloitte.com/insights
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more distinct business models or operating models 
well—and the further apart they are on the spec-
trum shown in figure 1, the more difficult it can be. 
More often, the company’s core business model ex-
erts a “pull” on those of the subsidiary businesses, 
so that the model employed by the main business, 
or inconsiderably different variants of it, are applied 
to markets across the board.

Examples of how this phenomenon can play out 
in A&D include:
• Attempting to supply value-based, competi-

tive support services from regulated original 
equipment manufacturer (OEM) customer 
service departments

• Merging a commercial business with a defense-
type business, and applying “contract” cost ac-
counting in place of “product line” accounting

These and similar situations can arise when an 
A&D company engages in accretive diversification 
beyond a company’s main business through M&A. 
Success in such efforts requires a willingness to 
find an equilibrium between the acquirer’s and the 
target’s business models—one that achieves a good 
fit between the markets pursued and the business 
models employed. 
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Figure 2. Differences between defense and commercial business requirements

Source: Deloitte analysis. Deloitte Insights | deloitte.com/insights

US government 
performance requirements

Market segment 
requirements

US government-defined technology requirements

Allow-ability investment

Return on sales focus

Contract costing or billing

Custom development

Grouping, pegging, and distribution material assignment

Contract profitability focus

Bottom-up estimating or pricing

Function-led processes

Marketplace or client-defined requirements

Business case with amortization

Return on invested capital focus

Product or solution standardized costing

Standard solutions

Inventory turns managed

Portfolio profitability focus

Market-based standard pricing

Business-led processes

DEFENSE AND COMMERCIAL BUSINESSES: DIFFICULT TO MIX
One frequent driver of business model incompatibility in A&D industry mergers is the differences 
between compliance with government cost accounting standards (CAS) and commercial business 
dynamics, summarized in figure 2.

Virtually all functions within an A&D company affect and are affected by these differences, which call for 
substantial differences in the business model to accommodate effectively. Contrast the way a company’s 
finance organization typically handles cost accounting under CAS versus in a commercial enterprise. CAS-
compliant defense systems usually focus on accurately tracking costs incurred on a contract, whereas 
commercial systems focus on tracking the standard (average) cost of a product line or service. These 
two methods produce very different management information. Yet the CAS method is a prerequisite for 
being able to bill on many government contracts, whereas the commercial method is critical if a company 
needs to understand product costs and their drivers.

In addition, the CAS method is very expensive to administer because of the need to constantly reconcile 
between “forward pricing” commitments and actual expenditures along the way. We have seen an 
administrative cost difference of 25 to 35 percent between CAS and commercial accounting approaches.1  
(This is one reason that new entrants to the A&D industry have dramatically lower cost structures and 
thus are able to offer dramatically lower prices.) Therefore, CAS methods are typically only employed in 
cases where the customer is willing to pay for the administrative cost of complying. 

Often, the incompatibility between CAS and commercial accounting methods comes to a head during 
financial integration efforts, when leaders attempt to bring the combined company onto the same ERP 
architecture. In such cases, the post-merger business architecture may be largely determined by an IT 
implementation team. This architecture can have substantial strategic and operational consequences.
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Why compatibility matters  
in M&A

WHY should the extent of similarity be-
tween an acquirer’s and a target’s busi-
ness models play a large role in M&A 

outcomes? Those unfamiliar with M&A might think 
that, if each company operated effectively in its re-
spective market before the deal, each should be able 
to operate effectively and maintain its performance 
after the deal—or, as most M&A transactions aim to 
do, even improve. But this doesn’t always happen. A 
target’s pre-deal business model may work well in 
its chosen market, but after a target is acquired by 
another company, its business model is rarely left 
alone. And in many cases, the acquirer’s integra-
tion efforts unintentionally change the target’s busi-
ness model in ways that may sabotage the latter’s 
marketplace effectiveness.

One reason this can happen is that most tradi-
tional post-merger integration (PMI) programs do 
not specifically aim to tailor business models to fit 

the markets in which each business plays. At A&D 
companies, as in other industries, most PMI work 
focuses on “Day 1 readiness.” While an essential part 
of the process, the readiness effort often fails to fol-
low through by making the hard choices necessary 
to prepare the combined entity for success. Despite 
talk of applying “best practices” from both sides, for 
instance, the acquiring company’s compliance po-
sition (or that of the party with the most stringent 
compliance requirements) may become the default 
position for all businesses in its portfolio—even for 
units with less-stringent requirements.  

On an operational level, our experience sug-
gests that the fault often lies in the power dynam-
ics of PMI execution. The senior executives who 
make portfolio choices (sometimes with the help of 
consultants and bankers) usually delegate the job 
of designing and implementing the combined en-
tity’s business model(s) and infrastructure to those 

SERVICES: A TRICKY PLAY FOR OEMs
Services are considered an attractive growth area in A&D, with the opportunities mostly seen in the 
two areas of mission services and sustainment. Many OEMs are investing in services with the hope of 
capitalizing on untapped platform and systems intellectual property, selling their products as services 
(for example, through “power by the hour” contracts), and/or taking advantage of special capabilities that 
they have developed and that may be underleveraged. 

However, aligning business models appropriately is just as important in selling services as in selling 
products. Selling mission or sustainment services on a “value” basis requires a fundamentally different 
business model than the kind of time and materials contract that most defense contractors are used to. 
Because of this, it is nearly impossible for an OEM platform design production company to profitably 
compete on many portions of the sustainment value chain (such as aftermarket support, competitive 
MRO, or distribution) using the same business model that they used to design and produce the platform.

Recent marketplace activity suggests that some OEMs, realizing the difficulty of competing in services 
with a product-focused business model, are starting to take a new approach. Specifically, these 
companies are launching new functions (and in some cases, organizations) to accommodate mission 
services and sustainment, setting them up with business processes and cost structures that are outside 
of the core OEM framework.
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at lower organizational levels. This is where things 
typically go wrong. While presumably well-inten-
tioned, the people in charge of implementation may:
• Lack (or not be given) a full appreciation of 

the portfolio strategy to be accommodated. 
They thus tend to make decisions based on 
more-immediate operational considerations, 
which may work against the company’s overall 
strategic intent.

• Lack the authority to make the kinds of trade-off 
decisions that often arise when creating a new 
infrastructure (e.g., cost vs. performance). With-
out this authority, they may be bound to adhere 
to the status quo around these trade-offs instead 
of making changes more appropriate to the com-
bined entity’s needs. 

• Lack the freedom to make significant structural 
or procedural changes to what has been success-
ful in the core. This raises the risk that, in imple-
menting an acquired business, a company will 
simply reproduce or scale what has worked for 
the main business, regardless of factors that may 
argue against it.
In cases where both companies serve similar 

markets, the acquirer’s business model’s “pull” 
upon the target’s may not prove very harmful. But 
if the markets are very different, the acquirer’s 
influence on the target’s business model—whether 
deliberate or unintentional—may change some of 
the very elements that helped the target succeed 
in its chosen market, with consequences that can 
range from mild to devastating. 
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Testing the compatibility-to-
value correlation

TO what extent does a correlation between 
business model compatibility and M&A out-
comes actually exist, independently of the 

aforementioned reasoning and our anecdotal ob-
servations? To find out, we examined 228 M&A 
deals in the A&D industry over the past 10-plus 
years (2007 through March 2017). These 228 deals 
represented all industry M&A transactions in this 
timeframe where:
• The deal size was $50 million or more
• The acquirer was based in the United States2 

We classified these deals into five categories ac-
cording to our evaluation of the acquirer’s “strategic 
intent” (figure 3).3 These categories were specifically 
designed to represent a range of degrees of business 
model compatibility.  We evaluated each deal’s “suc-
cess” based on a combination of growth in revenue, 
margin, and market share in the acquired compa-
ny’s business base pre- and post-merger. Finally, as 
shown in figure 5, we compared success rates across 
deal types.

Figure 3. Categories of M&A strategic intent

Source: Deloitte analysis. Deloitte Insights | deloitte.com/insights
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As expected, acquisition success rates among the 
228 deals analyzed were highly related to strategic 
intent—which, in our classification, indicates the 
extent to which the acquirer’s and target’s business 
models were compatible pre-deal. Other factors 
(e.g., lawsuits, oil prices, defense budgets) also had 
an impact, but no other factor showed as strong a 
relationship with deal success as business model 
compatibility. 

This analysis shows that business model com-
patibility—or at least the recognition that business 
models need to be considered—is a major factor 
in whether or not a combination is successful. The 
more compatible the business models of the two 
companies, the higher the success rate. Conversely, 
the greater the gap between the business models, 
the lower the success rate. For example, diversifi-
cation through acquisition is inherently difficult, as 
many of these deals by nature involve buying a com-
pany with a fundamentally different business model. 

Figure 4. M&A deal assignment by category
(by number of deals)

Deloitte Insights | deloitte.com/insights
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Figure 5. Level of M&A success by deal type

Deloitte Insights | deloitte.com/insights
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Proprietary rollups and core scaling deals, on the 
other hand, are usually made specifically to capital-
ize on high business model compatibility, and they 
are almost always successful. In the middle of the 
spectrum, value chain extensions, which seek to 
move the acquirer into new roles in its value chain, 
display mixed success. When a company is alert to 

the business model differences and supports the 
new value chain position with the proper metrics 
and governance, these deals tend to go well. How-
ever, the assumption that one business model (and 
one type of manager) will work for a broad range of 
the value chain is usually a bad one that can poten-
tially destroy value.

INTERNATIONAL SALES: DIFFERENT DYNAMICS, DIFFERENT RISKS
International sales are one area where US A&D companies may stumble due to business model 
incompatibility. Most US defense companies are well versed in “foreign military sales” (FMS), which are 
effectively sales to the US government under slightly different terms and conditions. But while FMS 
is a natural extension of what OEMs regularly do, direct commercial sales (DCS), where an OEM sells 
directly to a foreign military customer, have proved problematic for many. One reason for the difficulty 
is that DCS, because it involves “commercial-like” transactions, exposes the seller to risks that are not of 
significant concern for US government suppliers (such as political context, contractual terms, operational 
disruption, offsets, payments, and so on). That said, both FMS and DCS can be extremely productive 
growth areas, as long as an OEM clearly understands the differences between them and the different 
business models required to engage effectively in each. 
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Solving the business model 
challenge

TO help manage the risks posed by business 
model incompatibility, A&D companies seek-
ing to grow and diversify should consider the 

following steps: 
• Start with the organization’s charter and goals. 

Identify major revenue and profit streams, in-
cluding the current backlog and expected follow-
on; new programs, taking into account program 
win probability; and gaps that need to be filled to 
meet plan or expectations.

• Inventory the current portfolio, and map it in 
a way that facilitates discussion around which 
business models are required. Then, add to the 
map new markets and businesses that are ex-
pected to be a part of the company’s diversifica-
tion or gap-filling efforts over the next three to 
five years.

• Identify the business models required to support 
the desired future portfolio.

• Define options for closing gaps, as well as the 
cost and effort associated with doing so. Poten-
tial sources of cost may include plans to launch 
a new business entity or redesign existing ones, 
develop new ERP architecture, add capabilities, 
or even remove cost. Keep in mind that more 
than one business model can be effectively ac-
commodated in a single operating unit. Also, 
modern ERP systems are capable of support-
ing more than one model in an “instance,” if 
designed appropriately.

• If a new organizational structure is required, 
consider the recommended sequencing for rede-
sign efforts shown in figure 6, which starts with 
regulatory and reporting requirements and ends 
with P&L design—the opposite of the sequence 
often employed.

• Be honest in evaluating the company’s ability to 
support specific business models. Include the 

Figure 6. Organizational design decision sequence

Source: Deloitte analysis. Deloitte Insights | deloitte.com/insights
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cost and disruption of efforts to close portfo-
lio gaps in business cases for both organic and 
inorganic growth.

• Reconsider diversification plans in the context 
of the aforementioned analysis. If the company 
cannot support the development of new busi-
ness models at a particular time, avoid commit-
ments to businesses that cannot be addressed 
by currently available business models, or for 
which the business case for creating new models 
is questionable. If the business models required 
to successfully diversify through M&A are out of 
reach, consider other ways to create value (such 
as licensing or teaming arrangements).

• When planning and executing deals, specifically 
address business model compatibility as a focus 
area for the senior executive team. Dedicate ap-
propriate time and resources to planning how to 
integrate and run the acquired business in light 
of its degree of business model compatibility. 
Then, give the people in charge of executing the 
integration the necessary strategic understand-

ing, decision-making authority, and operational 
latitude to establish a business model or mod-
els that work for the marketplace—whether that 
means completely integrating the target into the 
main business, setting it up as a wholly separate 
stand-alone division, or something in between.

To reiterate: We are not suggesting that A&D 
companies should always avoid acquiring busi-
nesses with different business models from the core 
organizations. Successful A&D companies work 
to optimize the market segment/business model 
equation on an ongoing basis, and this is especially 
critical when placing bets on M&A deals. The path 
to business model equilibrium lies in understand-
ing what business models are needed to effectively 
serve the markets in which one chooses to com-
pete—and then deliberately designing each business 
model to fit its market. Those who do not take these 
important steps potentially risk destroying value in 
their inorganic growth pursuits.
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ENDNOTES

1. Deloitte analysis.

2. D&B Hoovers, company data, retrieved February 2017. M&A deal information gathered from company 10-Ks and 
10-Qs, press briefings, and analyst reports.

3. The acquirer’s strategic intent was determined through analysis of earnings calls, annual reports, press releases, 
and industry publications.
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