FINA 415 Chapter 6: Takeover Tactics Notes

Establishing a Toehold
· Begin an initial accumulation of the target’s shares
· If the market is unaware of the acquirer’s actions, the bidder may be able to avoid the payment of a premium. This lowers the average cost of the acquisition. 
· In addition, it may provide the bidder with some of the same rights that other shareholders have, thus establishing a fiduciary duty, which the board would now have in its dual role as the hostile bidder and as the target shareholder. 
· The fact that toeholds are not used more frequently and fully is surprising in light of the research of Betton and Eckbo, who showed that toeholds result in lower tender offer premiums. 
· Their analysis implies that when bids fail due to target resistance, the costs that this adverse result imposes on failed bidders may cause them to be more cautious about establishing larger toehold positions. 

Bidding Strategies
· The initial bidder is successful two-thirds of the time.
· The probability is significantly lower when the bidder contacts the target to negotiate a merger as opposed to being more assertive and making a strong tender offer. 
· A key for the initial bidder is to structure its first bid so that it will preempt other bidders while not overpaying. This can be termed the optimal bid. 

Casual Pass
· Before initiating hostile actions, the bidder may attempt some informal overture to the management of the target.
· This can work against the bidder because it provides the target with advance warning of the bidder’s interest. 
· Managers of potential target companies are often advised by their attorneys to not engage in loose discussions that could be misconstrued as an expression of interest. 

Bear Hugs
· A bidder will sometimes try to pressure management of the target before initiating a tender offer. 
· This may be done by contacting the board of directors with an expression of interest in acquiring the target and the implied intent to go directly to stockholders with a tender offer if these overtures are not favorably received.
· This strategy may also be accompanied by a public announcement of the bidder’s intent to make a tender offer. 
· A bear hug also puts pressure on the board of directors because it must be considered lest the board be regarded as having violated its fiduciary duties. 
· Once a bear hug becomes public, arbitrageurs typically accumulate the target’s stock. Depending on the companies involved, they may even want to sell the bidder’s shares short based on the fact that when bidders make takeover offers, the bidder’s shares may decline after the announcement. 
· This often puts the company in play.
· A stronger version of the standard bear hug occurs when one bidder offers a specific price in order to, among other reasons, establish a range for damages in possible stockholder lawsuits that might follow the target management’s rejection of the bid. This tactic increases the pressure on the target’s board, which might be the object of the lawsuits.
· The typical response of an unreceptive target board is to acquire a fairness opinion from an investment bank that will say that the offer is inadequate. This gives the board of directors a legitimate reason to reject the offer. 
· Bidders may also offer a high initial premium with the threat of a possible lower premium through a tender offer upon rejection. 
· From a strategic point of view, if the bidder sees a realistic possibility of a negotiated transaction, the bear hug may be an attractive alternative to a tender offer. It is a less expensive and less time-consuming way to conduct a hostile acquisition.

Bypass Offers
· Offer which is unsolicited and which was not preceded with negotiations or discussions between the managements of the two companies. 
· Going straight to the board of directors. 
· This could be because the bidder believed that management was entrenched and more likely to oppose the offer.

Tender Offers
· Not all eight factors must be present for an offer to be judged a tender offer. The court did not want the eight factors to constitute an automatic litmus test for tender offers. Rather, in deciding whether the circumstances of a given stock purchase constitute a tender offer, the eight factors are considered together, along with any other relevant factors. 

Open Market Purchases
· The courts have generally found that open market purchases do not by themselves represent a tender offer. Generally, they do require that the purchaser file a Schedule TO. 
· One version of open market purchases is a creeping tender offer, which is the process of gradually acquiring shares in the market or through private transactions. 

Reason for Using a Tender Offer
· A company usually resorts to a tender offer when a friendly negotiated transaction does not appear to be a viable alternative. In using a tender offer, the bidder may be able to circumvent management and obtain control even when the managers oppose the takeover. The costs associated with a tender offer, such as legal filing fees and publication costs, make the tender offer a more expensive alternative than a negotiated deal.
· The success rate of total contested tender offers for publicly traded companies was 58% on a weighted average basis. 

Cash versus Securities Tender Offers
· Securities may be more attractive to some of the target stockholders because under certain circumstances the transaction may be considered tax-free. 
· Double-barrel offer: target shareholders are given the option of receiving cash or securities in exchange for their shares. If securities are used in the transaction, they must be registered with the SEC under the Securities Act of 1933. 
· The SEC review process may also slow down the tender offer. The acquiring firm is encumbered by the waiting periods of the Williams Act and the Hart-Scott-Rodino Act.
· The use of securities may add another waiting period while the firm awaits the SEC review. 

Response of the Target Management
· Target company stockholders often view tender offers as a favorable development because they tend to bring high offer premiums.
· If resistance will increase shareholder returns, then this may be a more appropriate course of action. This assumes, however, that the company believes that an increased offer is more advantageous than the gains that shareholders could realize if the company remained independent. 
· By resisting the bid, the target may be able to force the bidder to raise its offer. The target may also be able to attract other bidders to start an auction process (be careful of winner’s curse).
· The risk that the target takes when it resists the bid is that the bid may be withdrawn. 
· If the target’s board and management believe that the company would be an attractive target, they may install defenses in advance of any bid so that the company cannot be acquired at values less than what they believe the company is worth. 

Tender Offers and Keeping Management Honest
· Supporters of hostile tender offers view them as a monitoring mechanism that keeps management honest and limits agency costs.
· Without the possibility of a hostile tender offer, managers might be free to take actions that would maximize their own welfare but would fail to produce stock prices that maximize the wealth of equity holders. 
· The bidder may compare the value of the company under its management and may decide that it exceeds the company’s current market value by a sufficient margin to be able to offer stockholders a significant premium and still profit from the takeover. 

Creating of a Tender Offer Team for the Bidding Firm
· Investment Bank: provides the requisite financing services, provides bridge financing (buy now and pay later), and can provide financing through junk bonds. 
· Legal Advisors: knowledgeable in tactics and defenses employed to evade tender offers.
· Information Agent: responsible for forwarding tender offer materials to stockholders. Proxy firms may also actively solicit the participation of stockholders in tender offers by means of a telephone and mail campaign. 
· Depository Bank: handles the receipt of tender offers and the payment for the shares tendered. 
· Forwarding Agent: enhances the resources of the depository bank and transmits tenders received to the depository bank

Junk Bonds
· When bidders had easy access to junk bond funds, they could more readily finance the higher all-cash premiums. This situation changed toward the end of the 1980s when the junk bond market declined. 
· All-cash offers became far fewer and were often replaced by offers that were financed by more equity and less high-risk debt. This made it more difficult for smaller bidders to participate in major megadeals.
· With the decline in interest rates in the 2000s, low-cost debt financing became abundantly available, providing the requisite cash to complete mega-takeovers.

Any-and-All versus Partial Tender Offers
· Generally, the any-and-all offer is considered a more effective takeover tactic and is therefore more difficult to defend against. Partial offers are not considered as valuable because of the risk of oversubscription. In an oversubscribed offer, shares are accepted on a pro rata basis unless the buyer agrees to accept all shares tendered. Stockholders incur the risk that they will not receive the full premium for all the shares they would like to tender. This is not the case in an any-and-all offer. 
· A partial offer that is designed to take control of the target without a second-step closeout transaction is less attractive to stockholders because they may be left holding shares that have a reduced value after the partial buyout is completed. 
· First-step transactions are often for cash, which has a clear, fixed value, whereas second-step transactions often use debt or equity securities as consideration. The debt securities may be considered more risky inasmuch as the bidder may have incurred considerable debt to finance the all-cash first-step transaction. 
· The bidder sometimes tries to ameliorate the concerns of these debt securities by structuring the all-securities second-step transaction so that it constitutes a tax-free exchange. 
· Three-piece suitor: bidder makes an initial stock purchase followed by a second-step tender offer. Once the control is established and a majority of the shareholders have tendered their shares in the tender offer, a third-step freezeout purchase of the minority shareholders who have not tendered their shares is conducted. 

Tender Offer Premiums and Director Independence
· Finance theorists have long contended that the more independent a board is, the greater the return to shareholders.
· These findings suggest that independent directs are more active supporters of shareholder value than non-independent directors.
· Their results suggest that the higher target gains come at the expense of returns to bidder shareholders.

Takeover Premiums and Shareholder’s Investment Horizons
· Theoretically, short-term investors, such as some mutual funds, may have less incentive to monitor management compared to longer-term investors such as those who control shares in employee benefit plans. Short-term investors may also have less incentive to hold out for a higher takeover premium. 
· Targets whose shareholders own their shares for an average of less than four months received 3% lower takeover premiums compared to shareholders with longer investment horizons. 
· These results lend support to the proposition that the more that the shareholder base is composed of short-term shareholders, the more leeway management has to pursue their own personal benefits at the expense of shareholders’ gains. 
· Target companies that have more short-term shareholders may be less expensive to acquire. They also may put forward less resistance and their management may be more willing to trade personal benefits in exchange for lower premiums to shareholders. This partly explains why investment bankers and merger advisory firms representing bidders do a shareholder analysis prior to launching a bid. 

Do CEOs Trade Premium for Power?
· When the merger agreement provided for target management or directors to receive a directorship in the combined company, they may have been less likely to negotiate for a higher premium for their shareholders.

Open Market Purchases and Street Sweeps
· A hostile bidder may accumulate stock in the target before making a tender offer. As noted previously, the purchaser usually tries to keep these initial purchases secret to put as little upward pressure as possible on the target’s stock price. To do so, the acquisitions are often made through various shell corporations and partnerships whose names do not convey the true identity of the ultimate purchaser. 
· The larger the purchaser’s position in the target, the more leverage the firm has over the target. This leverage may enable the bidder to launch a tender offer that has a high probability of success, given the stockholdings the bidder already possesses. The bidder is also in a better position, as a result of the number of votes it already controls, to make a credible threat of a proxy fight. 
· Significant stockholdings through open market purchases may be sufficient to offset defenses such as supermajority voting provisions. They may also be used as a negotiating tool to convince the target to agree to a friendly tender offer and to discourage potential white knights from making a bid for the target. 
· When a hostile bidder concludes that the tender offer may not be successful, it may decide not to initiate one. The result may be large-scale open market purchases of stock. The hostile bidder’s investment bank assists the bidder by providing the necessary financing for these purchases and by locating large blocks of stock to be bought. These share purchases may be made through secret accumulations by the bidder’s investment bank through various corporations or partnerships. This is referred to as a street sweep.

Advantages of Tender Offers Over Open Market Purchases
· Open market purchases do not involve the complicated legal requirements and costs associated with tender offers. However, a bidder who purchases shares in the open market is not guaranteed that he will be able to accumulate sufficient shares to acquire clear control. 
· One advantage of a tender offer is that the bidder is not bound to purchase the tendered shares unless the desired number of shares has been tendered. The bidder who becomes mired in a minority position faces the following alternatives:
· Do a tender offer for additional shares
· Begin a proxy fight
· Sell the minority stock position
· Large-scale open market purchases are also difficult to keep secret. Market participants regard the stock purchases as a signal that a bidder may be attempting to make a raid on the target. This can make a street sweep effective but expensive.
· As stockholders come to believe that a bid may be forthcoming, they have an incentive to hold out for a higher premium.
· The holdout problem does not exist in tender offers because the bidder is not obligated to purchase any shares unless the amount requested has been tendered. 
· A street sweep may be more effective when a bidder is able to locate large blocks of stock in the hands of a small group of investors. 
· The existence of large blocks of stock in the hands of arbitrageurs may enable a bidder to amass a significant percentage of the target’s stock, perhaps enough to gain effective control of the company, but only if the bidder is willing to pay a possibly painful price. 

Arbitragers and Takeover Tactics
· Arbitragers may also hedge its investment by selling the acquirer’s stock short in addition to buying the target company’s stock. 
· Risk arbitrager’s annualized return:
· RAR = GSS/I x (365/IP)
· Where, GSS = OP – MP
· Where, RAR = risk arbitrage return, GSS = gross stock spread, I = Investment by arbitrager, IP = investment period (days between investment and closing date)

Arbitrage and the Downward Price Pressures Around M&A Announcements
· Research has shown that the stock price of acquirers tends to decline, especially those which use stock to finance their bids, around the date of an announcement of an offer.
· One-half of this downward effect was caused by the short-selling actions of arbitragers. 
· Arbitragers will buy the target’s shares, which puts upward price pressure on the target’s stock while often selling that bidder’s shares in an effort to lock in a specific hedged gain. 

Proxy Fights
· An attempt by a single shareholder or a group of shareholders to take control or bring about other changes in a company through the use of the proxy mechanism of corporate voting. 
· Proxy contests are political processes in which incumbents and insurgents compete for shareholder votes through a variety of means including mailings, newspaper advertisements, and telephone solicitations. 
· In a proxy fight, a bidder may attempt to use his voting rights and garner support from other shareholders to oust the incumbent board and/or management.
· The rise in proxy contests over the period 2005-2009 can be partly explained by the number of aggressive activist hedge funds which have been using the proxy contest mechanism to bring about changes in undervalued companies which will raise the value of shares they have purchased. 

Corporate Elections
· Corporate elections for seats on the board of directors are typically held once a year at the annual stockholders’ meeting. The date and time of the meeting is stipulated in the company’s article of incorporation. The date is usually chosen to coincide with the end of the company’s fiscal year, when the annual report and the summary of the firm’s financial results are available for the stockholder’s review. SEC rules require that the annual report be sent to stockholders before the annual meeting. Because it takes time to produce the annual report, the annual meeting is usually helf four to five months after the close of the firm’s fiscal year.
· The board of directors is particularly important to the corporation because the board selects the management, who in turn run the corporation on a day-to-day basis. 
· Institutional investors are increasingly dominating markets and they have often sided with management. While institutions have become somewhat more active, the evidence still indicates that, despite their ability to collectively wield considerable power and control proxy contests, they do not often choose to use this power. Considering that the institutional money managers’ primary goal is to maximize the value of their portfolios, it is not surprising that they show little interest in the day-to-day running of the companies in which they invest. Not until the firm’s performance flags do they look to divest their holdings. The sale of an institution’s large holdings may depress the stock price.
· The fact that institutions may be temporarily locked into some of their positions, and the difficulties in micromanagement of their portfolios, helps explain why institutions are not active investors. 

Voting by Proxy
· Under the proxy system, shareholders may authorize another person to vote for them and to act as their proxy. Most corporate voting is done by proxies. The SEC has also authorized e-proxy, which allows reliance on proxy materials posted on a Website thus lowering production and distribution costs. 

Calling a Stockholder’s Meeting
· Upon establishing an equity position in the target, the hostile bidder may want to attempt to remove the board of directors and put in place a board that is favorable to the bidder. Such a board may then approve a business combination or other relationship with the bidding firm. The meeting may also be used to have the stockholders approve certain corporate actions, such as the deactivation of antitakeover defenses or the sale of certain assets and the payment of a dividend from the proceeds of this sale. 
· Most state laws allow meetings to be called if a certain percentage of shareholders request it. As an antitakeover defense, companies sometimes try to amend the corporate charter so that there are limitations on the ability of certain types of shareholders to call a special meeting.

Record Date
· The record date is important because the firm’s stock may trade actively, with the owners changing continually. The record date is usually no more than 60 days, but no less than 10 days, from the meeting date. 
· As the owners of stock change, the record date specifies which stockholders will be able to vote. Stockholders who buy the stock before the meeting but after the meeting date do not receive notice of the meeting. 
· A stock price will often fall after the record date in a proxy contest. This reflects that the market considers a stock less valuable when it does not carry the right to participate in an upcoming proxy contest. 

Shares Held in Street Name
· Stockholders who turn over their portfolios often may keep their stocks in their brokerage firm’s name to expedite the registration of their securities. Many stockholders decide they do not want to be bothered with keeping their share certificates and simply leave their shares with the broker, who keeps them in the firm’s name. A stockholder may be required to leave the purchased shares with the broker if they were used as collateral in a margin purchase. The shareholdings are left with the broker in case the value of the collateral, the shares, falls. The stockholder will then get a margin call, and the shares might be sold if the shareholder cannot provide more collateral.
· Bidders who are considering taking control of a company may want to keep the shares in the name of their brokerage firm to conceal the true identity of the owner of the shares. If the market anticipates an upcoming bid, the share price may rise. 
· Often shareholders do not give their brokers voting instructions. When this happens, brokers often choose to vote for the directors proposed by management. On average, at any given shareholder meeting, brokers may control approximately a quarter of the votes. There have been calls for new rules to be adopted, which would prevent brokers from voting when they have not received specific instructions. 
· In a contest for control, or when there is a rival insurgent group with counterproposals or candidates, however, the broker may not vote even if he or she has not received instructions from the beneficial owner.
· Although the issuing corporation may obtain the names of the owners of the shares from the depository (where brokers keep the shares entrusted to them), this list may not be very helpful. The depository will show the street names for those shares held by brokerage firms. This may not indicate, however, who the real beneficial owner is. Efforts have been made in recent years to require that the depository list reflect the true owners of the firm’s stock. 
Different Types of Proxy Contests
1. Contests for seats on the board of directors
a. Insurgents may use this means to replace management
b. If the opposing slate of directors is elected, it may then use its authority to remove management and replace them with a new management team
2. Contests about management proposals
a. These proposals concern the approval of a merger or acquisition
b. Management may oppose the merger, and the insurgent group of stockholders may be in favor
c. Other relevant proposals might be the passage of antitakeover amendments in the company’s charter

Regulation of Proxy Contests
· All materials that are used to influence the outcome of the contest must be submitted to the SEC examiners in advance. This includes newspaper announcements, materials being mailed to shareholders, and press releases. 
· In an effort to strike back against the use of proxy fights by insurgents, companies sometimes petition the SEC to have it issue a no action letter.
· Such a letter may be issued if it can be demonstrated that the proposal is clearly not in the interests of other shareholders, serves only the personal interests of its proponent, or if it is designed to redress a personal claim of grievance of the shareholder. 

Proxy Contests: From the Insurgent’s Viewpoint
· The following characteristics increase the likelihood that a proxy fight will be successful:
1. Insufficient voting support for management
2. Poor operating performance
3. Sound alternative operating plan
4. It is often easier and less expensive for insurgents in corporations that have a smaller market cap to control a sufficient number of shares to be able to influence, if not control, the outcome of a proxy fight

Dead Shares Problem
· For an insurgent to effect a specific corporate action using a proxy contest, it must secure a majority of the votes (if not a supermajority in cases where the company has such a defense in place).
· All shares that are not delivered by shareholders are, in effect, votes against the insurgent’s plan. The more apathetic the target’s shareholders or the more shareholders who have sold their shares without the underlying proxy after the record date, the more difficult it will be for the insurgent to secure the requisite majority approval. 


Proxy Fight Process
1. Starting the Proxy Fight
a. Bidder, who is also stockholder, decides to attempt to change control at the upcoming stockholders’ meeting. 
b. Insurgents might try to call a special meeting to replace management
c. Management proposal for the sale of the firm or installation of certain antitakeover defenses. 
2. The Solicitation Process
a. Insurgents contact stockholders to convince them to vote in their favor (done by hiring a proxy firm)
3. The Voting Process
a. Refer to page 280 for more info.

Voting Analysis
1. Shares controlled by insurgents and shareholder groups unfriendly to management
a. Core of the insurgents’ support
2. Shares controlled by directors, officers, and ESOPs
a. Core of management’s support
b. Shares held in ESOPs also tend to vote with management because workers may be concerned that a change in control may mean layoffs
3. Shares controlled by institutions
a. Have usually voted with management
4. Shares controlled by brokerage firms
a. Must contact clients beforehand; if no response, brokerage firms may be allowed to vote in their stead
5. Shares controlled by individuals
a. Tend to vote with management, but usually do not constitute a large percentage of the votes

Costs of a Proxy Fight
· A proxy fight may be a less expensive alternative to a tender offer. Tender offers are costly because they offer to buy up to 100% of the outstanding stock at a premium that may be as high as 50%.
· If the proxy fight is unsuccessful, the costs of the proxy battle are usually not recoverable
· The major costs in a proxy fight are:
· Professional fees (proxy solicitors, investment banks, and attorneys)
· Printing, mailing costs, and communication costs
· Litigation costs
· Other expenses (tabulation fees)
Nature of the Dissidents and Dissident Campaigns
· Research shows that the dissidents are often former managers of the target or those who have prior experience in the target’s line of business. 
· Almost half of the contests were waged between former insiders who left the company following a policy dispute or other disagreement. 

What Determines the Choice of a Tender Offer versus a Proxy Fight?
· They found that proxy contests tend to occur more frequently in cases in which the company’s performance has been poor as measured by its stock market performance and return on assets.
· Proxy contests tended to be associated with managerial inefficiency.
· The capital structure also seemed to be a causal factor as less highly leveraged companies more often were tender offer targets.
· In general, they found that proxy fight targets are less profitable than targets of tender offers. The poor performance of companies that are the target of proxy fights gives the insurgents a more compelling argument for changing management and enacting other changes. 

Combination of Tender Offer and Proxy Fight
· The hostile bidder may use the proxy fight to effect the approval of a shareholder proposal that would dismantle the target’s antitakeover defences.
· This would then be followed by a more effective tender offer.

Hedge Funds as Activist Investors
· Hedge funds were developed as an alternative to open-end investment funds or mutual funds. Managers of hedge funds do not make public solicitations for capital to investors in general and as such do not face the public reporting requirements that their mutual fund counterparts do. Since hende funds do not face as great reporting requirements, investors have more limited access to return data. 

Hedge Funds and M&As
· As hedge funds began to feel the pressures from competitors to generate high returns, they started to look to takeovers – previously the exclusive fund territory of private equity funds. 

Hedge Funds as Sources of M&A Debt Financing
· Hedge funds have pursued many different investment areas as they seek to find attractive returns for the capital they have been able to easily raise in recent years. One area they have focused on has been the debt of distressed companies. However, in recent years, they have become involved in debt financing of M&As. 
· Commercial banks often originate M&A debt financing that they syndicate to hedge funds that assume what usually is second lien debt. The addition of this source of debt financing from hedge funds has greatly augmented the total capital that is available for M&A financing. The actions of hedge funds and private equity firms helped fuel the resurgence of M&A deals in the mid-2000s.

Hedge Fund Activism and Corporate Governance
· Some hedge fund managers have become impatient with weak returns that companies may generate and push for changes, including managerial changes. 
· Carl Icahn was able to leverage his stock position in undervalued companies such as Motorola and Imclone to generate gains for himself and also other shareholders. This has given rise to the term “Icahn lift.” This refers to the tendency for stock prices to rise in companies in which Icahn has taken positions. 
· [bookmark: _GoBack]Icahn is one of a number of activist hedge fund managers who are able to generate handsome returns by finding undervalued targets and using the proxy solicitation process to bring about major changes in undervalued companies, changes ranging from altering strategy, replacing managers and the board of directors, to the outright sale of the company. 
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