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Statutory Merger
[bookmark: _GoBack]becomes one entity. (A+B=A)
Subsidiary merger
target company becomes a subsidiary of the parent company.
Consolidation
Become one NEW entity. (two original companies cease to exist. A+B=C)


Valuing a transaction
Base equity price+ value of target’s debt+preferred stock-cash.

Types of mergers
Horizontal mergers: two competitors combine (increase in market power)
Vertical mergers: Integration of two companies that have buyer-seller relationship
Conglomerate mergers: When two companies are not competitors and do not have a buyer-seller relationship.

Reasons for mergers and acquisitions
Expansion
Diversification
Target undervalued
Tax motives

Merger consideration
Can be paid several ways
Floating exchange ratio:  bidder offers dollar value of shares as opposed to a specific number of shares. (average stock price during prespecified period= pricing period). Can use collar for min. & max. number of shares.
Contingent value:  guarantee future value if acquirer’s share fall below som agreed upon threshold.
Holdback provision: compensation to be withheld upon the occurrence of certain events.

Merger professionals
big deals: investment bankers – fees for structuring deal and handling strategy  (1-2%)
smaller deals: business brokers- do not conduct detailed analysis (compensation Lehman formula)
attonerys, accountant, valuation experts, investment bankers

Merger arbitrage:
Arbitrage: Buying an asset in one market and selling it in another. 
Look for price discrepancies between different markets (sell in higher-priced market, buy in lower-price market)
Risk arbitrage: purchase stock of conpanie that may be taken over in the hope of getting a takeover premium when the deal closes (But deal doesn’t always close).
RISKY

Leveraged Buyouts and private equity market
LBO: Buyer uses debt to finance the acquisition of a company.
Usually reserved for acquisition of public company where te acquired company becomes private

Corporate restructuring
Assets selloffs (selling a divison)

Merger negotiations
Material adverse change:  Allow either party to withdraw from deal if a major change in circumstances arires that would alter value of the deal.
Risk – release of valuable internal information.

Initial agreement
Term sheet:  Identifies buyer and seller, the purchase price and the factors that may cause that price to vary prior to closing…. Major terms of the deal, reducing uncertainty as to the main aspects of the deal.
Followed by Letter of Intent: More detailed terms of the agreement; employee agreement.

Disclosure of Merger negotiations
 Denial that negotiations are taking place, when the opposite is the case, is improper.
Company has obligation to conduct an orderly disclosure once it is clear that confidentiality may be at risk.

Structuring the deal
Most deals use a subsidiary corporation that is created by the buyer to facilitate the acquisition of the target. A shell subsidiary is created by the acquirer whose shares are purchased with cash or stock of the parent. This cash or stock is then used to acquire assets/stock of the target.
When subsidiary survives, it’s called forward triangular merger.
Reverse triangular merger: subsidiary merged with the target.. subsidiary does not survives, but target corp. does.

Merger agreement
Detailed merger agreement: initiated by the buyer’s law firm
Subject to much back-and-forth nego
Letter of transmittal: contents of the letter and related materials that will be sent to the selling shareholders.
Includes warranties, representation, what’s expected from buyer and seller prior to closing, etc.

Merger approval procedure
Board of directors of btoh companies adopt a resolution approving the deal.
Deal taken to shareholders for approval.
Submission of merger plan. (to the secretary of state)
Certificate of merger or consolidation is issued.
For the SEC: proxy solicitation; schedule 14a, financial statements
File a form 15 with SEC terminating the public registration of its securities.

Board of directors can form a special committee to evaluate merger proposal

Fairness of opinion: outside validation firm (i.e investment bank)

Assumption of the seller’s liabilities
When acquiring al of the target’s stock, it assumer the seller’s liability.
May try to avoid the liabilities When buying only the assets rather than the stock, but if buyer  acquires substantial portion of the target’s assets, the courts have ruled that the buyer is responsible fir the seller’s liabilities. (trust fund doctrine).

Advantages of asset acquisitions
May not have to gain approval of its shareholders.

Assets selloffs
When deciding to sell off all of its assets, it becomes a corporate shell.
Firm can decide to distribute cash to stockholders as liquidating dividends and go out of existence.
Cash repurchase tender offer
Use liquidity to buy another company.
Two kinds of investment companies: 
Open-ended investment companies: number of shares varies depending on the number of new shares sold or the redemption of shares already issued. (mutual funds)
Close-ended investment companies: do not issue new shares after the initial issuance.

Reverse merger
Private company goes public by merging with an already public company (often an inactive or corporate shell).
Advantages: enhanced liquidity for its equity;  takes place quickly & at lower costs; less dependant of the state of the IPO market.
If goal is to finance stock-for-stock acquisition, reverse merger may have some appeal.
Benefits of IPO (disadvantages of reverse merger):  Raise capital; opportunity for owners to liquidate their previously illiquid privately held shares.

Special purchase acquisition vehicles
Companies that raise capital in an IPO where the funds will be used for acquisitions.
80-90% of funds are placed in a trust which earns rate of return. Rest is used for expenses.
Founders have a limited time to present deals to shareholders (18-24 months). Otherwise money is returned to investors, less expenses.
Risky investment ‘cause company may not be able to complete acquisition. Therefore, investors could get back less money than they originally invested.
Share usually trade at discount because Illiquid
Founders  of SPAC usually receive 20% share of the acquisition’s value.

Holding companies
Acquiring company only purchases a portion of the target’s stock. Acts as a holding company.
Company that holds sufficient stock to have a controlling interest in the target.
Advantages: 
Lower cost.
No control premium. 
because less than 51% of share purchased, no control premium has to be paid
Control with fractional ownership
Approval not required:  
do not have to have the agreement of the target company’s shareholder
Disadvantage:
Multiple taxation: 
Adds another layer to corp. structure
stockholder income is subject to double taxation (taxed at corporate level and dividend income). But holding companies receive dividend that has already been taxed at the corporate level. This amount to Triple taxation.
If holding company owns 80%+ of subsidiary’s voting equity, dividends from parent company are not taxed (filling of consolidated returns)
Antitrust issues
Lack of 100% ownership
Outside shareholders will have some controlling influence in the company. May lead to disagreements over the company’s direction.
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 hLegal requirements differ  if  the transaction is a friendly merger or a hostile deal.

Friendly merger- cash financed
Bidder Files proxy statement with SEC (describes deal)
Preliminary statement first
Shareholder receiver final proxy statement, along with proxy card that they fill out and return
Deal has to be approved at a shareholders meeting
Deal closed then
Friendly merger- stock financed
Similar to cash financed
Except securities used to purchase target shares have to be registered. (filling of a registration statement)
Hostile deal- cash tender offer
Initiating tender offer by disseminating tender offer materials to target shareholders.
Requirements of Williams act.
SEC does not have the opportunity to comment on the materials that are sent to shareholders prior to dissemination. (but may do so during minimum offer period
Hostile deal- stock tender offer
Submit registration statement (bidder)
Wait ‘till declared effective prior to submitting tender offer mat. to shareholder.
SEC  may have comments on the preliminary registration statements.
Have to be resolved before statement can be considered effective.
Similar to cash tender offer

Laws governing mergers, acquisitions, and tender offers
Securities laws
Filling of an 8K
Filling need to be done within 15 days of the occurrence of specific events. Transactions over 10% And it includes:
Description of the assets acquired or disposed of
Nature and amount of consideration given or received
Identity of the persons from whom the assets were acquired
Financial statements of the business acquired.
Filling of an S-4
When a public company issues new stock to acquire a target, it must register these shares by filing a disclosure form with the SEC.
S-4 is less detailed than a s-1.
NYSE/Euronext & NASDAQ require that when a company issues more than 20% of its outstanding shares to acquire a target, it must receive the approval of its shareholders. (S-4 provides substantial info to learn about purpose of deal. (see p.351)
Stock-for-stock transactions, acquirer & target will file a joint proxy.
Must be sent to SEC 10 days before mailed to shareholders.
Written consent material must be received by shareholders 20 days before shareholder meeting.
Acquirer has 48 to 72 hours to make public statement about the deal.. otherwise must wait after S-4 becomes effective & available to public.

Williams act
Passed in 1968
Helped eliminate some of the abuse that many believed contributed to the stock market crash of October 1929.
Provided limitation for cash tender offers
Has four major objectives
To regulate tender offer
To provide procedures and disclosure requirements  for acquisitions.
Stockholders could make better decisions regarding the value of a takeover offer.
Enable target shareholders to gain more knowledge of potential acquiring company.
To provide shareholders with time to make informed decisions regarding tender offers.
To increase confidence in securities markets.
Attract more capital
Investors less worried about being placed in a position of incurring losses. (when limited info)

Section 13 (d) of the Williams act
Alerts target of a potential threat to control.
Necessary when no tender offer
Buyer must disclose info when 5% of holding in the target is reached
When do you have to file each?
Schedule 13D: Within ten business days of acquiring 5% of a firm's outstanding stock.
Schedule TO
Regulates disclosure of information
Schedule TO: At the time you declare tender offer
Used to be called Schedule 14D1
Info that needs to be disclosed
Name, address of issuing firm + type of securities to be acquired
Detailed info on background of the individual filing the info
Number of shares actually owned
Purpose of transaction (investment purposes or control)
Source of funds used to finance acquisition
If failure to comply with section with section 13D
May sue
Williams act five subsections
Section 13(d): Regulates substantial share acquisitions
Section 14(d): Regulates tenders offers
Section 14(e): Prohibits material misrepresentations and other        improper practices in tender offer solicitation and opposition
Section 14(f): Requires disclosure if share ownership changes result in the replacement of the board of directors without shareholder  approval
Section 13(e): Regulates issuer purchases

Group
"When two or more persons act as a partnership, limited
 partnership, syndicate, or other group for the purpose of
 acquiring, holding, or disposing of securities of an issuer,
 such a syndicate or group shall be deemed a person for
 the purpose of this subsection."
 If you are a group, then you must file if you cross the 5%
 threshold.
 Stock Parking: Illegal way of trying to avoid the law, by putting shares in the names of those other than the true owner. E.G. Jeffries & Co and Ivan Boesky.

Tender offers
Open for a minimum of 20 business days. (bidder may not buy shares until the end of the offer period)
Withdrawal rights
Allows shareholders to withdraw their shares at any time during the entire period the offer remains open.
Oversubscribed Offers and Partial Bids: Must be accepted
on a pro-rata basis, for example, offer for 40% but get 80%, 
then accept 1 of 2 shares tendered.

Two tiered tender offers
Bids for less than 100%
Also called Front End Loaded Offers.
Offer superior compensation for first tier or the front end and
and inferior compensation for the back end.
Shareholder Rights and Two Tiered Offers.
	 - Shareholders in the second tier may get "frozen out"
    and forced to accept second tier compensation.
  But: 1982--SEC said second tier shareholders can sue to
       demand fair compensation.

Definition of a tender offer
1.Active and widespread solicitation of public shareholders for shares of an issuer.
2. Solicitation made for a substantial percentage of an issuer’s stock.
3. Offer to purchase made at a premium over the prevailing market price.
4. Terms of the offer are firm rather than negotiated.
5. Offer contingent on the tender of a fixed number of shares, often subject to a maximum number to be purchased.
6. Offer only open for a limited time period.
7. Offeree subject to pressure to sell his stock.
8. Public announcements of a purchasing program concerning the target company precedes or accompany rapid accumulation of larger amounts of the target company's securities.*
  * This last factor was added after the Becton Dickinson vs. Sun Oil case.

Changes in tender offers
Significant Change in the Offer
 - If, for example, a change in offer price occurs,  a full
    20 business days (total) are provided to shareholders
Amended Offer - less significant change, for example:
 e.g. Change in the number of shares to be bought.
  e.g. Change in the percentage of cash vs. stock compensation
- This requires a minimum of ten business days
     remaining for shareholders
Best Price Rule - Section 14d-7
- If a bidder increases the consideration, he has to give
    it to all those who have already tendered their shares.

Mini-tender offers
Bid for <5%
Less regulated as bidders (not required to comply with the disclosure agreement)
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Growth (through m&A)
Window of opp. Open for a limited time  slow internal growth msi not suffice
Expand geographical location
Can jump-start growth (revenue & improved profitability through synergistic gains)
Synergistic: concept that the value and performance of two companies combined will be greater than the sum of the separate individual parts.


Growth or increased return the more appropriate goal?
Growth needs to be one that will generate good returns for shareholders.
Expected profitability

International growth and cross-border acquisitions
Companies with successful products in one national market may seek cross-border acquisitions.
To achieve greater revenues and profits rather than lower returns in already established market
Is risk-adjusted return from the deal greater than nex best use of invested capital?
European common market  rise in europe cross-border deals.
Certain Asian markets resist foreign acquirers.
Exchange rates plays a big role
Buyer can pay higher premium if its currency appreciates relative to that of the target
1970-1987 foreign acquirers paid 10% premium

acquirers enjoyed positive returns when they acquired targets in countries they did not have operations. Return negative when acquirer already had operation in these foreign countries.
Research: non-US firm buys US firm. Us firm buys Non-US firm.
Non-US firm buyer 2% return over ten-day window
Us firm buyer negative return
Moeller & Schlingemann: analyzed 4,430 deals and found out Us firm has better return when buying another us firm.

Synergy
Phenomenon 2+2=5
Allow combined firm to appear to have a positive:
Net acquisition Value (NAV)
NAV=[Vab-(Va+Vb)]-P-E
Vab= combined balue of the 2 firms
Va= Value of firm A
Vb+ Value of firm B
P= Premium paid for B
E= Expenses of the acquisition process
[Vab-(Va+Vb)] > P+E to justify going forward with merger
Elimination of inefficient management
Operating synergy: revenue enhancement and cost reductions
Financial synergy  possibility that cost of capital may be lowered by combining one or more companies

Operating synergy:
Revenue enhancements & cost reductions
Revenue enhancement
Sharing marketing opp. By cross-mrk each merger partner’s products.
Economies of scope: Being able to offer a wider range of services or products to same customers
i.e. commercial bank with major retail network acquiring a bank with strong trust department
example: company with a strong distribution network merging with a firm that has products of great potential but questionable ability to get them to the market before rivals can react and seize the period of opp.
Difficult to quantify
Hard to predict

Cost-reducing operating synergies
Economies of scale:  declining per unit cost as output rises.
May only last within a certain range of output; beyond this, diseconomies of scale are possible
Mgmt time, skillset, and utilization rate of assets are considerations here
Main source of op. synergies
Increase in size or scale of firm
Spreading overhead
[image: Macintosh HD:Users:etiennebrun:Desktop:Screen Shot 2015-09-26 at 3.03.02 PM.png]













this shows that an optimal output level occurs when per-unit costs are at a minimum. This implies that an expansion through the horizontal acquisition of a competitor may increase the size of the acquiring firm’s operation and lower per-unit cost
banking M&A
Track record good
Benefit of offering national/int. bank
Poorer customer service????

Example of achieved cost economy synergies
Exxon Mobil: Announced in August 2000 that it expected $4.6 billion in cost savings from its megamerger
Merger: December 1998--$82 billion
Created world’s largest oil company
At that time the company predicted that the merger savings would be $3.8 billion
By 2000 the savings proved to be 20% higher
2005: Company reported largest profit in history of corporations 

Synergy and acquisition premiums
Anticipated synergy reason of premium
Synergy require that the bidder receive gains, such as in the form of performance improvements, that offset the premium.
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Complication: premium is paid up front… gain comes over time
Best situation when firm realize both revenue enhancement and cost reduction

Financial synergy
Refers to lowering the cost of capital by combining companies
If cash flow streams are not perfectly correlated, firms’ risk should be reduced with a lower chance of bankruptcy (debt coinsurance)
Debt coinsurance: if correlation of income streams of two firms is less than perfectly positively correlated, the bankruptcy risk associated with the combination of the two firms may be reduced
Debt-coinsurance Problem is:  benefits accrue to debtholders at the expense of the equity holders
Lower flotation costs, better access to financial markets, and reduced borrowing costs are other examples of financial synergies

Diversification
By itself, a poor motive for acquisitions
Track record of these deals typically poor
Some exceptions (i.e., General Electric)
Shareholders can diversify their portfolios much less expensively than companies can do this for shareholders
Shareholders do not incur the sizeable transaction costs that companies do when they buy other companies
Shareholders do not have to pay a premium
However, stability of income can permit research programs and other long-term necessities
There may be strategic advantages to diversification e.g. to learn a valued skill before continued expansion or acquisition in that area
May help lead to debt coinsurance
Diversification may be used to enter more profitable industries, but questionable if this is sustainable
Diversification can very from slightly diversified towards the nature of a true conglomerate 
Studies differ, but evidence suggests a diversification discount
Diversified firms less often targets (more often acquirers)
Skillset and overall manageability are issues
Diversification Discount
Findings differ from research to research. Study by Berger and Ofek found that diversification reduce firm value by  13-15%. Lang & Stulz found out the greater company diversification was inversely related to their Tobin’s q. Villalonga states that the data used for those research was an artifact, because it only includes segments that constitute 10%+ of a company (he found a diversification premium instead of a discount). Comment and Jarrell found that increased diversification led to less hostile takeover attempts. Other studies found that poorer performing firms are more likely to diversify.


GE & CISCO
GE engages in many acquisitions each year
1999: Bought 125 companies
Has a proven model for valuing, managing, and integrating companies
Many conglomerates have shown poor results – GE is an exception
First CEO was Thomas Edison
Conglomerate built by Jack Welsh
Became CEO of GE in 1981
Made GE more efficient
Cut a bloated cost structure
Weeded out non-performing employees
Each year employees ranked in lowest 10% were laid off
Sold off non-performing divisions
Example: GE air conditioning business

Cisco: Known to buy one to two companies per month
Bought 51 companies in the 2 ½ year period preceding March 2000
This slowed a lot in the 2000s

Entering a more profitable industry
Conglomerates
Returns to stockholders in conglomerate acquisitions are greater than in nonconglomerate acquisitions.
Other benefits of diversifications
Horizontal acquisition
Horizontal Mergers: Combinations of two firms 
producing the same product
Increase in market share
Both companies at the same level in the production to market process
Main benefits are: 
Elimination of duplicate facilities
Offer broader product line
Market power
Ability to set prices in excess of marginal cost.
Example: Acquisition of Sitmar Cruises by Princess Cruises
Shareholders wealth effects
Do firms merge to achieve monopoly power:
If so you would expect the stock prices of competitors to fall
Research studies fail to show this (maybe 
because they are potential targets as well)
Nowadays achieving the same degree of monopoly power as before is unheard of due to regulators ( in a monopoly, firm 
Monopoly hyposthesis
Firm combine to increase their monopoly power.
Little empirical evidence
Ebcko stuy found: initial positive and statistically significant abnormal returns when merger first announced, but failed to show a negative response after the complaint was filed. 
Does not support belief that firms merge to enjoy increase in market power.
Stockholders of bidder and target firms in challenged (horiz.) merger earn larger abnormal return than in the unchallenged mergers.

Roll-up acquisitions
Larger companies buying smaller rivals in a series of acquisitions. The acquired companies are then combined into an ever-growing larger company.
Fragmented and unconcentrated industry.
Serial acquisitions
Track record of serial acquirers is not that favorable.
Study 16,221 takeovers: single acquirers, outperformed multiple acquirers by 1.66%

Vertical Diversification
Acquisition of firms that are closer to the source of supply or the the ultimate consumer
Backward Expansion: Toward the source of supply
    Example: Oil company buying another oil company
    with abundant reserves
- 1984 Mobil Oil acquisition of Superior Oil which had large reserves but no refining or marketing
  - Given its size, Mobil was low on reserves but had strong marketing and refining operations
Forward Expansion: Toward the ultimate consumer
 Example: Oil company buying another oil company
     with large retail network.
Lehman brothers acquires e.f. Hutton.
Lheman attracted by Hutton’s strong network of retail brokers (movement toward consumers)
Motives
Be assured of a dependable source of supply.
Availability
Quality maintenance
Timely delivery
Just-in-time inv. Mng.  lower inventory costs
Lower transaction costs

Hubris Hypothesis of takeovers
Managers seek to acquire firms for their own personal motives
May pay a premium for companies for this reason
Managers may believe their own valuations are superior to the market
This may cause them to overpay
This does not mean that hubris explains all takeovers
It just may explain some takeovers
Example: Campeau vs. Federated
Decreasing returns
Empirical evidence
If Hubris Hypothesis is true then you would expect the
stock price of the acquirer to fall after the announcement 
of the acquisition
This is often the case
P. Dodd 1980: Found statistically significant negative 
 returns for acquirer following the announcement of 
 merger plans
P. Asquith 1983:  Failed to find a consistent negative
 response

Wiiner’S curse Hypothesis of takeovers
Bidders who overestimate the value of a target will most likely win a contest.
Inclined to overpay
Free agent market of basketball and baseball
Companies that make bad acquisitions are increasingly likely to become takeover targets.

MOTIVES
Executive compensation and corporate acquisition decisions
One theory of acquisitions which is part of the Managerialism hypothesis is that managers of companies acquire other companies to increase their size which, in turn, allow them to enjoy higher compensation and benefits
For companies that engaged in acquisitions, researchers found a positive relationship between firm size and executive compensation, but not for firms which did not engage in acquisitions
Improved management
The belief that the acquiring firm’s management can better manage the target firm resources, and so value would rise under its management.
I.E. Apple acquiring BEATS  rumors it was all for founder Jimmy Lovine
Improved Research and Development
Drug industry (5th merger wave)
Track record not impressive
Improved distribution
Tax motives
Much debated
May reduce deal costs, improving deal approval likelihood
Tax reform act removed many possible benefits
Apple in Ireland
Pursuit of #1 or #2 ranking
Something emphasized by Jack Welsh of GE
Idea is that the number 1 or number 2 ranking gives these competitors a major advantage over the other competitors 
GE would acquire companies that are not number 1 or number 2 if they thought they could infuse capital, and so forth to help them achieve that position
This could be part of the long-term, sustainable competitive advantage idea

Desirable characteristics of a target
Low P/E ratio but high book value
Firms with undervalued assets
High liquidity
High steady cash flows
Unused borrowing capacity
No antitrust problems
No concentrated block of stock in hands of insiders
Management amenable to takeover
Overfunded pension plan
Easily separable divisions/liquid assets
High cash on hand



Summary
Only other alternative for growth is internal expansion (but slower)
Firms may acquire other firm with hope of experiencing economic gains.
Economies of scale
Reduction of per-unit cost (size of a company’s operations, in terms of revenues or unit production increases)
Economies of scope
When a business can offer a broader range of services to its customer base.
Vertical transactions may sometimes provide valuable benefits, but they sometimes generate unforeseen adverse effects.
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Management Entrenchment Hypothesis
Managers don’t wanna be out of a job
Through the use of active and preventative corporate defenses.
Stockholder wealth declines
Nonparticipating stockholders experience reduced wealth
Shareholder interest hypothesis
Also called convergence of interests hypothesis
Stockholder wealth rises when mng takes actions to prevent changes in control
No need to devote ressources
Cost saving
Reduced expenditures in proxy fights
Smaller investor relation dpt.
Shows that antitakeover defenses can be used to maximize shareholders value through the bidding process.
Preventative takeover measures
Defense plan
Things that make a firm vulnerable to a takeover
High steady cash flow
Low debt
Low stock price relative to the value of the firm’s assets.
Closely monitor trading of its shares.
Exercise in wall building
Continuous process
Shark repellants
Poison pills 
Securities issued by a potential target to make the firm less valuable in the eyes of a hostile bidder (flip-in , flip-over)
Corporate charter amendments
Enact various amendments in its corporate charter t to make it more difficult  for a hostile acquirer to bring about a change in managerial control
Supermajority provision
Staggered boards
Fair price provisions
Dual capitalization
Golden parachutes
Severance packages given to senior mng wo then utilize them upon the occurrence of events such as a takeover
Poison pill
Number of Companies with Poison Pills:
Over 1,500 corp. have poison pills  (as of late Dec 1990)
56% of the Fortune 500
52% of Business Week 1,000
Other Name for Poison Pill: 
Shareholder Rights Plan
Meaning of Poison Pill Name: 
If the acquiring company takes over the target the acquirer will have to swallow the poisonous consequences of the pill
Shadow Pill: 
A poison pill need not be pre-existing
Chewable Pill: 
Pill disappears, or is redeemable by shareholders, rather than only by boards
Typical Poison Pill:
The typical shareholder rights plan involves a scheme whereby shareholders will have the right to buy more shares at a discount, if one shareholder buys a certain percentage of the company's shares. 
The plan could be triggered, for instance, when any one shareholder buys 20% of the company's shares, at which point every shareholder (except the one who possesses 20%) will have the right to buy new shares at a discount.
Example of a poison pill deterring a takeover:
Microsoft – Yahoo
Oracle-Peoplesoft

Development of Poison Pills
First used in 1982, and more famously in 1983 but not popular until 1985
Martin Lipton: 
Perfected the poison pill in 1985 to not involve the issue of preferred stock
	- He is senior attorney at Wachtell Lipton
	- The new poison pills were rights
- These rights were convertible into shares the combined company

First poison pill
Brown Forman Distillers v. Lenox Inc.
1983: Brown Forman: Fourth largest distiller in the 
United States   
Brands: Jack Daniels, Martel Cognacs. And
Korbel Champagne
Sales: $900 million
Lenox, Inc.: Major china producer
Trading at $60 per share on NYSE
Brown Forman offer $87 per share which was more   
than 20 times the previous year's EPS of $4.13
This was a high bid and difficult to fight
Lipton: Suggested that Lenox offer Preferred Shares with 
each share convertible into 40 share of Brown Forman if 
Brown Forman took over Lenox.
This proved most effective since the Brown family owned 60% of Brown Forman and they would not want to lose control of it.
Problems with these first poison pills:
 1. Difficult to redeem
2. Had an adverse impact on balance sheet
1983: Brown Forman eventually acquired Lenox, but reached a compromise on future firm direction
Sir James Goldsmith vs. Crown Zellerbach: 1985
Crown Zellerbach (CZ): San Francisco based forest products  corporation
Owned nearly 2 million acres of forest land
Company nearly 115 years old
 Company had been undergoing a restructuring and redevelopment by its CEO Bill Creason when it got bid from Goldsmith
- Goldsmith saw the forest assets as undervalued. He felt they would be more valuable in five to ten years as the use of the world's forests outstripped reforestation.
Stock price did not reflect the improvement at CZ
Goldsmith: Anglo-French financier (now deceased)
- Owner of a conglomerate empire that spread throughout Europe
- Started acquiring U.S. companies by buying Grand Union
Crown Zellerbach Poison Pills
Rights with no value at issuance
Only issued when buyer acquired 20% of CZ stock or made a
tender offer for 30% of CZ stock
Rights allowed the holder to buy the stock of the issuer
at a 50% discount off market price once merger occurs and buyer
purchases 100% of the target (flip-over pills)
 Allowed buyer to buy $200 worth of stock for $100
Defeated by Goldsmith: only a partial (controlling) acquisition, 
and therefore rights never became exercisable. In fact, they 
became a deterrent to finding a white knight
Second-Generation Poison Pills
Flip Over: Grants shareholders special benefits once:
a) Triggering event occurs: 20% share or asset 
    ownership or offer for 20% to 30% and
b) 100% Merger between acquirer and target occurs
- Shareholder can then convert special rights to buy stock in combined firm at half price
c) Does not prevent an acquisition of a controlling interest  that is less than 100%
Third-generation Poison Pills
Flip In: Now almost always accompanies a flip-over provision
	- Occurs after similar triggering event and merger
 	- Allows holders to buy shares in target at 50% off
	- Deals with the less than 100% controlling interest acquisition
How poison pills work
Shareholders receive a dividend of one right per share of 
	common
Rights holders receive right to purchase a share at the exercise
price anytime during the exercise period
Exercise period: Typically ten years
- Exercise price: Typically 50% off: buy $200 worth for $100
Approval: Usually only need Board of Directors’ approval, not shareholders


Voting plans
First developed in 1985
Company issues dividends in preferred stock. 
If any outside entity acquires a specified percentage of 
target’s stock the holders of the preferred stock get 
super voting rights.
Legality of these plans have been successfully challenged
in court.
Not very common

Corporate charter amendments
Depends on state laws
Staggered board amendments
This is where all the directors do not come up for election at the same time
Example: Only 1/3 at a time
This means the bidder can takeover a company but only get majority control after two elections (years)
Requires shareholder approval
Supermajority Provisions
Charter amendments requiring higher than majority voting approval for certain events (i.e., changing board or approving of a takeover). Often 80% is required.
More effective against partial offers.
Board out clauses allow the target board to cancel this provision (without target directors representing the bidding firm allowed to vote)
Ambrose and Megginson (1992) found that companies with supermajority provisions less likely to be a target of a takeover bid
Research found negative wealth effect
Faire price Provisions
These are shareholder amendments which require bidder to pay a “fair price” for all shares acquired
Fair may be:
Certain P/E
Highest price paid for any shares
Highest price stock traded for over past year
Same as those in first tier
In the mid-1980s they were one of the most popular defenses
They are less popular now as many states have fair price statutes
Research on wealth effect: failed to prove relationship
Dual capitalization
Where have one or more classes of stock – usually one with super voting rights
Sometimes called alphabet stock
Example: GM has Class E (EDS) and Class H (Hughes Aircraft) shares
Ford:
Ford has Class A and Class B shares
Class B shares: 16.541 votes per share
These are concentrated in the hands of the Ford family
Gives Ford family 40% voting control
Process of dual capitalization issuance
All shareholders issued new high voting right shares
- These are also low dividend shares
Shareholders are then offered regular dividend shares for their high voting shares if they want to exchange
Why Are Dual Capitalizations Approved by Shareholders
Shareholders want the greater dividends
Most value the dividends more than voting rights
Those who want voting rights will not exchange
Dual capitalization proved to be more effective when management already owns a significant percentage of the firm’s stock.
Antigreenmail Provisions
Restrict ability of target to pay greenmail to a potential hostile bidder
Discriminatory Self Tenders: Tender offers initiated by the target to repurchase shares from certain shareholders
Were put forward as an alternative to a hostile bid
Legality was tested by Boone Pickens who through Mesa Petroleum owned 13% of Unocal
He initiated a $4 billion tender offer for Unocal
Unocal had low debt--$1 billion–made it vulnerable to a leveraged takeover
Unocal did a self tender with a provision that Mesa could not participate in the offer
Delaware Supreme court ruled that discriminatory self tender were legal
This led the SEC to move to have the law changed – it was and such offers are now illegal

Active antitakeover Measures
Greenmail
Payment of a premium to buy shares of threatening shareholders.
In return of an agreement that he will not initiate a bid for control of the company
Became uncommon 
Hostile takeover have declined
Legality of greenmail
Bass Brothers v. Texaco 1986 (Good et al. v. Texaco)
Court found that the director’s belief that there was a threat to Texaco was reasonable
Court found that the payment of 3% over market was reasonable in relation to the disruptive effect and potential long term threat that the Bass Brother posed
Nowadays many deterrents to greenmail
In Ohio and Penn., states force greenmail payments to be returned to target firms
Essentially, greenmail may or may not be legal depending on the state and corporate bylaws, but incentives have largely been reduced due to tax reform (50% tax penalty on gains from greenmail and reduced deductions), fear of litigation and shareholder backlash (to target mgmt.)
Revenue Act of 1987: Imposes 50% tax penalty on any gains derived from greenmail if the raider threatened to take over corporation
Tax Reform Act of 1986: Limited the tax deductibility of greenmail payments; any premium over market value is not tax deductible
Sometimes shareholder approval for share buybacks are required (state or corporate bylaw)

Standstill agreements
Payment to threatening shareholder no to purchase any more shares.
First right to refuse given to target firm in reselling of their shares by acquirer.
Shareholder wealth effect research: negative avg. return 
White Knights
Friendly buyer preferred to hostile buyer
Like promise to not disassemble the target or lay off mng.
The white knights are in an auction which tends to result in higher-priced targets
Research showed that not in best interests of bidding firm shareholders
White Squire defense
Friendly buyer of a block of stock that is put in safe hands
Preserves the company’s independence
Lockup Transactions
Sale of assets that make target less desirable
Similar to white squire
Selling assets instead of stock
Sells asset the acquirer wants the most
Lockup options
An option that gives potential buyer right to buy certain assets at an attractive price
Can only be used if it maximizes stockholders wealth
Capital structure change
Tie-up share or alter leverage
I. Issue more shares
1. General issue
 2. White squire
3. ESOP (employee sock option plan)
II. Buyback own shares
  	1. Self tender
2. Target share repurchases
3. Open market purchases
III. Recapitalization plan
IV. Assume more debt
1. Issue more bonds
2. Take out bank loan
Recapitalize
When a company recapitalizes, it substitutes most of its equity for debt while paying stockholders a large dividend
On avg debt increase from 20% to 70%.
Company acts as its own white knight
Requires stockholders approval
Comparison between recapitalization and LBOs
Very alike
Tax advantages of debt
Taxable dividend payments
Concentration of ownership in management’s hand
LBO and recapitalization candidates
Stable earnings stream used to service debt
Low pre-LBO or pre-recap. Plan debt levels.
Strong market pos
Product line that’s not vulnerable to high levels of R&D or capital expenditures.
high borrowing capacity
assets and/or divisions that can easily be sold to pay debt
experienced mng with proven track record
Litigation
Early stages of hostile takeover era (1970s)
Four goals of antitakeover-related litigation
Choose a more favourable forum
Preclude the raider from taking the initiative and suing first
Delay the bidder while target pursues a white knight
Provide a psychological lift to the target’s management.
First legal maneuvers: target request court grants injunction that prevent takeover process from continuing coupled with restraining order.
More common type of litigation
Antitrust
Inadequate disclosure
Fraud
Pac-Man defense
Make bid for the hostile bidder’s firm
Threatened often, but not used that often
P/E Game
Assume acquiring firm is larger than target.
Acquirer P/E = 25; annual earnings are $1 million and
 it has 1 million shares outstanding. Pa = $25.
Target P/E = 10; annual earnings are $100,000 and it has
100,000 shares outstanding.   Pt = $10.
Acquirer offers one share for two shares of the target, paying a premium of 25%. To finance the purchase, acquirer thus
issues 50,000 shares.
EPS after merger: $1.1 million/1.05 million shares  = 1.05  (up from 1)
If P/E of acquirer remains the same (25), then: 
  	P/E = (Price/Share) /(Earnings/Share) 
= >	25 = (Price/Share) / 1.05	= >	Price/Share=$26.25
- this is the acquirer's new stock price.
Price went up by virtue of acquisition.
Note: P/E must not decline.
Essentially, the “game” works if investors continue to evaluate the 
acquiring firm’s P/E ratio as it were before the merger, and this number is higher than the target’s P/E ratio
Particularly after many acquisitions, this becomes very suspect as it requires the acquiring firm to operate target firm resources in just as  good a profit/growth manner as the rest of the enterprise



Summary
Has became a sophisticated process
Two broad groupings
Preventative takeover defense
Active takeover defense
Most commonly used poison pill
Flip-in poison pill
Allows target shareholders to purchase shares in the target at discount
Flip-over
Allows shareholders to purchase shares in the bidder’s company at a significant discount, typically  50%.
Combination of poison pill and recapitalization, which uses the pill to prevent successful hostile bid while the recapitalization plan remains unaffected by the pill, is illegal
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Preliminary takeover steps
Choice of tactics : influenced by four considerations
attitude of target mng and board
distribution of voting power
strength of target’s defense in place
presence of competing offers and/or white knight
Toehold
Establishing a toehold may allow for less expensive purchase of a target’s stock
May lower the average cost of the takeover
May also give the bidder leverage with target management (bidder now a shareholder; may help in litigation; also more credible threat of a proxy fight)
Discourages white knights and may circumvent supermajority provisions
Why bidders don’t max out toehold
Danger of being caught holding shares if the bid is unsuccessful
This is especially worrisome if management appears to be entrenched
Can alert target management (and/or market) of a forthcoming bid
The casual pass
Where a bidder may attempt a friendly overture prior to initiating a hostile bid.
Sometimes is done when bidder is unsure of the target’s response.
May backfire as it gives advance warning to target.
Management of target is often advised not to discuss such deals with bidder so as that the bidder may not misinterpret target’s intentions.
Merger tactics
Bear Hugs
Bidder brings offer directly to the target’s directors, bypassing management. Popular in the 1990s
Typically carries threat that a hostile bid will be forthcoming
May be publicly announced (strong bear hug) or threaten to reduce offer price in the even of opposition or delay (super strong bear hug)
If the target rejects a friendly bid and does not bring it to the shareholders for a decision then the target directors may face lawsuits from target shareholders; however, directors do not have a legal duty to sell the corporation
Less expensive and less time-consuming than a tender offer, but ultimately requires target board acceptance
Example:
April 2001 AIG made a competitive bid for American General Insurance – competing with Prudential PLC
Maurice Hank Greenberg, CEO of AIG said in a letter to American General board saying:
	As I explained when we spoke today, we have been observing closely the market’s reaction to the announcement of your intent to merge AmGen with Pru. It appears clear that the exceptional steep price drop experienced by Prudential’s stock reflects investor’s serious concerns about the transaction. In light of the events, we are submitting an alternative for a combination of AmGen with AIG. We would like to begin discussions with you and your board to reach a satisfactory agreement.
The threat came later in the letter:
	“You can be assured that we will do everything in our power to see this transaction through to completion. We are prepared to meet immediately with you and your board to work toward that end.”
Postscript:
August 2001 American General shareholders approved a $23 billion buyout by AIG
Tender offers
Two-Tiered Tender Offers (also called Front End Loaded Offers):
Courts have found them to be illegal
Best price rule renders them ineffective
Fair price provisions in state laws and corporate charters also make them ineffective
Tender offers are more expensive than negotiated deals due to legal costs, publication costs, information costs, etc
* Note the eight factors relevant in deciding whether an offer is a tender offer, as previously discussed (p.251)
Creeping tender offers
Open market purchases which may eventually lead to a tender offer
It refers to the repeated purchases of shares by a party which may (or may not) do a full takeover
It usually requires a 13D filing, and updates with each new 1% addition, but courts have typically ruled this is not a tender offer so it does not require a Schedule TO
Generally, the purchase of stock from sophisticated institutional investors is not a primary concern of the Williams Act.
Open market purchases and street sweeps
Open market purchases may be a precursor or an alternative to a tender offer
Street Sweeps: 
	Sweeping up large block holdings of target firm stock which remain after a cancelled tender offer.
The idea is even if a tender offer doesn’t appear to be working, arbitrageurs will have purchased large holdings of stock. Ending the tender offer still keeps the target “in play”, because arbs will need to sell and easier now to accumulate large holdings.
After crossing the 5% threshold, ten days to do a 13D filing.
Example: 1985 Hansen Trust PLC made a tender offer for SCM Corp.
It later canceled its tender offer and immediately bought 25% of SCM in six separate transactions.
SCM sued and contended that these purchases violated section 14D of the Williams Act (disclosure of info. after obtaining 5%)
Court said it was okay, making targets vulnerable to street sweeps.
Practical problem with street sweeps – difficult to keep such purchases secret; when word gets out, costs rise.
Advantage tender offers over open market purchases
An open market purchase does not guarantee clear-cut majority (51%) after acquiring a certain % of shares.
In this case, bidder has the following alternatives
Do a tender offer fo additional shares
Begin a proxy fight
In a stronger position to launch a proxy fight because bidder already has shares
Sell the minority stock position
Significant losses
They are difficult to keep secret
Main types of proxy fights
Contests for Seats on the Board of Directors
Insurgent group may be trying to replace management
Contests about management proposals
Mergers or acquisitions
Anti-takeover amendments
Increase likelihood of proxy fights
Management has insufficient voting support
Management does not hold many votes
Poor operating performance
The worse it is, the more likely shareholders are unhappy with management 
Sound alternative operating plan
Insurgents has good plan to improve shareholder returns
Proxy fight costs
Generally less expensive than a tender offer or a revised bid, but still expensive:
Professional Fees: Proxy solicitors, attorneys and public relations professionals
Printing, Mailing and Communications Costs
Litigation Costs: Proxy fights tend to be actively litigated.
Other Fees: Miscellaneous fees (i.e., for tabulators)
Insurgents’ viewpoint (likelihood proxy fight successful)
Insufficient voting support for management
Poor operating performance
Sound alternative operating plan
Proxy fight process
Step1: starting the proxy fight
Stockholder attempts to change control at upcoming stockholders’ meeting
Step2: The solicitation process
In advance of stockholders’ meeting, insurgent stockholder attempts to contact other stockholders to convince them to vote against mng.
Step3: voting process (check voting analysis p.281)
Upon receiving proxies, stockholders may then forward their votes to the designated collector.
Proxy solicitors present.
Shareholders wealth on proxy contests
A positive stock price effect is associated with proxy contests.
Abnormal stock performance of 0.105
Proxy fights and hedge Funds
Hedge funds sometimes threaten to start proxy fights to bring able changes in the company
Companies have been more willing to acquiesce to such pressures
Examples of such activist hedge fund managers:
Carl Icahn
Nelson Peltz


Arbitrage and M&A
Riskless Arbitrage: Buying and selling the same asset in different markets and different prices
Risk Arbitrage: Buying shares in potential or actual targets and possibly selling shares in acquirers
There are mutual funds they just do M&A arbitrage
Arbitragers causes more shares to be concentrated in large blocks
This may make buying large blocks easier
Arb Strategy
Role of arbitragers
They acquire shares in the hope that the deal will close and they will get the difference between their purchase price of the target’s shares and the closing price with its premium
They may also sell the acquirer’s shares short knowing that the bidder’s stock price often declines after M&A announcements AND if the consideration of the offer includes stock
E.G. If bidder offers .5 bidder share for every target share, than by purchasing one target share (for risk arbitrage purposes), the arb exposes himself to bidder firm performance -> If the bidder share price declines, so does the target share (by incorporating the .5 bidder share)
By shorting the bidder in proportion to target shares bought, the arb effectively neutralizes the consideration aspect of the deal.
Risk arbitrage return
A simple equation of a risk arbitrager’s annualized return (RAR) is shown:
	RAR = GSS/I x (365/IP)
Where:
	RAR = risk arbitrage return
	GSS = gross stock spread
	I = investment by arbitrager
	IP = investment period (days between investment 	        and closing date)
See example pg 270
Risk in risk arbirtrage
That the Deal May be Cancelled:
Financing Environment May Change
Sub-prime crisis of 2007
May cause rates to rise so much bidder may find the deal uneconomical
Example: Cerberus Capital backed out of buyout of United Rentals
Banks were still willing to provide the debt capital but at a higher rate
Regulatory Approval May Not be Secured
Material Adverse Change Clause May be Activated
Bidder may contend that something important changed at the target which enabled the bidder to back out


Merger consideration Analysis
A collar is simply a way to hedge against uncertainty about the value of the buyer and/or target 
It may (but not necessarily) grant either or both of the merging firms the right to renegotiate the deal if the buyer’s stock price falls outside the bounds of either strike price
Four Classic Profiles of Payment
In each case, following graphs show the values paid by the buyer for four stock-for-stock deals—the horizontal axis gives the share price of the buyer, and the vertical axis gives the value received by target shareholders. 

Fixed exchange ratio deal (Panel A) In a fixed exchange ratio deal, as the buyer’s share price rises or falls, the shareholder of the target feels the value of its expected payment in shares grow and shrink. The buyer knows for sure how many shares must be issued to consummate the deal. But neither the buyer nor the seller may be very happy with the uncertainty about how much the deal is really worth. The buyer’s stock price could fall, leaving the target shareholders with less value than they may have thought they would receive. Or the buyer’s share price could rise at the announcement, making this a more expensive deal than anticipated from the buyer’s perspective.
[image: ]







[image: ]Fixed value deal (Panel B). There is no doubt in a fixed value deal about the value to be paid or received. But there is great uncertainty about the number of shares to be issued, since, as the buyer’s share price falls, the exchange ratio must rise in order to keep the value constant (and vice versa for when the price rises). The dollar depiction in this graph hides a lot of potential control dilution. 






Floating collar (Panel C). One solution might be to settle for a little uncertainty within a reasonable range, with firm boundaries on the top and bottom (floating collar). Downside losses are limited from falling below a predesignated floor (which pleases target shareholders) and upside gains are capped (which pleases buyer shareholders). This looks much like a conservative bet (how conservative will depend on the size of the spread between the cap and floor). 
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[image: ]Fixed collar (Panel D). Another solution might be a fixed collar, where no doubt is left about the payment as long as the buyer’s share price remains in a reasonable range, with the stipulation that beyond that range gains and losses must be shared by both target and buyer.
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What is an LBO
An LBO is when an investor acquires a controlling interest in a company, with a significant amount financed through debt
The remaining portion of the purchase price is funded with equity by the “sponsor”
This frequently takes a public company private
Management buyout (MBO) – where the buyers are managers
Premiums offered tend to be lower than in other takeovers (often less synergies as well)

History of LBO
First was Ford Motor in 1919
Purchased for 106 millions
$75 million was debt (p.294

Trends In LBOs 1970s-1980s
Large LBOs increased in the 80s
1974 the avg. P/e Ratio was 6 (considered low)
LBO firms (formed in mid 70s) became  private equity firms

Trends in LBOs 1980s-2000s
Peaked  late 80s
Avg LBO increased from 39.42M in 1981 to 137.45M in 1987
LBO declined in early 90s and 2001-2002 due to recessions
LBO boom  between 2004-2007 du to house-market bubble
Cost for debt unusually inexpensive
Came to rapid end with 2008 crash

Globalization of LBOs
Values of LBOs peaked in USA in 2006-2007
More LBOs in Europe between 2001-2005 than USA

Cost of being a public company
Audit fees constitute almost half of the out-of-pocket costs for all companies and were 60% for companies with revenues under $1BB
Helps explain why small and medium-sized firms may want to go private.

Management Buyouts
Many MBOs are deals where a unit of a public company is purchased by Mngers. Of that division.
Has risen sharply over the past 10 years.
Managers invest their own capital but other equity capital is provided by investors, lots of debt also.
Buying group in MBO has better access to information about the company’s potential profitability than an outside buying group has.
$ value of MBOs in 2004  $3.5B

Conflict of interest in MBOs
Managers serve in dual role
They are responsible for running the corporation to maximize the value of stockholders’ investment
Take on a very different role  when they are required to present an offer to stockholders to buy the company.
Often appointment of an independent financial advisor.

Post-Buyout Managerial Ownership
Management ownership more than tripled after the buyout.

Going Private Premiums and P/Es offered
Vary over time
For going-private deals, premiums tend to be higher in merger waves than in periods of lower deal volume.
Premiums lower than in M&A
P/Es similar for going-private and M&As

Source of LBO gains
Efficiency gains
Because managers are shareholders, they have complete power, and will work their ass off to maximize shareholder’s wealth.
Maximize profits
Company that underwent MBO had a clear increase in efficiency as reflected in output/labor ratios as well as other measures of factor productivity.
Tax benefits
Debt amount increases relative to equity in its capital structure, it substitutes lower-cost debt capital for equity capital and its weighted average cost of capital usually declines.
Debt has lower cost than equity
Equity requires investors to bear mor risk, and they require a higher rate of return.
Int payment. On debt are tax deductibles, lowering the after-tax cost of capital
See p.313
Cash flow versus asset-based LBOs
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