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Hostile Takeovers:
A Primer for the Decison-M aker

The game of professional investment is intolerably boring and overexacting to
anyone who is entirely exempt from the gambling instinct; whilst he whothas it

must pay to this propensity the appropriate toll. /4\“} X
John Maynard Keynes® Yy
/(o‘ti\ “,
% 3

1. Introduction: takeovers are games

AN
A hostile tender offer (“takeover”) begins with an unsolicited offer by xidder
mgjority or al of the target firm's shares. The bidder will setthe Offer foka particular period of time, at

aprice, and aform of payment, and may attach conditions tci:[he offer. Th@fa’aa will ordinarily

undertake evasive maneuvers. Research shows that the hostite bidder cénsummates aded in about 20
percent of the cases. In roughly 30 percent of the cases, the t ,i@&fqui red by another, usudly
“friendly,” firm. And in the remainder of the cases, the target remainsindependent. The complexity,

uncertainty, and drama of these events seem t%} easy grasp.
or u

Keynes' famous words afford a basis g;ahdi ng, andyzing and designing or repelling
hogtile tender offers. takeovers ar gameg./ In {T\;arena of M&A, the professond investor that Keynes
citesisthe arbitrageur. One derstaid these'events and the arbitrageur better by studying them the
way one sudies agame: s’

I Gain the perspective of the various playersin the takeover scenario, their motives and
behaviors.

Master important rules and defenses that congtrain the players.
Antici p?etm@hs that outcomes may take.

of Nggig,@der offers sgnificantly entall the assessment of probabilities. Takeover
S are Déts on uncertain outcomes. The players strategies are aimed at tilting the oddsin one's
favor. \{he horework necessary to assess these odds and play them well surely congtitutes Keynes
“appropri [.” Of course, understanding the game is no assurance of likely success--it dso takes

skill. As John McDonad said about poker,

Th

A knowledge of mathematical probabilities will not make a good poker player, but a total
disregard for themwill make a bad one.”
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2. Be aware of the players, both on the field and off.

One begins an introduction to a game by surveying the people gathered around the table.

D3
\

Attacker (or in street parlance, abidder). The popular press and halls of govemment)éqq b“Qders
rather harshly, for it is the bidders who propose to wrest control, close plants, lay off workeré‘snd take
other actionsto enrich themsdves. A more benign view is that bidders are entr ene)s who thEough
research and initiative discover profitable opportunities. The hodtile tender of f he a?on takéh to
begin to harvest the profit. ,‘,«\“

Defender or target is the profitable opportunity. Usudly, ta’gé§hav d Sformed agang one or
more benchmarks, about which the target managers are dowg little, or flounéf Ing in attempts to
improve performance. The bidder may see hidden or underutilized amds that could be sold, or
businesses that are draining cash and could be restructured or ¢l

It is naive to see the hodtile tender offer asa samply between bidder and target. Thefiddis
congderably more complicated. Viewed throu lens of economics, the contest embraces the

following kinds of players: et
£\

reefi areéharehol ders who may not be well-informed but who
' Qey 4o’ t, and who are tempted to participate in some of the

ﬁ'é%é\ |ders seek to ride free in harvesting the profitable

eto quell the free riders, because they reduce the bidder’ s profit.

Freeriders versusthe bidder.
suspect that the bidder kn S.50m
profits flowing to the bidder.

opportunity. The bidder would h

Groupswithin thetarget. One of the worst mistakes isto view the target as a solid bloc of decison+
makers. Inredi target harbors important divisions which the bidder can exploit:

- M anags versusdirectors. Usudly senior target company managers lose their jobs
; indvasuceessful hostile tekeover. Evenif they do not lose them, sdlaries, and perquisites
tend te\be digtributed lessfredly. In short, target managers have a strong incentive to oppose a
odtilebid. A firm'’sdirectors, however, are bound by lega doctrines of the duties of care and
to maximize the welfare of shareholders. Failing to do so exposes directors to
micromanagement by courts of law, and possible persond liability for past errors. Obvioudly,
the interests of managers and directors can diverge. The Target’sboard of directors isat the
fulcrum of pressure and can reverse management’ s strategy in the game through such means as
recinding the firm’s antitekeover defenses, and declaring an auction for the firm.
Insider s versus outside directors. The board itself may consst of subgroups that harbor
divergent interests. Ingde directors are usudly dso managers. Other directors who side with
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the manager-directors may have links by marriage or work experience that tie them by loydty
more closely to managers than to shareholders.

L arge shareholder s ver sus small shareholders. Not dl target shareholders are equd; their
relative voting power can have an influence on the board of directors.

Other potential buyers, who would have an interest in acquiring the target, but have yet to enter abid.
These might indude friendly buyers (dso cdled, “white knights’), and friendly investorsin srdégid

controlling securities (also called, “white squires.™) Ay \\
§§§€\

Arbitrageurs who make a living betting on price movementsin takeovers. Onoeﬁéi@ver is %
announced, the “arbs’ (asthey are more popularly known) practically absorb I sha %sloshﬁ ng
around in the stock market, and almost certainly become the crucia deci dg,ﬁ of an ext--for this
reason, they deserve careful examination. {

/"\ } ?
3. Thearb isthe consummate economic actor é \‘*‘

N

*

The arbs outlook isrationaigtic, impatient, and dway&gltgd’toward vaue maximization.
Appedsto loydty, tradition, or some vague plan will have little influence over them. They like
immediate cash profits. Arbitrageurs are shortsterm investors driven only by economic motives. They
invest funds in takeover situations and recapitalizations and try to limit the exposure to the likelihood of a
ded not being consummeated. They often provi ideli gy to investors who do not wish to wait out a
battle for corporate control. { “ ‘\

Consder the exam Le of a get‘&rnpaﬁy, which receives an offer of $60 per share for dl the
shares of the company. If t e Sheres are tradi ng a $40 per share when the offer is announced, one
could make a profit of $20 by blying instantaneoudy, and holding until the transaction is completed.
Unfortunately, the Stock Exchangewould probably suspend trading in the stock asinvestors flood the
market with ordersto buy or sall. When order has been regained, the stock will resumetrading at a
point where ther 3@%2 buyers and sdlers at the same price. At that point, the shares may betrading
a $57 or $58 aghare itutions and private investors would be able to sdll sharesimmediatdly to the
arb $3 eaprqg a 7 gain. The $3 difference or spread can be viewed compensation to investors
ing unéerta nty about whether the tramctl onswi II be consummated, and for thetime

YWarren Buffett has played the “white squire” to several firms, most notably Gillette. He has purchased
convertible preferred stock, which if converted would represent a material minority of shares outstanding. The
shares represented in these white squire positions require added investment on the part of a hostile bidder and thus
have a deterrent effect.
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Thetask for the arbsis to evauate the likdihood of the deal being consummeated and Structure
an investment position based on that view. The arb will seek to creste a hedged position, whoserisk is
determined by the dedl, rather than by general market conditions. A typicd arbitrage position following
a hogtile takeover announcement would be to take aAlongd position in the shares of the target company,
and a“short” pogtion in the shares of the bidder--this reflects the typicd movement of share prices at
the announcement of hostile bids, but the structure so cushions the arb againgt generd movementsin

the stock market. A
X
/4“‘ X
. TR
3.a. Return to the arbitrageur MY
/¢:3§\ \“
The following example caculates the return to the arb in the transacti ibed abover”

Q Position Taken: 100 Target Company shares bought at $SZt 100 Bi Company
shares sold short at $50. { \:x

(2)  DatePosition Teken: June 1, 1996 PN 2\ 3

(3)  Date Shares Tendered: June 28, 1996 Al

4 Date Proceeds Received: July 10, 1996
(5)  Totd Time Involvement: 40 days \\m’v/

(6) Capitd Employed:

Assets

Long 100 shares of Target x $57/Shdre = $5,700
Liabilities and Capital {

Short 100 shares of Bidder x $50/share =y,.” $5,000

Borrowed 100 shares of Bidder N ($5,000)

$3,990
1710

)

(43) Interest Cost (10% for 40 days on credit of $3,990)
_«(20) Short Dividends Foregone
__ 30\t ong Dividends Received
4 $267 }Jet Spread or Return on Investment

“\ e
(8 SAnnualized Return on Capital
7Average Capitd Employed= 40 days, $1,710 = $187
365 days
Annualized Return on Capitd Employed = $267 = 142%
$187

Whilethisis a high gpparent return on capitd, the arb could sustain aSzable lossif the hogtile bid does
not succeed. Note dso, that this ROI is very senditive to smdl variations in waiting period, and dollar
return.
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3.b. The Arb’s Choice Between Tendering into a Hostile Bid, and Waiting for the
Target’'s Recapitalization

In deciding where to tender their shares in a contest for corporate control, the arbs will
determine which offer gives them the highest annualized return on their invested capital. To continue our
example, an arb would prefer $60 on July 10 as opposed to payment of $61 received in Sepfgmber
With capita costs of 30-40 percent per year, the timing of cash flows received is crucnej.{&thex
decison. Lasly, the decison of arbsto tender their sharesto araider will, in amost dl cas&i*mgan hat
acompany will not have ample time to complete its own recapitdization if it is cdwfaf&uo haveét
lower blended value.

AN

Assume the Target Company decides to mount its own recapltdﬁetlo
percent of its shares at $85 per share. Furthermore, assume shareh e, ashare of the
common stock remaining after the recapitdization) will be eél mated to S approximately $55 per
share afterward. \

R

Swros?

- 7/
Blended Valte = (35%* $85) + (65% * $55) = $65.50

Note that an arb would prefer a blended value 5.50 if that value could be delivered on atimely
m s AN b‘}

N . | |
arbitrageurs w§| play both sides of a hogtile tender offer, taking along
-pasition in the shares of the bidder. One of the leading

More usudly, ri
position in the shares of the target
arbs, Guy Wyser-Pratte,

An arbitrageur isnot an or in the formal sense of theword: i.e., heisnot normally
buying or selling securities because of their investment value. Heis, however,
commlt‘tgpg‘cﬁtal to the “ deal” --the merger, tender offer, recapitalization, etc.--rather
than toghe cular security. He must thus take a position in the deal in such a way
'tF\ r\at E/érlsk of the deal, and not at the risk of the market.”

- Preffe suggests, the arb will be extremdy sengtive to the vaues underlying the ded, and to its
outcomeNJ o ilustrate why, consider Table 1, which expands the results of the example given above,
and gives the annudized rates of return associated with different holding periods and payoffs.
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Table 1
Sensitivitv Analvsis of Annualized Rate of Return to
Variations in Lenath of Holdina Period and Expected Pavoff from Investment

Expected Value Per Share
$55 $57 $59 $60 $61 $63 $65 $67 $69
20 -226% -13% 201% 308% 414% 628% 841% 1055% 1268%
25 -186% -15% 156% 241% 327% 497% 668% 839% 1010% /<‘
30 -159% -16% 126% 197% 268% 411% 553% 695% 838% X
35 -139% -17% 105% 166% 227% 349% 471% 593% 715){ \\
4

Days in 40 -125% -18% 89% 142% 195% 302% 409% 516% 622% §‘§§ R
Holding 45 -113% -19% 76% 124% 171% 266% 361% 456% /, \
Period 50 -104% -19% 66% 109% 152% 237% 322% 408% 49 ‘:
55 -97% -19% 58% 97% 136% 213% 291% 36 4460)‘ ,«/
60 -91% -20% 51% 87% 123% 194% 265% 336%
65 -86% -20% 46% 78% 111% 177% 243%
70 -81% -20% 41% 71% 102% 163% 224% 28
75 T1% 20% 36% 65% 93% 150,%,\ 207%,  264%:
80 -714% -21% 33% 59% 86% 1;@% 193% N 2;453}{ 300%
*
>»
Note: Shaded cell indicates example case in text. '2;‘ ‘.‘
4
\Nx»'/
The table reved s that apparently smal variations (e.g. $2.00) in expected payoffs produce sizeble
swingsin returns--returns vary directly with s. Thetable dso showsthat returnsvary inversdy

with holding period--the longer the period, the smaller theireturns?. Plainly, atakeover consummated in
20 days results in dramaticaly higher rettmmos?fd(i ng 40 and 80 days.

W

g X
Theimplication of Teble 1% tha?hqg;b)d’(/ill be extremdy sengtive to variationsin time and
payoff. This sengtivity thet,hi¢ e lers and targets that seek the support of arbs must tailor their
tactics to exploit this sensitivity’ )

4. The arb assesses a recapitalization proposal in terms of blended value.

One con(mon’?%ponse by takeover targetsisto initiate aleveraged recapitaization of the firm.
This entails borrg ing sjbstamdly and paying alarge one-time dividend to dl shareholders and/or a
e one-time sh ‘r%urchase. Asset sdes or other restructuring tactics may be involved dso. The
is ahighly levered acquisition target thet is probably less atractive to a hostile bidder. The arb
e-repurchase recapitalization as ablend of vaues.

Assume the target company decides to mount its own recapitdization plan by buying back 35

Hheinverse rel ationship between holding period and return istrue for al but the left-most column, in which
the return is less negative, the longer the period. Thisis because at short holding periods, the annualization multiple
(365 divided by daysin holding period) has a huge effect in amplifying a negative returnto be even more negative.
For longer periods, the annualization impact is less pronounced.
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percent of its shares at $85 per share pro rata among al shares. Furthermore, assume that the stub
share® will be estimated to trade at approximately $55 per share after the recapitalization is completed.
The share vdue to the arb of this recapitdization is ablend of the two:

Blended Vaue = (35% * $85) + (65% * $55) = $65.50

Note that in this example, an arb would prefer a blended value of $65.50 redized from the /<\
recapitalization (as opposed to the raider’ s $60 offer) if that vaue could be ddivered ou@;méy basis.
To continue the previous example, if the arb redizes a value of $65.50 per share, the return d#&g\
investment for 40 dayswill be 48 percent*, and the annualized return will be 436 pé’cé\ Asthis
second example illudtrates, the high leverage of the arly’ s pogition causesther to S/ng o
dramaticaly with smal changesin the gross spread per share. w«\”

In deciding where to tender their shares in a contest fpr‘&rpor ntrci the
determine which offer (i.e,, the hodtile bid, or the re(mltdlzaﬁ on) givesth highest annudized
return ontheir invested capital. To continue our example, b woulo‘probebly prefer $60 cash on
July 10 as opposed to cash and securities of $65.50 receivi&@ct,gber 10.> With capital costs of
30-40 percent per year, the timing of cash flowsreceived is crucid to the arbs decison. Lastly, the
decisgon of arbs to tender their sharesto araide will, in dmogt dl cases, mean that a company will not
have ample time to complete its own recapitali if it is cdculated to have alower blended vaue.

5. Takeover defenses alter the probapﬂ‘tlé@f outcomes

d(\wrés of maneuversto delay or completely stop the

hese are commonly known as “antitekeover defenses” Courts
have shown strong reluctance toNval |date these defenses without some proof of conflict of interest,
negligence or fraud on the part of t management.

Target management,can un

Classifi ds dictate the eection of afraction of the total directors each year, thus
delaying the attatnment control by the bidder through domination of the board.

- ‘\\ \Qz

Stub Dares’ are the shares of a company that remain after amajor recapitalization. For instance, if a
pany @ecided, in the face of a hostile tender offer, to sell off two of its major business lines and borrow a
nt of money to buy back two-thirds of its shares, the shares left over would be called stub shares.

Parent
significant

The gross spread is $65.50-$57 x 100 shares, or $850 on the position in the Target, and $50-$50 x 100 shares
or zero on the position in the buyer. Deducting interest of $43.73 and dividends foregone from the short sale of $20,
and adding dividends received of $30 gives anet spread of $816.27. Dividing the net spread by capital committed of
$1710 gives areturn on capital of 48 percent, which is annualized to 436 percent.

S ssumi ng a 40 percent annual discount rate, the present value of $65.50 received in four monthsis $58.55.
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The super majority amendment to the bylaws specifies that alarge percentage of the
currently outstanding common shares must gpprove a merger between the Company and an acquire.
Generaly, acquirers would be hesitant to make an offer for acompany if they beieved they would not
be able to complete the merger.

Thefair price amendment to the bylaws requiresthat dl selling shareholders receiﬁa the
same price from abuyer. This prevents the implementation of atwo-tier or “freeze- omj,{@{jer\gffer in
which a controlling block of sharesis purchased a a premium, and the remaining minority isf!!mbased
at a disoount. 77N 3

p3

%
Golden parachutes grant target management generous severance paymen 'f«tkéy arefired
following an acquigtion. This has the effect of raisng the cost of a:quis}ﬁ?&bidd .
o % 3
/ \ 4
A leveraged recapitalization by the target entails I§orrowi ng hea\/?ry;’éwd paying alarge one-
time dividend to target shareholders. Thus, a hogtile acquir rawill need l‘p assume alarge debt burden
from the target. Moreover, many debt provisonsin highly ﬁ;&g@;’{ Tecapitalizations include poison

puts that make the debt immediately payable upon a change of contral of the target firm. Thus, the

bidder must be prepared to refinance the targetls debt upon acquisition.
The shareholder right (or “poison Mp%\';&mmonly cdled) isanondetachableright to

obtain common shares a nomina cog. Azﬂ ﬁé@ol ders participate in the right except for an “interested
person” who acquires more sharés than allowed L§1der the rights plan. Thus, the plan discriminates
againgt an unwanted acquirer in favor, of M shareholders, making the acquisition more expensive
(e.g. 25 to 50 percent mofe) il Y ise. Typicdly theright is effective for 10 years unless extended
by the board of directors. Non achable rights are distributed pro ratato al common stockholders as
adock dividend. Therightsare aticaly trandferred with the shares of common stock to which
they relate but do not become exercisable (and indeed are not even represented by separate
instruments) until the.pccurrence of a“Triggering Event.” At that point, separate insruments
representing thefr/i ghts ¢ distributed to shareholders. The Rights detach from the common shares and

w&( ;[{ad le.

Tri eT’inq event, “Interested Person”  The triggering event is defined as the acquidtion by any
(or group of persons acting in concert ) of a certain percentage (today, typicaly 10
percent) of outstanding common stock without the prior consent of the firm’s board of
directors. Such an acquirer isknown as an “Interested Person.” An “Interested Person” may
not exercise the rights.

“Hip In” and “Hip Over” Provisons The rights plan may contain ether or both “Hip In” and
“Hlip Over” provisons. The latter gpply only when the Interested Person, having acquired
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voting control of the firm, attempts to merge the firm into itself. At that point, holders of the
Rights become entitled to purchase common shares of the surviving firm a nomind vaue. “Hip
In” provisons entitle the holders to purchase common shares of the target firm a nomind vaue.

Both the “Hip In” and “Hip Over™ provisons impose sgnificant economic dilution on the
interested person.

Redemption The board of directors may redeem the rights at any time prior to the 'Ei"ggering
event and for 10 days theregfter at the redemption price of $0.01 per Right. Thq(ghts;become
irredeemable after a 10 day “window.” iq\

it ‘*\ ‘s.
4 empt Foualified offer

Quadlified Offer, “Dead Hand” Provison The board may aso chooset
from the operations of therights plan. A “Qudified Offer” is defi neg , any-and-
dl-shares tender offer, or merger proposal thet has been apprO\géd by ftera
“Change of Control,” defined as the replacement of fjfty cenEQQ the ljoerd in‘aproxy contest,
the rights may be redeemed only by amgority of, bét a least tw %ﬁtmumg Directors” A
“Continuing Director” is defined as a person who W membe: of the target board at the time
the rights plan was adopted or was nominated by a mejority gj,the directorsthen in office or

their nominees
Poison pills are by far the most effective def the cqrporate arsend. Pills have never been
ddiberately triggered, and, unless rescinded by targ ors, are virtudly guaranteed to hdt a hogtile

takeover. But the poison pill defenseis rpf‘ wﬁ@ut weaknm On occasion, courts have required
boards to rescind poison pills. Seme tar have; gppeded to directors and shareholders successfully
to rescind pills (usudly thisjs acco ithra large acquisition premium.)

&‘.z.." ““v!
u

6. Court decisions, laws, and r tions affect the game consider ably.
Govern ervention in hostile takeovers influences the takeover process consderably. At
the federd gov d inthe U.S, securities|aw has been oriented toward creating a*level
spir of enhancing competition among bidders. Antitrust law has been oriented
consumers and generdly enhancing competition in product markets. At the state

of successful acquidtion.  The following government-imposed requirements give a sense of the
congtraints on bidder and target managements.

A. Theacquidtion of shareholdingsin excess of 5 percent of atarget’s shares must be disclosed
within 10 days to the Securities and Exchange Commisson (Rule 13-D). Arbitrageurs, mgjor
trading houses, and financid institutions employ runnersto transmit copies of these 13-D filings
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with the SEC immediately to their employers. Disclosures of mgor changesin shareholding
become rapidly impounded in share prices. The effect of this requirement isto telegraph the
intentions of a bidder to the target and the rest of the market, well in advance of acquiring
control through open market purchases.

. A tender offer must remain open 20 business days (Rule 14e-1(a)). Before the Williams Act,
raders could set ardatively short timeto expiration of the offer, compelling hasty de(isior}
meaking on the part of the target shareholders, and preventing action by target magagement. The
effect of thisruleisto give the target awindow in which to organize adefense or a ’*&2‘\
counterproposal to the arbs. 7 "*\

. The bidder must honor dl shares tendered into the offering pro ra;g%rather
come, firsd-served basis (Rule 14d-8). This relieves some of thg’targ s
compulsion to decide quickly in order to get in line egrly-2effer for acoptrolling/interest (eg.
51 percent) rather than 100 percert of shares mightifoe intended tG¥ridlce a sharehol der
gampede. Similarly, this rule defuses somewhat the'l pact of th’e two-tier tender offer.

L S
. Target shareholders may withdraw their tenders for any re::sr;;w in the first 15 days of atender
offer (Rule 14d-7(a)(1)). This permit: eholders greater flexibility in regponding to
competing offers, should they appear. )

. . hped W .
. Tender offer time periods are @(@Jedw 10 daysif a competing offer appears. (Rule 14d-
7(8)(D)). 2 3
\§t:t/

. Directors must exércise'dluties of care and loyalty to the shareholders. (Caselaw). This

e

of other stakeholdersin thefirm. Directors must do what is best for the shareholders first, and
must do o in an informed and diligent manner.

AN
. Directors and nagers must disclose material information about the company to the public.
i Iaﬁ’\q.hﬁgnﬁ nstance, receipt of a bonafide certain offer to buy acompany that is
com “ni cated to management under some circumstances must be communicated to
sharehdlders. However, what is* materid” is akey matter of judgment. If management
iveS an offer then they must determine, with or without the assstance of an investment
e, if the offer isbona fide. For ingtance, an offer made by someone without financid
support may not be deemed to be bona fide. If the offer is deemed to be bona fide, then a
the very least the Board of Directors should be notified. At that point, legd counsd should be
sought to make a determination of the disclosibility of the offer. The Company should never lie
to the press because to do so would make them liable to charges of fraud. They may eect, asa
matter of corporate policy, not to comment on market rumors.
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H. If itisdetermined that the company isto be sold, the directors must sl it to the highest bidder.
(Case law, the “Revlion Decision.”)

I.  The courts are disnclined to intervene in, or second-guess, management decision-meking unless
gross negligence or fraud can be proved. Thisisthe “Busness Judgment Rule’ doctrinein U.S.
federd courts. This puts the burden of proof on the bidder if the bidder seeksto ha&&a court
invelidate atarget's antitakeover defenses /{“‘\\\

e

J. Intheevent that a management group conducts an auction for the compazy"rﬁ'&@gers mdst be
careful to maintain aleve playing fied during the auction process. Th ; glv?m bidder a
preferred advantage in the bidding process. ‘M\“ .

\§z

/"\

7. Sdlling shareholdersface a prisoner’sdilemma {

45

‘v "wed

The decison of whether or not to sdll into atender of%ga unusud conflict of interests
for the sdlling shareholders of target companies. On one hand, by waiting and not tendering, there may
be a higher offer down the road--or man might reved some hidden vaue judtifying a higher
share price and bid offer. On the other hand, by,/Selling now locksin acertain value. The only way to
find out whether there is more vaue in the target fir 'gjg“r target shareholders to band together, dday in
tendering into the bidder’ s offer, and to wgff‘ to Seeif ahigher vaue (or bid) emerges. The problemis
that unified action among a highl§xatomistic sharetplder group isdifficult, if not impossible, to engineer.

X’
“prisoner’ s dilemma.”® In this hypothetica case, two robbers
are arrested by the policein the belief that they acted together in committing acrime. The prisoners are
separated in different cellsand int ated independently. The prosecutor encourages each to confess,
and implicate the colleague. If neither prisoner confesses, the prasecutor believes the court can be
convinced to si?—t to jal for 5 years. If both prisoners confess and implicate each other,
the court will tl:l‘;uspect tojail for 10 years. If one prisoner confesses and implicates the other,
' CO es nor implicates, the one who confesses will get 3 years (time off for
|on) and the other will get 8 years. The “prisoner’ s dilemma’ iswhether to
d offers four possible outcomes, represented in Table 2.

Thisisthecdassc
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Table?2

Prisoner B

Doesn’'t Confess Confess

Doesn't | I. I, /] <‘\
Prisoner A | Confess | A gets5years A gets8yearsd,, | \
B gets 5 years Bgets3yeas | §§:~\
4
Confess | III. 3
A gets3years 4
B gets8 years e
{

Painly, Quadrants Il and I11 are the best outcomesfoythbtwo p ners}ndivid aly, snce
these result in lower jail termsfor each. But if both prisonerétake the ingfvé/offered, they will wind
up with the longest sentences, 10 years each. The safest co fse of actidg isfor neither to confess, since
it resultsin ajal term materidly shorter than 8 or 10 years, an Q;:rpm longer than 3 years.
Unfortunately, with the prisoners separated and unable to communicate, the collaboration and mutua

assurances necessary to achieve Quadrant | argunlikely.
The “prisoner’ s dilemma’ illustrates how op ;ggéisn and the absence of joint action result in

least-desirable outcomes. The model haq’b%‘@d to explain awide range of phenomenain business
and finance. Thekey hereisin icipatifﬁthe probabilities and actions of other playersin the game.
§t:¥//

The decison facing e ‘sha{m Iders (especidly arbs) issmilar. Table 3 recaststhe
Prisoner’ s Dilemmainto a takeOver setting. Here, two sharehol ders contemplate a two-tier tender offer
of $80 cash paid per share for the fixgt 51 percent of shares, and $60 in securities for therest. Target
shareholders face the payoffs shown in the cells of Table 2, associated with either tendering
immediately, or waiting. With an immediate tender, the investor accepts the raider’ s offer. If both wait,
the offer is defegted he raider must raiseits offer. If only one waits, the waiting shareholder
x ino'ﬁ%i:rl‘vﬁor in the firm, and eventudly sdllsto the raider at a much-reduced price.
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Table3
Investor B

Wait Sdl into Offer

Wait l. 1. %
Investor A A gets $100/shr. A gets $60/share 0
B gets $100/share. B gets $80/share Ay ‘\
ey \

Sdlinto | 1. IV, . "*\
Offer A gets $80/share A.B get $70 e N\,

B gets $60 g “; 4

*The $70 payoff in Quadrant IV assumes proration of the front-end and back end paymen times $80 plus 50%

time $60. { \\“

If the target shareholders act in concert and wait, they may gﬁtz; eerQr’mél on and a better price
for thair firm (Quadrant I.) If some sl into the tender offer whl |le others wait, those who sell may obtain
abetter ded than those who wait and wind up being mi norlty eholdqrs in afirm that is dominated by
the bidder. Absent joint action and communication, if all shareholdersédl into the tender offer, the
bidder takes the firm at the price he offered (Quadrant V).

To the extent that takeovers conform to'th odel the “prisoner’ s dilemma’ has important
implications for bidders and target shareho t)de&&

To heighten the bidder’s it (and achieve Quadrant 1V), the bidder should structure the
asymmetry of incentives to the target shareholdersto motivate dl to “ defect” to accept the bid.
This might be achieved by offering one high and relatively certain price to those who tender
early, ald’ém@ lower and less certain payment to those who tender late. Also, the bidder
might sand sign&s conggtent with alikely future “minority shareholder freeze-out.” The classic

bereisthe “two-tier” tender offer: cash is offered to shareholders who participate
in the Bidder’ s offer for 51 percent of the firm, to be followed by shares or high-yield bonds for
e shareholderswho delay and tender late, participating in the last 49 percent of the purchase.
inority that holds out entirely might see the assets of the firm stripped and sold piecemed to
the bidder, in essence liquidating the target.  In 1997 Hilton Hotels Corporation bid $55 per
sharefor ITT Corporation: for the first 50.1 percent of shares, Hilton would pay cash; for the
rest of the shares outstanding, Hilton would pay $55 in shares of stock. The consderation was
structured to be equivalent in value, though the cash payment gppealed much more to
arbitrageurs.
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A key problem for arbs and other target firms shareholdersis to assess the probability of other
shareholders actions. Nowhere does the game-like nature appear in takeoversthan in thisfact:
like the card- player who must assess the hands and probabiilities of other players, the arb in this
gtuation mugt assess the likely actions of other investors.

Collaboration among sdlling shareholders may pay. This perhaps explains the appearance of ad
hoc committees of target shareholder groups, and the appedlsto take action togetherf\

/{\x \\
Securities regulation regimes that favor equitable treestment of dl shareholdersand “ Ie%bﬂaying
field” conditions will discourage asymmetric incentives that lead to Quadra'ff f?hqutcomé

Timeis very vauable to the target shareholders, and is the enemy pf éfg bi /é%rchlng fora
white knight buyer, developing a recapitdization plan, or mountuﬂg defegses takgtime. Tothe
extent that the bidder can hasten the target sharehal d;aps” quoroceis, the less effective is

bound to be the target management’ s evasive actlo
\

N\

n«o'

- - - - . §§:~w
8. To set abid price: think like an investor.

Given the panoply of laws and takeover, enseg the bidder faces the redlity that the main
instrument of successisdeal design. Inan earlier 7, | outlined the range of possible elements of
acquidition terms: price, form of payment gﬁ‘)?ed@n flxed contingent, Sde), timing, commitments, and
incentives. Thetask of a bidderii a hostite takeoyer is to fashion terms such that the acquidition
succeeds, while preserving much a ueM ble for the bidder. In the discusson that follows, the

‘e

focus will be on price, dthou form of payment and the other dimensons will be very

important congderations well.

Given that arbitrageurs are the sgnificant decison-makersin a hodtile tender offer, itis
reasonable to m& the highest price offered takes the company. The bidder presumably will
offer to purch gt apremium to the pre-exiging share price. They key issue is how large the
] uId%’);be range of choice for the bid premium will be bounded on the high sde by the

imidic estimate of the target’ sintringc vaue (usng DCF, multiples and other vauation
levethis“high” vaue). At fird glance, it would seem that the low end of the premium
range would bé determined by the pre-existing share price. But the bidder needs to assume the
possihility thet the target might undertake a sdf-initiated restructuring that would release vdueto its
shareholdersin excess of the current share price--aleveraged restructuring would be an example of
such an action. Sinceit is reasonable to assume that target management want to keep their jobs, and
that restructuring is the only dternative available if awhite knight cannot be induced to enter the bidding,
then in effect, this restructuring va ue becomes the other bound in the range of bid premia. Exactly
where, within this range, the bidder will choose to make its offer is amatter of how likely the bidder
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believes a competing bidder will enter the action.

The advice to abidder in agtuation like thisisto think like the target shareholder. The
shareholder’ s choice is Smple, accept the tender offer if:

Vdueof Tendering $ Expected Vdue of Not Tendering 4
L

Since the vaue of the bidder’ s offer can be reasonably estimated, the core of the WI esin
egimating the vaue of not tendering (EVNT). EVNT isasmple average of shate
uncertain outcomes:. (&) no shares are tendered to the raider, the takeover fails, an
to the ex ante price®; and (b) no shares are tendered to the raider, but t to ahigher
competing bidder who buysthe firm. These prices are multi plled(mes er pr |I|ty occurrence,
and summed:

x
u
\

EVNT = (Share P”Ca\lo Competing Bid * Probabil ItyNo Competing Bld)) + (SM PnceCor)fpetmg Bid * Probabi Ilty Competing B|d)
\:x»’

Thus, to succeed in the bidding, the raider must set the bid price somewhat higher than EVNT. Of
course, this requires estimates of probabilities he dollar offer of acompeting bidder. If adecison
maker is uncomfortable with this judgment, the T fonmul acould be solved in reverse for those
probabilities and competing bid prices that yi just better or worse than the bidder’s
possible offers. Then, the bidder,can make som 'udgment about the reasonableness of the range of
competing offers and probabiliti afw‘g‘%*to preparing abid price.

Toillugrate how the T ion can be used to help frame a bidder’ s andlys's, consider
the following example. A hostileNidder wants to prepare an initid bid for ABC Corp. ABC's current
share price is $45. Under an aggressive restructuring plan (caling for asset sdes, and aleveraged
recapitalization), ABC would be worth $65 per share. The hotile bidder envisions some synergies with
ABC, which, i |re|y to the vaue of ABC, would judtify a maximum bid of $77 per share.

;pe hos%,n bi ddq would like to gppropriate as much of the middle range for itself as possble.
at prTﬁ% the bidder commence the hodtile offer?

B When a hostile tender offer is successful ly deflected, we observe that the target share price tends to
subside back toward the level prevailing ex ante. Whether it returns to the ex ante price exactly, will depend on
expectations of further takeover bids or possible changesin management policies.



16 UVA-F-1362

$ Possibility A: Target doesnot restructure. Inthisingtance, if the Raider’ s bid fails to attract
the requisite number of shares, the Target’ s share price could be presumed to fall back to the ex
antelevel, $45.

$ Possbility B: Target announces a restructuring. Here the shareholders would be unlikely
to part with their shares for less than $65, if they were highly confident of the Target’s ability to
deliver thisvalue. For smplicity, let's assume that the restructuring vaueis highly likely.

X

/{\x X
Table4 gives EVNT for various combinations of competing bid prices and probabil*ﬂ’a}g

first scenario. The shaded region indicates the break-even vaues for each probd)ﬂff;f‘&gl bid tha\.the
Raider must top in order to motivate the arbsto favor the Raider’sbid.. For i ance, mpet!ng
bid of $70 and a 50 percent probability suggests that the Raider must bid moreth .50 to motivate
the arbs to tender their sharesto the bidder. Thetask of the bidder mug’ bet her any

other firm could possibly afford $70 per share, which isthe gm askn@ whe(}']er the probability of a
bid at $70 isreally 50 percent.

S
»
*
W

Table4 \\xm/

Swres?

A\

EVWNT if the " Default " isthe Taraet‘s Ex Ante Share Price (Possibilitv A)

o
\N VXgomethBd
$ Eé;

$ 4500 $ 5000 6500 $ 7000 $ 7500 $ 800 $ 8500 $ 9000

Probabiity 100 $ 4500 $ 4550 $ 4600 $ 4650 $ 4700 $ 4750 $ 4800 $ 4850 $ 4900 $ 4950
OfA 2% $ 4H00.$ 4625 $ 4750 $ 4875 $ 5000 $ 515 $ 5250 $ 5375 $ 5500 $ 5625
Competing 5% $ 4500 $ 4750 $ 5000 $ 5250 $ 5500 $ 5750 $ 6000 $ 6250 $ 6500 $ 6750
Bid ™ $ 400 $ 4875 $ 5250 $ 5625 $ 6000 $ 63/H $ 6/50 $ 7125 $ B0 $ BH

Px $ 4500 °$ 4950 >$/ 500 $ 5850 $ 6300 $ 6750 $ 7200 $ 7650 $ 81.0C $ 8550

Table5 izes the results for the second scenario. Comparing the shaded areas of both
tables shows th;tﬁ;‘%get’ s restructuring cong derably reduces the buyer’ s room to maneuver.

‘\\ \Qz
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Tableb

EVNT if the "Default Value" is Driven bv Taraet's Restructurina (Possibilitv B)

Vae of Comoetina Bid A
$ 4500 $ 5000 $ 5500 $ 6000 $ 6500 $ 7000 $ 7500 $ 8000 $ 8500 $ 9000
Probabiity ~ 10% $ 6300 $ 6350 $ 6400 $ 6450 $ 6500 $ €650 $ 6600 $ 6650 $ 6700 $ 6750
OfA  290$ 6000 $ 6125 $ 6250 $ 6375 $ 6500 $ 6625 $ 6750 $ 6875 $ 7000 $ 715
Compelng 5% $ 5500 $ 5750 $ 6000 $ 6250 $ 6500 $ 6750 $ 7000 $ 7250 $ 7500 $ 7750
Bd 7% $ 5000 $ 5375 $ 5750 $ 6125 $ 6500 $ 6875$7250$7625$ 8000 $ 875
9% $ 4700 $ 5150 $ 5600 $ 6050 $ €500 'S €A50 S 7400, $ $ 800 $ 8750
This analys's shows the enormous advantage that accruesto theﬁ/ rst mover wkﬂle tender

offers. Arbs must weigh the concrete offer by the first bidder, &g an cffers potentia

competing bidders. Uncertainty discounts the vaue of thmipotentid compétitors such that it requires a
relatively high probability of ahigh bid to dissuede arbs from'tendering into a certain offer.

§§:~W/'
The practitioner (bidder or target) can use thisanayss as follows:

1. Bound the bidding range on the low dther the ex ante share price, or the value per
share produced by any restructuring pl .

2. Set an upper limit on the bidding ¢ by the value of the target firm reflecting dl
synergies, and optimistic mmpqgﬁzhn operations and the ability to use financid leverage
aggressvely.

3. Edimatethe EVNTSs fqr V. \ﬂbmétlons of competing bids and probabilities--thisis
equivaent to the Shadlex ‘alftam{s Tables4 and 5.

4, After reflecting on competing bidders, their bid prices, and the likelihood of their entry into the
contest, set an offering pri at dightly exceedsthe EVNT for that cell in your table.

Findly, Mg\c;]:vers generd ingghts on two classic competing srategies. @) sart with ahigh
bid; and b) S ith bid. Each has advantages and disadvantages.
|gh\§ 'bugh initid bid isknown in M&A parlance as a“bear hug’--presumably referring
to th parent expression of affection that killsal resstance. This dtrategy deters competitors
d pressures the target’ s directors to accept the offer. Knowing this, and seeing the high offer,
| tend to support the bid. Accordingly, the high bid strategy probably wins the contest.
Thé chief disadvantage of this Srategy isthat it gives vaue to target shareholders that might have
been retained by the bidder with alower-priced opening bid. Generdly, this Srategy is
appropriate where the bidder fears other competitors, or isimpatient.
! Bid low. Thishasthe advantage of saving the gains from takeover for the bidder. But it may
attract competing bidders, and dmost certainly invites the target to announce an interna
restructuring. This approach probably leadsto alonger contest. Therisk to the bidder is
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higher. Generdly, this strategy is appropriate where the bidder is patient and/or confident of
there being no or few other competing bidders.

9. Conclusion: the game hasimplicationsfor design and defense of takeovers

The discussion in this chapter suggests that practitioners need to assess and exploit uncertainty

in the design and execution of hogtile offers. Specific implications include these: X

A\

1 Clarity about the vaue of the target is an absolutely essentid foundation for tekeovel’au\x:k and
defense. Vaue should be estimated from a variety of perspectives: wrrerﬁéﬁ(d one Status,
datusiif restructured or recapitdized, value to the primary hostile bidd tith syn gl&; and
vaueto potentid competing bidders with their synergies. At the very, Ieest isvaudtion effort
anticipates the likely andysis of arbitrageurs who will figure i mpﬁtantl the contest.

I

/
The hogtile bidder should take actions that shorten tlie time to out that foretalls

collaboration among target shareholders, that pre- s potential competitors, that reduces
investor uncertainty about the value of the bid, m(?:&mg’@lil pressures the target board to
cooperate. The target firm should do the opposite: delay, explore restructuring and white knight
bidders, cast uncertainty on the hostil%dd\erand its bid, and generdly pressure the target

board not to cooperate.

¢
b1

The focus of both attacker and dgr’encié@\oul?jﬂbe the investor, particularly the arbitrageur.
The arb is unimpressedwith appeasto Iq/dty tradition, or vague srategies. Cash vdue
delivered in timely feshion will be desisive. Winning the game, then, islargely ameiter of
maximizing vaue, N

s ‘\"!t«

Government influence in thejakeover gameisimmense. Courts and government agencies can
intervene in the game often in unpredictable ways. An important second “front” for both
attacker Wd%ender to manage is the observance and exploitation of case law.

2 &\\ \}t
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Endnotes

a. Quoted from Keynes' General Theory on page 16, Smith (1969).

\

C. Thisexample was drawn from “Takeover 1997 (A),” aDarden case study, UVA -F-1170, C&W by R

b.John McDonald, Strategy in Poker, Business & War, New Y ork: W.W. Norton, 1989, page 22.

Bruner, John P. McNicholas, and Edward Rimland.

d. Quoted from Guy P. Wyser-Pratte, Risk Arbitrage |, New York: New Y ork Univeig‘ , g B?{)thers Center for

the Study of Financial Institutions, Monograph 1982-3-4, page 7. {

v
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€. The prisoner’s dilemmawasfirst discussed in Anatol Rapoport arfo M. ChamM,EMsoner sDilemma, Ann
Arbor: University of Michigan Press, 1965. &
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