Hostile takeovers and the
market for corporate
control

Diana L. Fortier

“In recent years, the tender
offer takeover has been
praised and damned with a
Sferocity suggesting that the

survival of capitalism is at
stake. The truth, as in most disputes with
substantial metaphysical content, is more
prosaic.” F. M. Scherer, Journal of Eco-
nomic Perspectives, Winter 1988, pg. 69.

The market for corporate control—
firms competing for the rights to manage
their corporate resources—has become an
increasingly important element of the corpo-
rate landscape. Mergers and acquisitions
have increased every year since 1982, reach-
ing an all time high of 3,336 net announced
transactions in 1986. (See Table 1.)

Although contested tender offers— hos-
tile takeovers—only account for a small
fraction of all merger and acquisition activ-
ity, they involve large publicly traded com-
panies with substantial market values across
many industries. The $12.8 billion aggre-
gate dollar value of 15 successful hostile
takeovers in 1987 accounted for 7.7 percent
of the total dollar value of the 972 mergers
and acquisitions for which such data were
disclosed. Moreover, the number of un-
friendly takeovers was higher in each of the
past three years than in any of the previous
eleven years.'

Hostile takeover activity has a substan-
tial impact on corporate behavior. Indeed,
organizations involved incur substantial
costs and devote much time to developing

Do hostile takeovers create new wealth?
Or, do they simply move wealth

from Column A to Column B, enriching
some at the expense of others?

The evidence is mixed

defensive or offensive strategies. Such
battles may also impose large costs on share-
holders, ereditors, management, employees,
customers, and communitics. These private
and social costs of takeovers have recently
spurred significant legislative interest in
hostile takeovers and defensive tactices.?

This paper discusses the corporate con-
trol market by focusing on hostile takeovers
as a mechanism for corporate control. It
discusses the causes of hostile takeovers and
the methods of defensive action by hostile
takeover targets. It then analyzes their
effects not only on the bidder and target
sharcholders but also on other stakeholders
(e.g., management and employees). A final
section reviews the evidence on the sources
of takeover gains. Are such gains redis-
tributions of wealth to one group at the ex-
pense of another or are they derived from
improved efficiency? Finally, what does this
evidence imply about the effect of hostile
takeovers on social welfare?

Hostile takeovers: Why do they occur?

Hostile takeovers

. those opposed by the
target’s board of directors, became an “ac-
cepted™ part of the corporate control mar-
ket in 1974 with Morgan Stanley and Com-
pany’s representation of International
Nickel Company of Canada in its hostile
takeover of ESB, Inc. In a hostile takeover,
a bid is made directly to the sharcholders of
the target rather than to the target’s man-
agement. The acquirer obtains the needed
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Merger and acquisition slatistics’

Contested tender offers

successful deals.
20ffers still pending as of year-end are also included in these totals.

SOURCE: W.T. Grimm, Mergerstat Review, selected years.

Year | Total mergers | Total tender | Total
& acquisitions offers contested
' #  %of | #  %of
‘ \ col. 2 col. 3
1978 2,106 90 4.3% | 27 30%
|
1979 2,128 106 50% | 26 25%
1980 1,889 ‘ 53  2.8% | 12 23%
1981 2,395 75 3.1% ’ 28 37%
1982 ‘ 2,346 68 2.9% | 29 43%
1983 2,533 37 1.4% | 11 30%
1984 | 2,543 79 3.1% ‘ 18 23%
1985 ‘ 3,001 84 28% | 32 38%
1986 | 3,336 1150 4.5% | 40 27%
1987 2,032 116 57% { 31 27%
| | |
Ten
year |
total | 24,309 858 3.5% [254 30%

Successful Target remained Acquired by

offers? independent white knight

# % of # % of # % of

col. 4 col. 4 col. 4

13 48% 8 30% 6 22%

| 8 31% 9 35% 9 34%

3 25% 3 25% 6 50%

| 13 46% 6 21% 9 33%

17 59% 10 34% 2 7%

7 64% 1 9% 3 27%

10 56% 6 33% ' 2 11%

14 44% 9 28% | 9 28%

| 15 38% | 10 25% 15 37%

118 58% | 6 19% 7 23%
< [

118 46% 68 27% 68 27%

"Data refer to net announcements (completed or pending transactions) or publicly announced formal transicrs of ownership of at leasi ien
percent of a company's assets or equity where the purchase price is gicaoter than or equal to 5500,000 and one of the parties is a U.S.
company. Tender offer data refer to tender offers for publicly traded companies. Successful ofters refer to both fully and partially

voles, gains control, and replaces existing
management. But what factors need be
present in the target and the bidder firms
for hostile takeovers to oceur?

Conflicts of interest between the target
firm’s management and shareholders lie at
the root of the hostile takeover phenome-
non. These conflicts result from the separa-
tion of ownership (shareholders) from con-
trol (management). Conflicts arise from
management’s desire to use the firm’s re-
sources to achieve outcomes that do not
coincide with shareholders’ interest, which
is maximizing the net present value of
the firm’s future profits.

Economists term the lost profits arising
from the separation of ownership and con-
trol, agency costs. Internal controls are
generally sufficient to hold down these
agency costs. But when agency costs hecome
too high and internal controls, particularly
the hoard of directors, have failed to protect
the interests of shareholders from inefficient

FEDERAL RESERVEBANK OF CHICAGO

performance and non value-maximizing
behavior of management, the firm is likely
to become the target of a hostile take-
over bid.?

Several factors can influence the level of
ageney costs. Often factors such as deregu-
lation and increased competition create a
need for valuation and restructuring of cor-
porate assets in an effort to continue to
maximize shareholder value. But sometimes
current management fails to undertake the
necessary steps to do so. New management
without prior ties to omplnyt‘vs or the com-
munity may be more objective and better
able to adapt the firm’s productive assets
to its changing environment. Hostile
takeovers are one way of effecting the

necessary changes.!

Diana L. Fortier is an economist at the Federal
Reserve Bank of Chicago. The author thanks
Herbert Baer and Bruce Petersen for their
helpful comments.




Firms that are undervalued by the mar-
ket, that is, there is a mismatch between
realizable asset value and stock price, for
whatever reason, are prime takeover tar-
gets. It is often argued that firms with man-
agements that concentrate on long-term in-
vestments (e.g., research and development)
at the expense of short-term earnings are
susceptible takeover targets. The premise to
this explanation of hostile takeovers is that
markets are short-sighted and poor current
profits lead to stock undervaluations which
create favorable takeover conditions.
Agency costs arise here as the market puts
more emphasis on current cash flows and
management places greater weight on future
cash flows. However. evidence does not
support this ““myopic market’” hypothesis.’

Significant amounts of free cash flow
also contribute to agency costs. Free cash
flow is that cash flow in excess of the amount
required to fund all projects that have a
positive net present value when discounted
at the relevant cost of capital. With high
levels of free cash flow, managers may seek
to secure their own position by making inef-
ficient low-return investments rather than
paying out the free cash flow to shareholders
in the form of dividends.® Yet, it may be
difficult to distinguish this behavior from
prudent investing that turns out to be less
profitable than expected.

Agency costs may also explain why some
companies choose to initiate hostile take-
overs. Companies with significant free cash
flow and unused borrowing power may en-
gage in unwarranted acquisition activity—
paying significant premiums for targets to
fulfill objectives other than value maximiza-
tion. Aecquisitions aimed at diversification,
geographic expansion, or increased firm size
may be pursued in order to further manage-
ment’s goals of self-entrenchment or “em-
pire-building” rather than enrich sharehold-
ers. Thus, unwarranted acquisition activity
not only explains why firms may become
targets, but is also one explanation of bidder
behavior in takeovers. This may also ex-
plain instances of negative returns to share-
holders of acquiring firms—management
benefits at the expense of shareholders.

Firms initiating hostile takeovers may

also be vietims of hubris. This “winner’s

curse” hypothesis asserts that takeovers may
be motivated by the bidder’s overestimation
of the value of the target firm, when there
may not be any true gains to be had.”
Defensive tactics—the targel’s response

Whatever the cause of the hostile take-
over attempt, a target or potential target
must respond. Data in Table 1 indicate that
only 25 percent of all targets are successful
in remaining independent. Another 25 per-
cent are saved from the hands of the hostile
bidder but are acquired under friendly
terms by a “*white knight.”” The remaining
50 percent ultimately fall prey to the
hostile acquirer.

Despite the fact that few targets are
successful at fending off hostile suitors,
there are several defensive measures avail-
able to boards, managements, and share-
holders to assist them in their efforts to
maintain an independent organization or
current management.

The best defense

It is often said that the best defense is a
strong offense. In the case of hostile take-
overs a firm’s best defense is the restoration
of a closer relationship between asset values
and share price. Thus, increased returns to
shareholders or increased price/earnings
ratios may be the most effective and direct
“defensive” measure for an organization.
Indeed, taking actions to increase the firm'’s
value (e.g., selling underperforming units)
before someone else takes over and does so
may also achieve the results of increased
stock prices and possible shareholder gains.

An evaluation of the firm’s business
strategies, ownership composition, and capi-
tal structure is a prerequisite to achieving
these goals. Internal restructurings have a
dual benefit of improving shareholder value
through a more efficient allocation of re-
sources and reducing the need to rely on
other more costly takeover defenses.

Employee stock ownership plans
(ESOPs) and leveraged recapitalizations or
leveraged cash-outs (LCOs), are among the
commonly used methods of restrueturing a
firm’s capital and equity position and subse-
quently building its takeover defenses.®
Both of these methods have a positive im-
pact on shareholder wealth through an
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improved alignment of sharcholder and
management interests and shareholder
tax benefits.

ESOPs change the equity structure to-
ward a greater proportional ownership by
employees. Also, ESOPs may improve take-
over defenses because the trustees of the
voling stock of the ESOP are often con-
trolled by management. LCOs. which re-
quire shareholder approval, increase firm
leverage and management’s proportional
ownership. Efficiency and performance
should improve under incumbent manage-
ment as commitments to debt repayment re-
duce management’s discretionary use of free
cash flow. Hence, the agency costs of man-
agement/sharcholder conflicts decline be-
cause default on debt serviee would have
substantial negative financial impacts on
management. In addition to increasing capi-
tal market serutiny of the firm. the in-
creased leverage also decreases the opportu-
nity for a bidder to borrow against the assets
of the firm to finance its acquisition.

Although size alone was once thought 1o
be an effective takeover deterrent, it has
become increasingly evident that it is no
longer a reliable defense. Small firms may
obtain acquisition resources for larger firms
by issuing claims on the value of the target
firm’s assets. as with any other corporate
investment. The ability to do this has been
facilitated by the increase in {inancial mar-
ket liquidity, particularly with inereased
acceplance of, and usage of, junk bonds.’

.\lllilitkl"l\l"' ;l"](‘l"l"ll'"l“"

Despite an excellent offense, protection
from hostile takeovers may still be difficult
without some other line of defense. There
are numerous defensive mechanisms or
“*shark repellents™ available through corpo-
rate bylaws and charter amendments. Not
all of these provisions require shareholder
approval. (See Box.)

Yet, as defensive tactics develop, so too
do methods to render them ineffective. As a
result, antitakeover amendments do not
generally halt takeovers, rather they make
them more difficult. more costly, more time
consuming, and may also be harmful to
shareholders. Basically. these defensive
tacties impose conditions that must be met
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before control can be changed, whether by
tender offer, merger, or replacement of the
board. For example, shareholder rights
plans dilute the equity holdings of the bidder
and fair price amendments inerease the cost
of acquisition.

A study of hostile takeover attempts in
1985 indicates that the most often used de-
fensive measures of targets in those cases
were acquisition by a white knight. recapi-
talization such as a stock buy-back, and

10

litigation.!"” As noted earlier, leverage-in-

creasing transactions such as recapitaliza-

tions can diminish the attractiveness of the

target by decreasing the ability of the ac-

quirer to borrow against the assets of the
target to finance the acquisition. LCOs also
enhance takeover defenses by reducing

the agency costs ereated when high levels of
free cash flow are available. Litigation
serves as a defense by increasing the costs
and uncertainty of takeover and thus deter-
ring bidders.

The ability of a firm to defend itself is
also affected by its state of incorporation.
The powers of firms, sharcholders. and
managers are controlled by state statutes
that define and regulate corporations. (See
Table 2.) The constitutionality of state
restrictions on takeovers was supported by
an April 1987 Supreme Court ruling.

Also affecting the battle lines between
bidders and targets are administrative and
regulatory requirements. Tender offer
disclosure, delay rules, and regulatory ap-
proval periods slow the acquisition process.
This usually gives targets additional time
to build defenses and often leads to inereases
in multiple and preemptive bidding and
auction contests, all of which tend to
decrease bidder returns by inereasing
target premiums. '

The impact of antitakeover amendments

Several researchers have studied the
impact of antitakeover amendments on
targets” shareholders. Those amendments
adopted by management without share-
holder approval are in most cases found to
be detrimental to shareholders. Although
amendments requiring shareholder ap-
proval should be less likely to harm share-



TABLE 2

Other states with the same provisions’

Nonmonetary factors: AZ, ME, MN, and PA
Anti-greenmail: AZ, MN, and NY

1987 Anti-greenmail
Business combination
(sunset provision effective 9/10/91)

Provisions of state corporation laws in the Seventh District

Effective

State date Statute Code

linois 1985 Fair price amendment Ill. Rev. Stat.
Nonmonetary factors Chpt. 32, 7.85 & 8.85

Indiana 1986 Control share acquisitions Ind. Code Ann.
Business combination 23-1-43-(1-24)

lowa None None None

Michigan 1984 Fair price amendment Mich. Comp. Laws Ann.

450.1775-1784
Wisconsin 1986 Fair price amendment Wis. Stat. Ann.

180.725 & 180.726

Fair price amendment: CT, FL, GA, KY, LA, MD, MS, NC, PA, VA, and WA
Business combination: AZ, DE, KY, MN MO, NJ, NY, and WA
Control share acquisitions: AZ, FL, HI, LA, MA, MN, MO, NV, NC, OH, OK, OR, and UT

'The specific characteristics of these provisions may vary across different states.

SOURCE: State Takeover Statutes and Poison Pills, Robert H. Winter, Robert D. Rosenbaurn, Mark H. Stumpf, and L. Stevenson Parker,
Vol. 3 of Shark Repelients and Golden Parachutes: A Handbook for the Practitioner.

holders, about half of them have also been
found to result in significant negative
abnormal returns to target shareholders.
(See Box.)

Among the most common defensive de-
vices that require shareholder approval are
fair price amendments, which have been
found to have no significant effects on share-
holders, and classified boards and superma-
jority clauses, both of which have been
found to have significant negative impacts
on shareholder wealth. The poison pill,
which does not require shareholder ap-
proval, has proven to be an effective and
popular, yet controversial, defensive meas-
ure. However, its adoption has been
shown to have significant adverse effects
on shareholders."

Why do shareholders approve amend-
ments that may decrease shareholder
wealth? Proponents of antitakeover amend-
ments argue that such amendments are in

6

the shareholders’ interest by giving boards
the power to ensure that the shareholder
receives a fair price reflecting their maxi-
mum possible share of expected acquisition
gains. Management, by acting as a negoliat-
ing agent for diffuse shareholder interests,
is better able to hold out for the best

price by reducing individual incentives to
tender at too low a price. Of course, the
composition of ownership will also affect the
dispersion of shareholder interests. The
greater the proportion of insider (manage-
ment) stockholders, the more likely
antitakeover amendments will be in the
shareholders’ interest.

According to this shareholder interest
hypothesis, antitakeover amendments are a
negotiating tool rather than a takeover de-
terrent. This argument seems to rest on the
assumption that antitakeover amendments
are ineffective at ultimately deterring take-
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elect directors even if the majority opposes
because each shareholder is entitled to cast
a number of votes equal to the number of
shares owned multiplied by the number of
directors to be elected—thus one could ac-
cumulate votes for a particular director or
group of directors.)

B Staggered directors or classified board:
directors are broken into classes (usually
three groups) with only one class being
elected each year; works best with limit on
number of board members; makes it diffi-
cult for a substantial shareholder to change
all of the board at once without approval or
cooperation of the existing board, but also
makes any change of directors more diffi-
cult; also lowers the effectiveness of cumula-
tive voting; has impact of significant nega-
tive abnormal returns.

B Supermajority clause: increases the num-
ber of votes of outstanding common stock
needed to approve changes in control to two-
thirds or nine-tenths from a majority of one-
half (director must also be removed for
cause); found to have significant negative
stock-price effects around their introduction
and on average they appear to reduce share-
holder wealth; important to have an escape
clause (provision allowing for simple major-
ity vote) so that friendly offers are not also
foreclosed:; almost always combined with a
lock-in provision.

B Lock-in provision: prevents circumven-
tion of antitakeover provisions; most com-
mon provision requires a supermajority vote
to change antitakeover amendments or lim-
its the number of directors; has impact of a
significant negative abnormal return.

(Shareholder approval not required)

Negative impact on target
shareholder wealth

B Litigation by target management: a win
by target may harm shareholders in that
chances of acquisition may be lost or
lowered—this may be reflected by a fall in

share price, whereas the acquisition is likely
to have increased share prices (examples:
charges of securities fraud, antitrust viola-
tions, or violations of state or federal
tender offer rules); delays control fight, yet
also gives management time to find a
friendlier deal.

B Shareholder rights plans or poison pills:
do not require majority voting approval by
shareholders; are triggered by an event such
as a tender offer, or by the accumulation of
a certain percentage of target’s stock by a
single stockholder; trigger allows target
shareholders with rights to purchase addi-
tional shares or to sell shares to the target at
very attractive prices; can be cheaply and
quickly altered by target management yet
makes hostile takeovers very expensive by
diluting the equity holdings of the bidder,
revoking his voting rights or forcing him to
assume unwanted financial obligations; dif-
ferent types include: flip-over, flip-in, back-
end, and voting plans; generally harmful to
stock values; judicial approval of certain
types of plans (e.g.., flip-in and back-end) is
still not clear.

B Target block stock repurchases or green-
mail: target repurchases, at a premium, the
hostile bidders block of target’s stock; often
results in substantial fall in stock returns for
the target or reduced shareholder value
from foregone takeover potential as opposed
to normally positive stock price effects of a
repurchase of stock by a nontargeted firm;
yet evidence indicates that a net positive
stock price may result from the initial hos-
tile bidder purchase (positive impact) to the
target repurchase (negative effect); benefits
returns {or bidder firm shareholders; prac-
tice is controversial and has been challenged
in federal courts, congressional testimony,

and SEC hearings.

*For empirical evidence of the effects of defensive tactics
and the market for corporate control see footnote 14
of the text.
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companies between 1981 and 1986 to be 47.8
percent, or an estimated dollar value of
$134.4 billion. Additionally, the average
premium on all mergers and acquisitions

in 1987 was 38.3 percent whereas the aver-
age for hostile takeovers that year was

42.7 percent."

Bidder shareholders may gain or lose

For the acquiring firm, the results from
the same studies are not so unequivocal.
They indicate that on average there is no
significant short-period effect, positive or
negative, on shareholder returns, and, if
anything, there is at best a slight positive
impact on the acquirer’s share value. Evi-
dence from longer-period event studies (one
to three years) suggests that increases in
target stock prices during takeovers overes-
timate the post-merger increase in firm
value. Despite this overvaluation, recent
-arch concludes that the average success-
ful tender offer results in a statistically sig-

nificant positive revaluation of the combined
firm. Such increases have been fairly
consistent over time. However, bidder
gains have been diminishing over the last
two decades while target returns have in-
creased.” Thus, it appears that on average
takeovers and mergers enhance share-
holder value.

While it is concluded that mergers and
acquisitions enhance shareholder value, this
conclusion does not imply that such value is
derived entirely, or at all, from inereased
efficiency (e.g., resource reallocation, re-
moval of inefficient management, or econo-
mies of scale or scope).

Sources of gain: Improved efficiency or
wealth redistribution

Although easily measured, shareholder
zains do not provide an accurate measure of
welfare gains. If takeover gains are a result
of wealth transfers, then the increase in
share prices overstates the efficiency gains
of takeover. Shareholder gains must be
weighed against the losses of other stake-
holders such as management and employees.

As opponents of hostile takeovers argue,
takeover gains result primarily from wealth
redistributions: one stakeholder’s gain—the
target shareholder—is at the expense of an-

10

other’s economic loss—such as the target
employee or bondholder. In the extreme,
such takeovers are merely costly and disrup-
tive restructurings of corporations that pro-
vide no social benefits. Preventing such
takeovers would, it is argued, improve
economic welfare.

Prnpont‘ntﬁ argue that takeovers pro-
vide net gains to society by reducing the
agency costs related to management/share-
holder conflicts, which, in turn, improves
resource allocation and efficiency and en-
courages value-maximizing behavior. Thus,
attempts to prevent a free corporate control
market would have negative effects.

Overall, research is not conelusive on
the sources of takeover gain and indicates
that gains from redistribution as well as in-
creased efficiency may be occurring. The
sources of gain vary from deal to deal, from
industry to industry, and from year to year.
Studies have addressed the wealth transfers
to target shareholders from target bond-
holders, government, and target labor.

One version of the redistribution theory
asserts that the gain of one class of security
holders comes at the expense of another.
For example, bondholder values may de-
cline as common shareholder values in-
crease. This example may be more relevant
to highly leveraged transactions in which
corporate bond prices may fall and yields
rise as increased leverage contributes to
uncertainty about the acquirer’s ability to
service its debt. Despite some recent ex-
amples of such behavior related to leveraged
buy-outs, studies of both mergers and lever-
aged buy-outs have failed to find consistent
support for this theory.?> Moreover, when
such redistributions have occurred, the
increase in shareholder value often more
than offsets the fall in bond values. Thus,
takeovers appear to result in net gains to
investors as a group. In genera], target
shareholders’ gains do not oecur at the ex-
pense of either bidder shareholders or other
classes of target or bidder investors.

The increase in sharcholder value re-
sulting from hostile takeovers could also be
a redistribution from the government to
shareholders. Hostile takeovers may gener-
ate tax savings without any underlying effi-
ciency gains. Thus, government becomes
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another stakeholder in the takeover
battle. But the evidence indicates thdt tax
benefits have been only a minor force be-
hind takeovers.®

Another form of redistribution espoused
recently is that shareholder gains come at
the expense of labor through long-term la-
bor contract concessions which reduce em-
ployment or wages. Evidence from small
firm acquisitions (not hostile takeovers) does
not support assertions that acquisitions have
an overall negative effect on labor in terms
of lower employment and wages.* However,
hostile takeovers usually involve large or-
ganizations and create a fear that both ex-
plicit and implicit commitments by target
management to labor will be broken follow-
ing the takeover. A notable example is Carl
leahn’s hostile purchase of TWA which
resulted in improved management and
shareholder premiums worth 8300 to $400
million, but also resulted in wealth transfers
to Icahn from three labor unions which one
researcher valued at $600 million or one
and a half times the takeover premium.* In
this case. it would appear that shareholders
gained principally at the expense of labor.
The unanswered question is whether such
labor concessions are simply wealth trans-
fers or actually enhance efficiency.

Labor-related inefficiencies may result
from the inability of management to respond
appropriately to factors, such as technologi-
cal developments, which decrease the de-
mand for labor, or result from failure to
deal successfully with a labor force that
wields market power. In either case, these
inefficiencies ereate conditions ripe for hos-
tile takeovers, which in turn become the
mechanism by which efficiency is enhanced.
This does not mean that labor will always be
a casualty in a hostile takeover battle.
Takeover activity, and hence the fear of
takeover, may be favorable to labor in that
efficiency gains at potential target compa-
nies can lead to job preservation and greater
long-run growth and employment.

Economic efficiency theories argue that
net gains may occur from increases in eco-
nomnic efficiency achieved through major
restructurings and better management of
corporate assets. Takeovers can reduce
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agency costs and result in more efficient
capital investments by subjecting the firm to
the scrutiny of the capital markets and by
reducing resources under management con-
trol. Benefits acerue when target share-
holder wealth that had been appropriated to
target management, employees, suppliers,
or customers under non value-maximizing
behavior is reallocated to target sharehold-
'rs and the acquirer upon acquisition.

Business line financial data has been
used to test the efficiency enhancement the-
ory of takeovers by analyzing the ex post
financial performance of acquiring firms.
Two implications of the theory that take-
overs increase efficiency due to improved
management have been tested. First, the
target’s pre-takeover profits should be less
than its industry peers’, and second,
ceteris paribus, post-takeover profitability
should be relatively higher than pre-
takeover profitability.

Examining these hypotheses, Scherer
found that targets were slight underper-
formers relative to their industry norm, but
that *‘operating performance neither im-
proved nor deteriorated significantly follow-
ing takeover,”” and “*there is no indication
that on average the acquirers raised their
targets’ operating profitability net of
merger-related accounting adjustments.”™

Generally, studies using accounting data
to analyze post-takeover performance do
not clearly support the economic efficiency
theory of takeover gains. Unless this incon-
clusiveness can be attributed to measure-
ment problems associated with the use of
accounting data or the lack of coordination
in the use of market and accounting data in
analyzing shareholder gains and the sources
of those gains, one must question whether
there are any true wealth gains derived from
the supposed improved management and
cfficiency subsequent to takeover.

While operational efficiencies may be
elusive, it appears that {inancial market
inefficiencies do create opportunities for
takeover gains. If takeovers lead to the
revaluation of undervalued firms, the cost of
raising additional capital will be lower and
more investment will take place. Several
studies have tested the market undervalu-
ation hypothesis. Evidence on it is mixed.



Empirical evidence using stock price
data do not generally support the theory
that target firms are victims of undervalu-
ation. Stock prices of targets successful at
fending off hostile bidders decline to ap-
proximately pre-bid levels. That is, the
tender offer process does not reveal to the
market significant new information about
the intrinsic value of the target such that
substantial price adjustments (increases)
occur due to prior undervaluations of the
target by the market. It is not merely the
information generated from putting a firm
into play. but the actual acquisition and
expected gains that result in positive
stock returns.”

However, an analysis of market valu-
ation of large, multidivisional targets using
business line financial data as well as market
data provide somewhat different results. If
the sum of the liquidation or replacement
value of the firm’s parts is greater than the
market value of the firm as a whole then it is
undervalued by the market. It is argued
that this provides incentive for takeover by
creating opportunities to improve perform-
ance and add value by divesting the target of
certain units whose assets are more produc-
tively managed elsewhere. This has been the
strategy in the recent takeovers of many
conglomerates formed by previous diversifi-
cation acquisitions.

Recent research suggests ““that there is
some undervaluation in the market as a
whole, which can probably be attributed to
underpricing of both multi-industry compa-
nies and small companies.”” Further, this
undervaluation is proportional to the num-
ber of firm divisions and is more prevalent
in certain industries and organizations with
low institutional holdings.*®

Concelusion

Although contested tender offers are a
small fraction of all merger and acquisition
activity, the target and bidder costs of fight-
ing a hostile battle and the slight chances of
targets remaining independent, as well as
the attendant social costs of the fight, mag-
nify the importance of understanding and
dealing with the corporate control market.

A successful and profitable takeover
depends on the extent to which the target
firm is undervalued, the inefficiency
of target management, the cost of over-
coming the target’s takeover defenses, the
ability of the acquirer to transfer wealth
from other stakeholders, and the ability of
the bidder to divert some gains from the
target shareholders.

Target shareholders are definite win-
ners in the hostile takeover battle. Bidder
shareholders, on average, have equal proba-
bilities of gaining or losing and, at best,
obtain modest gains.

However, the source and quantification
of the gains to target shareholders remain
elusive. Research does not provide clear
support for the hypothesis that there are
real efficiency gains from takeovers. Sup-
port for the several versions of the wealth
redistribution theory is mixed. Wealth
transfers are most likely to have negative
effects on target management.

What is clear, however, is that net
shareholder gains are not an accurate meas-
ure of welfare gains resulting from take-
overs. Only with additional research can
the social and economic welfare implications
and policy directives regarding hostile take-
overs be more precisely drawn.
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