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Chapter 24: Mergers, Acquisitions, and Corporate Control

Answers to End of Chapter Questions

24-1. Corporate control refers to the monitoring, supervision and direction of a corporation.  A change in corporate control can occur when two firms merge, or through

· a leveraged buyout or management buyout, when third parties or management buy all of the stock of a corporation (going private transaction), typically financing the purchase with debt financing

· dual class recapitalization, when one class of stock has greater voting rights, and therefore greater control, of a corporation

· acquisition, when one company purchases another and submerges that company into its existing operations

· proxy fight, when one group of shareholders gathers votes to take control of the board of directors of a corporation.

24-2. In a tender offer, one corporation asks shareholders of another corporation to sell, or tender, their shares to the first corporation.  If the corporation is able to buy back more than 50% of the shares of the target corporation, then the company has control.  This can be used to effect a hostile takeover of the target corporation.  Once the first corporation owns more than half of the stock, it can force a merger with the target company.

24-3. A horizontal merger is a combination of competitors within the same geographic market.  A market extension merger is a combination of firms that produce the same product in different geographic markets.  Advances in technology and transportation have made the geographic classification less meaningful.  Horizontal mergers now refer to mergers between companies that produce identical or closely related products in any geographic market.  A vertical merger occurs when companies with current or potential buyer-seller relationships merge to create a more integrated company.  Pure conglomerate mergers are combinations of completely unrelated businesses.  Product extension mergers are combinations of companies with similar but not exact lines of business.  Because many firms are in multiple lines of business, there was a need for a finer definition of business concentration.  Healy, Palepu and Ruback introduced classifying mergers according to the degree of overlapping business operations between the two companies.  The categories loosely correspond to horizontal, vertical and conglomerate classifications, but more flexibility exists for assessing the concentration of more complex cases.  Another measure concerns corporate focus.  The Herfindahl Index is the sum of the squared percentages, the proportion of revenues derived from each line of business.

24-4. Mergers can be paid for using cash, an exchange of stock in the acquired firm for stock in the acquiring firm, or, rarely, an exchange of stock in the acquired firm for debt, or a combination of these modes of payment.  If cash is received, then shareholders of the acquired company must pay capital gains taxes on any gain over their basis in the stock.  If the merger is accomplished through an exchange of stock, then no taxes are due unless the stock is sold.  In a cash transaction, the shareholders of the acquired company no longer have any stake in the company.  If the shareholder receives stock in the acquiring company, then he/she has a proportional interest in the new, merged company.

24-5. Merger waves tend to be positively related to high growth rates in the overall economy and to industry shocks, or industrywide events such as deregulation that affect the corporate control activities of entire industries.  The first merger wave was in 1897, largely the result of a growing emphasis on a national economy rather than a grouping of regional economies.  With more interstate commerce, corporations sought expansion and market power through expansion mergers.  Merger activity ended with the stock market crash of 1904.  Another merger wave began shortly after World War I, with horizontal combinations creating oligopolies within industries.  Heavily concentrated industries, like mining and manufacturing, turned to vertical mergers to benefit from integration.  In the 1960s, the third merger wave consisted of conglomerate mergers.  There was greater antitrust enforcement of horizontal and vertical mergers, discouraging those mergers.  A merger wave in the 1980s heralded a shift back to corporate specialization, often using junk bond financing.  The most recent wave of mergers started in 1993, primarily stock-swap mergers, fueled by a rapidly rising stock market.  The industry shock theory explains much of the activity in the latest wave.  The industries with heavy merger activity were health care, banking and telecommunications, each of which had undergone a recent shock.  (Health care: managed care and deregulations and rapid technological changes in banking and telecommunications.)

24-6. Internal expansion into a new market involves acquiring and organizing all resources required for each entity stage of the investment.  External expansion is the acquisition of a firm with resources already in place.  This avoids construction delays in building a new facility.  Usually, external expansion is the better option in situations where rapid expansion is desired or when great uncertainty exists about the success of any stage of internal expansion.  International expansion is also a reason to choose external over internal expansion.  Differences in business operations, political climate and culture may mean that an acquisition is the only viable alternative for international expansion.

24-7. Value maximizing motives include increasing operating profit, realizing gains from restructuring poorly managed firms, or creating greater barriers to entry in their industry.  Value maximizing mergers increase market power, capitalize on economies of scale or create value through the sale of underperforming target resources.

24-8. Synergies that might result from a merger include:

· Operational synergy, results of economies of scale and scope and complementary resources.

· Managerial synergy, results of efficiency gains from the combination of management teams

· Financial synergy, results of less volatile cash flows, lower default risk and a lower cost of capital.

The synergies occur because the merged firm is able to operate more efficiently as a single, merged than the two firms could when operating independently.

24-9. Sometimes managers gain from mergers, rather than shareholders.  According to the managerialism theory of mergers, poorly monitored managers will pursue mergers to maximize their corporation’s asset size because managerial compensation is usually based on firm size.  The free cash theory of mergers states that managers will use free cash flow to invest in mergers that have negative net present values in order to build corporate empires from which the managers will derive personal benefits, including greater compensation.  The managerial entrenchment theory of mergers holds that unmonitored managers will try to build corporate empires through the pursuit of negative NPV mergers.  The hubris hypothesis of corporate takeovers states that some managers overestimate their own managerial capabilities and pursue takeovers with the belief that they can better manage their takeover target than the target’s current management team can.

24-10. Corporate diversification is not considered a value-maximizing merger strategy.  The premise of corporate diversification is that the combination of two businesses with less than perfectly correlated cash flows will create a merged firm with less volatile cash flows and inherently lower business risk.  Bad outcomes in one business can be offset by good outcomes in another area of the business.  Less volatile cash flows are hypothesized to make debt service less risky, lowering default risk and the required return on debt.  Empirical evidence has shown that the net effect of conglomerate mergers is zero wealth creation and that any wealth gains experienced by bondholders due to financial strategies are merely redistributed from stockholders.  Managers may be motivated to pursue conglomerate mergers to reduce their employment risk.

24-11. The main antitrust laws are:

· Sherman Antitrust Act of 1890, forbidding anticompetitive mergers

· Williams Act of 1967, making hostile takeovers more difficult by requiring potential acquirers to disclose information about their intentions

· Laws affecting corporate insiders, including SEC Rule 14-e-3 and the Insider Trading Sanctions Act of 1984, which provides stronger penalties for insider trading

· State laws forbidding anticompetitive mergers

Anticompetitiveness is determined by looking at the concentration within an industry and the impact a merger would have.  The Herfindahl-Hirschman Index places a numerical value on business concentration.  The Justice Department and FTC generally pursue only mergers that would result in highly concentrated industries.

24-12. The Williams Act was designed to stem a wave of hostile takeovers through tender offers.  Target shareholders may have been unable to evaluate the terms of tender offers in the often short periods of time for which they were open.  Sometimes select shareholders were given large premiums.  The Williams Act requires public disclosure of ownership levels beyond 5%.  Tender offers became more restrictive and structured under the Williams Act.  The party initiating the tender offer was required to file a tender offer statements, while managers of tender offer target were required to file a form containing their recommendation to shareholders on whether to accept, reject or refrain from supplying an option on the offer.  All shareholders tendering were also required to receive the same price for their shares under the Williams Act.

24-13. Insider trading laws attempt to prevent informed trading on material nonpublic information (inside information), like an upcoming takeover attempt.  SEC Rule 10-b-5 outlaws material misrepresentation of information used in the sale or purchase of a security.  SEC Rule 14-e-3 forbids trading on inside information in tender offers.  The Insider Trading Sanctions Act of 1984 strengthened both SEC rules with triple damage awards.  Managers are also restricted from issuing misleading information regarding merger negotiations and may be sued if they deny the existence of merger negotiations that are taking place.

24-14. Individual states have become more active monitors of takeover activity.  Some states have adopted various antitakeover and anti-bust-up provisions and formed antitrust agencies that restrict corporate control activities in their states beyond the level of federal regulations.  These laws include supermajority voting, which requires that large majorities approve a takeover and control share provisions that require the approval of target shareholders before a potential acquirer can buy a substantial number of shares in the target firm.  Fair price provisions outlaw two-tiered offers in which shareholders who tender early receive higher prices than those who tender later do.

24-15. The signaling model states that the mode of payment offered by acquiring firms signals inside information to the capital markets.  Managers will finance acquisitions with the cheapest source of capital available.  Financing an acquisition with equity signals to the market that equity is a relatively cheap source of capital because the acquirer’s stock price is overvalued.  The capital market will lower the price of the acquirer upon receiving this information.

24-16. Target firm shareholders receive large wealth gains from the premium received for giving up control of the firm.  On average, common stockholders of acquiring firms experience positive returns in successful tender offers and virtually zero returns in successful mergers.  There are higher returns in cash transactions than in stock transactions, and higher returns in tender offers than in mergers.  Most tender offers are financed with cash and most negotiated mergers are equity financed.  Signaling theory explains why stock returns are lower – issuing equity may be sending a signal that the stock of the acquiring company is overvalued.  The tax hypothesis states that target shareholders must be awarded a capital gains tax premium in cash offers, which are not required in stock offers.  The preemptive bidding hypothesis says acquirers wanting to ward off other potential bidders for a target offer a substantial initial takeover premium in the form of cash.  Empirical studies have found that some nonconvertible bondholders experienced wealth gains in mergers, but these gains are driven by the bonds of acquiring firms in nonconglomerate mergers.  Convertible bond returns are significantly higher than those of nonconvertible bonds.  Increased leverage in a merger causes bondholder wealth losses and certain types of restrictive covenants protect bondholder wealth in mergers.  Both convertible and nonconvertible preferred stockholders have significant wealth gains in nonconglomerate mergers.

24-17. Generally there are excess returns to companies that are spun off from a parent company.  These may occur because the spun off company is generally poorly performing, and literally has nowhere to go except up.  The spin off allows management to be more focused on the core business and allows managerial compensation to be tied specifically to the spun off business, rather than the parent company.  It allows the market to better assess information and value the spun off company since its financial statements are separate from those of the parent company.

Solutions to End of Chapter Problems

24-1.
The pre-offer value of Blazerco is $50 million (1 million shares × $50/share) and Bulldog offered 1.5 shares of its own stock (worth $40/share) as payment, or $60 per share of Blazerco stock.  The initial control premium offered is thus $10/share ($60 offer price – $50 market price) of Blazerco stock a control premium percentage of 20% ($10 premium ÷ $50 initial market price).

When the merger is completed, and Bulldog’s stock price has fallen to $30/share, the value actually received by Blazerco shareholders is only $45/share ($30/share Bulldog stock × 1.5 shares Bulldog for each share Blazerco).  Blazerco will thus actually receive a negative control premium of $5/share or  –10% (–$5 premium ( $50 initial market price), because they receive $45/share for stock worth $50/share at the beginning of the bid.  At that point the total transaction value is $45 million (1 million shares × $45/share).

24-2.
Note: If you are teaching from the first printing of the text you need to note that investors require a 12% return on the retained earnings.  This value was not stated in the problem in the first printing.  We apologize for this oversight and for any inconvenience this may have caused.

First, we calculate the weighted average cost of capital (WACC), which is the required return on the proposed acquisition.

WACC 
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Next, we use the 6.6% WACC to find the present value of the forecast marginal cash flow.

Present Value = 
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  = $18,962,267

Because the present value of the marginal cash flow from the purchase of Geekware of $18,962,267 is less than its $20,000,000 all-cash purchase price, the CEO should not purchase Geekware.

24-3.

a.
First calculate the cost of capital that should be applied to this investment.

Cost of equity: Risk-free rate + [beta × (return on the market – risk-free rate)]

= 7% + [1.1(15% – 7%)] = 7% + 8.8% = 15.8%

Disregarding taxes, Firm A’s weighted average cost of capital (WACC) is:

WACC 
[image: image6.wmf](

=

weight of debt) × rg + (weight of equity) × re
= (.20 × 10%) + (.80 × 15.8%)

= 2% + 12.64% = 14.64%

Maximum price = 
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= $8,722,959+$7,609,001+$6,637,300+$5,989,690+$55,553,548

= $84,312,498

b.
Number of new shares issued at assumed $30/share price:
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 =  2,810,417 shares
Given the assumed unchanged ( after the acquisition, the post-merger stock price is expected to remain at about $30/share. The pre-merger share price of $30 was paid for each $30 of value of the merger, so the post-merger price should remain at this level given there is no change in risk (() from the post-merger shareholder viewpoint.

24-4.
Assume Charger is an all equity firm and plans on remaining so after the merger and that the appropriate discount rate is Charger’s 12% cost of equity. The cash flows and present values are calculated in the following table:

	
	Cash Flow Development ($ in millions)

	
	2003
	2004
	2005
	2006
	2007
	2008
	2009

	Revenues
	$1,626.50
	$1,696.44
	$1,769.39
	$1,845.47
	$1,924.83
	$2,007.59
	$2,087.90

	 – Cost of goods sold
	1.488.10
	1,611.62
	1,680.92
	1,753.20
	1,828.58
	1,907.21
	1,983.50

	Gross profits
	$138.40
	$84.82
	$88.47
	$92.27
	$96.24
	$100.38
	$104.39

	 – SG&A expenses
	41.10
	22.00
	22.44
	22.89
	23.35
	23.81
	24.29

	 – Noncash expense
	7.30
	7.00
	7.00
	7.00
	7.00
	7.00
	7.00

	Operating income
	$90.00
	$55.82
	$59.03
	$62.38
	$65.89
	$69.57
	$73.10

	 – Interest expense
	11.50
	11.50
	11.50
	11.50
	11.50
	11.50
	11.50

	 – Restructuring

expense
	0
	30.00
	15.00
	5.00
	0
	0
	0

	Taxable income
	$78.50
	$14.32
	$32.53
	$45.88
	$54.39
	$58.07
	$61.60

	 – Taxes paid (31%)
	24.30
	4.44
	10.08
	14.22
	16.86
	18.00
	19.10

	Net income
	$54.20
	$9.88
	$22.45
	$31.66
	$37.53
	$40.07
	$42.50

	Free cash flow*
	73.00
	58.38
	55.95
	55.16
	56.03
	58.57
	61.00

	 + Value after 2009
	
	
	
	
	
	762.50
	**

	Cash flows
	
	$58.38
	$55.95
	$55.16
	$56.03
	$821.07
	

	
	
	
	
	
	
	
	

	PV of Cash flows

@ 12%
	$637.50
	
	
	
	
	
	

	 – Debt
	$150.00 
	
	
	
	
	
	

	Equity value
	$487.50
	
	
	
	
	
	


Charger will offer a takeover premium of 20% over current market capitalization = 1.20 × $315.70 = $378.84 million.  Based on the calculations in the table above, the firm is worth $487.50 million, which exceeds Charger’s offer price of $387.84 million by $108.66 million. Clearly,  Charger should pursue the acquisition of Sparks. 

24-5.
The assets have a market value of net assets is $295.60 million.  If the firm is purchased for $378.84, the goodwill is $378.84 million – $295.60 million = $83.24 million.

24-6.
Note: If you are using the first printing of the text, you need to note that the Free cash flow values shown in the final line of the table at the top of page 881 are incorrect. The correct values for each of he years 2006 through 2010 are as follows:

	
	2006
	2007
	2008
	2008
	2010

	Free cash flow
	$54.1
	$54.0
	$55.6
	$57.4
	$59.0


These values were calculated by applying the following equation for each year using the relevant values from the table:

Free cash flow = Operating profit – Taxes paid + Noncash expense

To find the horizon value beyond year 5 (i.e., 2010) we estimate the free cash flow in 2011 as:

FCF2011= $59.0 × (1.03) = 60.77
Applying the constant growth model we find the value of the firm from 2011 to infinity measured at the end of 2010:

P2010= 
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Discounting back to today (the beginning of 2006) at the 12% rate we get:

Horizon Value = 
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The present value of the free cash flows from 2006 through 2010 are calculated below:
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The current value of the subsidiary is the sum of the horizon value and the present value of the cash flows from 2006 – 2010.


Horizon value
$383.14


+ PVCF2006-2010
200.88


Current Value of Subsid.
$584.02
Equity Value = $584.02 – $175.00 = $409.02

Net Asset Value = $612.5 – $175.00 = $437.50

The current value of goodwill is now negative


Equity value
$409.02


– Net Asset Value
437.50


Goodwill
$28.48

This result suggests that all of the goodwill of $83.24 million is impaired and must be written off against earnings because the goodwill currently has a value of $–28.48.




*	Operating income – Taxes + Noncash expenses; assumes no investment required in fixed and current assets and 4% growth


**	$61.00 / (.12 – .04) = $61.00/.08 = $762.50
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