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Chapter 1

Introduction

1.1 Introduction
In the 1980s we have seen a large number of corporate control transactions, both in the
United States and Europe. These transactions, referred to as takeovers if at least two

different management teams are involved, were not only large in number, but the average

amount of money involved per single transaction was enormously too. Such transfers of

corporate control, the latter broadly defined as the rights to determine management of

corporate resources,1 made many people aware of several important facts, some of which

were already longer existing.
First, the separation of ownership and control in firms could lead to severe agency con-

flicts between the manager and his principals, the shareholders. Hence, the introduction

of useful disciplinary mechanisms was needed. As it turned out then, the stockmarket.

in general and more specifically the shareholders themselves could function as a very
effective discipline on managerial behavior, no matter how large the underlying firm.
The idea was simple: if the shareholders face collective action problems in correcting a
badly functioning management team, a bidder may come in and buy a controlling stake

in the firm, that is, acquire the control rights of the firm. Next, the bidder would install
a better way of using the target's resources, leading to higher payoffs per share. There-

fore, this bidder would be able to bid more for the target's shares than their existing
market value. Hence, the only thing target shareholders have to do is to evaluate the
sufficiency of the bid price.  If high enough, they can simply correct their incumbent

manager by selling out to the bidder. A large number of such potential bidders would

indeed guarantee a powerful disciplining force.

Second, a target firm's size was no longer a problem for this kind of corporate dis-
ciplining. Since everybody could observe that successful bidders did a good job, after

1 See, for example, Jensen and Ruback (1983) and Fama and Jensen (1983a,b) for more detailed defi-

nitions.  At this point, the elaboration of these rights, as the rights to hire, fire, and set the compensation

of top-level managers, will do.
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acquiring their targets, most investors were willing to lend bidding firms (sometimes
even individuals) huge amounts of money to finance their takeover attempts. This was a
Significant. change, since most manager-shareholder conflicts seemed to be concentrated
in the larger sized firms. In these corporations. the separation between ownership and
control tended to be extreme; the corporate control rights. ultimately in the hands of the
board of directors, were actually delegated to corporate managers, since the large and
broad set of corporate activities required the knowledge and daily availability of experts.
As a consequence, control of these experts became a difficult task for the directors, a
large demand arose for other control mechanisms than the board itself. But, sharehold-
ers (the ultimate owners of the firm) were even farther away from the daily business of
their firm. Hence, the control issue seemed to get unsolvable, until bidders showed up
not afraid of buying a very large firm. After their initial successes, investors realized the
economic function of these bidders and were willing to support them. Next, the individ-
ual shareholder problem of exercising effective control was solved: the stockmarket as a
whole could perform the job pretty well.

Third, the previous observation that the stockmarket as a whole could exert effective
control over incumbent managers, whereas individual shareholders were unable to, re-
stored the power balance between managers and shareholders in favor of the last ones.
The shareholders had lost their grip on firms and their managers during the 1950s and
1960s when firms grew larger and larger. At first, this growth was necessary to attain
profitable economies of scale, as the latest technologies made mass production possible.
Later on, however, growth seemed to become an objective by itself, in a world where
managers could engage in all kinds of diversifying activities without being corrected by
their shareholders. According to many authors around that time, managers were able
to maximize their own goals, mostly leading to larger firms.2 It is not surprising that in
these decades many conglomerates were built. Nowadays, it is not fully clear whether
the incumbent managers went too far in their pursuit of firm size that even specialized
investors could observe that their interests were not fully served. or whether the intro-
duction of financial innovations made some shareholders aware of new opportunities to
become really active. Probably both reasons, though, have contributed to the emergence
of the previous bidders, trying to re-control corporate resources. This powerful increase
of the stockmarket's role, not only a place to invest, but from that time onwards a dis-
ciplining tool too, put the shareholders and their interests closer to the managers' or
even ahead of them.  They were the ultimate owners of the firms, and, hence, their goals
and only their goals had to be optimized. As a result, many firms changed their atti-
tude: shareholder wealth maximization became the new message. This attitude change
had large consequences: firms reorganized their activities, divested units, acquired other
units, and, above all, were eagerly looking for new opportunities to please their owners.
Therefore, many of the large corporate control transactions did not only cover disci-

2See, for example, Baumol (1962) and Marris (1964).
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plinary takeovers, but other types too: those aiming for the development of valuable

synergies. We could summarize this fact as the start of a period, where the shareholders

are reigning, putting the former managerial emperors back in their old position as normal

citizens.3

Fourth, and finally, this new central position for the shareholders could have some

adverse effects too, as, logically, especially claimed by the managers. Since most firms

outlive their shareholders, long-term goals of a firm could be endangered by strong share-

holder control, was the main content of their complaints. In addition, hostile takeover

activities became heavily disputed, being a typical example of the culmination of poten-

tially opposite interests of the parties involved. Managers claimed that they were doing

a good job for the total economy and that such bidding activities lacked any economic

contents, but were mainly financially driven. This, mostly short-term, behavior could

never be in the long-term interests of the firms' shareholders. Hence, they t.ried to defend

against the grown power of the stockmarket. An important question here, of course, is

whether this defense was meant to protect their own positions and to regain any lost

grounds or to protect their firms against the greed of some bidders, sometimes even re-

ferred to as corporate raiders. No matter what the answer to this question might be, its

mere existence has put the concept of takeover barriers into the spotlights. Hence. a last

important fact, following from the large scale corporate control transfers in the 198Os,

was the stronger attention for defensive techniques, leading to the invention of several

new types of corporate defenses. This brings us to the main subject of this thesis.

1.2    Description of research question

This thesis focuses on takeover barriers, both in general and some specific types more

in particular. As stated above, takeover barriers play an important role in corporate
control battles; however, some barriers are adopted for an unspecified amount of time.
implying that their influence extends to more issues than such battles.  On a daily

business level, barriers affect the relationship between the incumbent manager and his

shareholders, this could lead both to an aggravation of their underlying conflicts and to

a result in their mutual benefits. Hence, barriers can be crucial for a firm's behavior.

In addition, some defensive measures are closely related to other important economic

and financial decisions within a firm. For example, capital structure choices can have

defensive reasons and the decision to issue specific types of equity can have defensive

motivations. To summarize, takeover barriers are far more important than one would

say at a first view. Therefore, the main research question is best described as:

What are the economic roles of takeover barriers f

3Although this trend of a shift in corporate focus clearly started in the U.S., it reached Europe

shortly afterwards.
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This main subject can be made more explicit by considering its three most fundamental
elennents:

• why are takeover barriers adopted?

• how are takeover barriers used?

• what are the effects of takeovers barriers?

Note that these three elements are strongly related. The first question tries to figure
out possible reasons  for the existence of barriers. Resulting  from such reasons  is  a
specific choice, being the best alternative to fulfill the underlying needs. This choice is
connected to the second question, since the functioning of a certain barrier determines its
effectiveness. Next, an adopting firm expects to achieve some goals ultimately, hence, the
effects of takeover barriers are also dependent on the first two questions. Furthermore,
the third question involves other, less firm specific, consequences too; the role of takeover
barriers within the total economy will also be considered.

The type of analysis will be economic; that is, we will proceed in a way to consider
the behavior of individual economic actors and the total result of their actions in some
specifically chosen institutional environments.4 Put differently, we are not concerned
about typical legal aspects of takeover barriers or about historical issues such as how some
takeover barriers evolved during time.  The aim is simply to get a better understanding of
some day to day situations in a society, as far as their economic aspects are concerned.
This does not mean, however, that the results of the analysis do not have normative
implications for important topics regarding takeover barriers, like regulation. On the
contrary, at several places in the thesis policy recommendations follow from the analysis,
both on a firm level and on a more general level.  The most important implications will be
reviewed in the last chapter, in an attempt to summarize the main elements of the thesis.
Before that point, though, we will try to answer the main research question and its three
components. This will be done systematically, as shown in the next section, where we
will sketch the contents of the coming chapters and their individual contribution to the
total analysis of the research subject.

1.3 Overview of the thesis

Before going into more detail on the roles of takeover barriers, we first have to know
what takeover barriers are and how they function. Therefore, an initial description of
existing defensive techniques and their crucial elements will be given in Chapter 2. This
chapter classifies barriers in a way useful for the analysis in the next chapters. We will
distinguish pre-offer versus post-offer barriers and active versus passive types. Note that

4 Hence, it would be better to speak of a microeconomic analysis, but anyway.
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these are just descriptive ways to differentiate among defensive measures, they are based

on observable features. The classification will be used throughout the thesis. Next, the
chapter gives an overview of the relevant effects of takeover barriers, as known from
the abundant amount of empirical research in this field.  At that point, we are able to
assess the contribution of takeover barriers to the goal of a firm, that is, maximization
of shareholder wealth. As a result, takeover barriers can be referred to as good, bad, or

ugly; a classification based on their economic effects. Although the chosen institutional
setting is that of the U.S., as in most well-known finance literature, the chapter finally

considers the most important takeover barriers in The Netherlands too and shows their
close resemblance to the general U.S. types. Summarizing, both the second and third
element of the research question will be dealt with in this chapter.

Chapter 3 provides useful insights of takeover theories. The underlying idea for this
chapter is twofold. First, a good understanding of the reasons for takeover barriers
requires at least some initial knowledge of takeover motives. After all, takeover barriers

play an important role in (hostile) takeover processes. That is, defensive measures are

more than just reactions to hostile takeover attempts. Second, the chosen classification of
takeover theories enables us to discuss the social desirability of takeover barriers.  As will
be seen in this chapter not all types of takeovers are beneficial from a social perspective:

that is, some types do not increase or even decrease total wealth, where the latter refers

to the sum of all involved parties' wealth.5 Hence, takeovers can be either labeled wealth
increasing or purely wealth redistributing, where the last types do not improve total
wealth. The reasons for wealth redistributing takeovers  may be several; a prominent  one
is a manager-shareholder conflict within the bidding firm. Logically, they are supported

(and often initiated) by the parties ultimately gaining wealth. As far as takeover barriers

are concerned, this differentiation of takeover types is relevant: barriers used to prevent
costly takeover types, not improving total wealth, have a powerful economic function.
Unfortunately, though, it is not always clear from the initiation of a takeover attempt

onwards, whether the targeted restructurings will be beneficial for total wealth. This
makes an ex-ante judgment of takeover barriers more difficult. Nevertheless, Chapter 3
allows a discussion regarding the role of takeover barriers within the economy as a whole;
the first and third element of the research question will be the focus.

Next, Chapter 4 summarizes the main models put forward in the literature to explain

the role of takeover barriers. These models can best be referred to as possibility theo-
rems, since all of them try to come up with a potential economic rationale for takeover
resistance. However, they do not imply that a suggested rationale has a broad overall
explanatory power; in most models, the final results depend upon the chosen assump-

tions and the specific set-up. If these restrictions are not too severe and quite plausible
in daily practice, such possibility theorems do give us food for thought. In addition,

SNote the difTerence with the previously mentioned private objeclive of a firm: inaximization of its
shareholders' wealth. The social measure, total wealth, includes more parties, such as shareholders of
other firms, the firm's employees, other securityholders, and consumers.
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this approach of dealing with economic problems is often very clarifying in the sense
that the structure of the model and its line of reasoning have to be very explicit. As a
consequence, an overview of models enables the interested reader to get a good idea of
the crucial aspects of the topic under consideration. One could say that this chapter is a
prelude to the next chapters; it specifies existing economic roles of takeover barriers. As
such it deals with the first element of the research question and also provides the reader
with a useful framework before proceeding to the three economic models in this thesis, in
Chapters 5 to 7. At the same time, the model overview is presented in a way consistent
with the contents of the former chapters. That is, it is classified in the same manner as
the takeover barriers in Chapter 2: models on passive barriers, on active pre-offer types,
and on active post-offer ones.

Chapter 5 analyzes the potential use of takeover barriers as signaling mechanisms.
The idea is that the adoption of anti-takeover measures could lead to a higher valuation
of the firm's shares on the stockmarket.  In a market with asymmetrically informed
participants, more explicitly, if insiders have better information than outsiders, it might
be possible in this way for undervalued firms to raise their firm value. The overvalued firm
types are not always willing to imitate the adoption decision, since their resulting gains
are smaller than for the undervalued firms. This is caused by the fact that the adoption
of the measure leads to a decrease in the probability of a successful takeover attempt.
Hence, the gain of misvaluation for the overvalued firm only occurs in a situation with
a strictly smaller probability than for the case in which the undervalued firms gain
by preventing the same amount of misvaluation. As a result, although the amount of
misvaluation is equal for both types of firms, their expected gains will differ. In addition,
the model does not operate through a difference in the costs of the signal; these, the
decrease in the expected takeover premium, are equal for both firm types. The main
implications of the model concern first the share price reactions of adopting firms and
second the further share price changes if the takeover attempt really occurs. Considered
within the total framework of reasons for takeover barriers, this model provides another
economic role for active pre-offer barriers. They can be beneficial for target shareholders
even if they lead to a decrease in the expected takeover premium.

Chapter 6 considers the interaction between corporate finance and corporate control
when choosing for a certain security voting structure. Using an incomplete contracts
approach, this chapter describes that the optimal type of equity, to be issued by a firm
when taken public, is crucially dependent upon the specific circumstances. The starting
point for the analysis is an explicitly wealth constrained entrepreneur with the idea for
a profitable project. Due to the initial investment for the project, the entrepreneur has
to look for outside financing opportunities. His alternatives are non-voting equity and
voting equity. If the entrepreneur is planning to sell his whole venture, if possible, he
would like to issue those securities maximizing the issue proceeds. The choice for the one
share-one vote type of share is now optimal in most situations, as will be explained in
Section 4.4.3. However, this outcome will change if the entrepreneur's presence is crucial
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for the project; i.e., if he can not simply sell it without remaining involved. In this case,
two variables play an important role in the decision which equity types to issue: (i) the
entrepreneur's private benefits, and (ii) the shareholders' benefits. It can now be shown
that non-voting equity is optimal under certain conditions, while voting equity is in other
circumstances. The idea is that both parties (the entrepreneur and the shareholders)
also agree upon a compensation schedule for the entrepreneur. In the case of non-voting
equity, this schedule can be used by the shareholders to influence the entrepreneur's
actions safeguarding their initial investments.  If the issued equity type is the simple
voting equity (one share-one vote), the compensation mechanism is important for the
entrepreneur to be able to convince his shareholders that certain actions should be taken.
This so-called bribing is needed to arrive at the first-best solution. By including two wage
components in the compensation agreement, both a constant and one proportional to
the project's final payoff, it will be shown that voting equity can be optimal under a
broad range of possible parameter values.  As a result, this model shows that different
types of equity can be optimal. Hence, it might open the way for efficient deviations of
the one share-one vote rule in certain firms.

Chapter 7 takes another look at the ownership structure of a firm.  It does not consider
the trade-off between non-voting and voting equity, but simply assumes a general one-
share-one-vote rule. Instead, it models the degree of concentration within the ownership

structure of a target firm as a potential takeover barrier. No matter what type of
shareholders are involved, the simple facts that they are finite in number and all together
own a strictly finite number of shares imply that they can influence the outcome of an
offer and even its mere initiation.  The idea here is that larger shareholders have a stronger
incentive to tender part of their shareholdings to a bidder with strictly synergistic plans.

This is due to the larger probability that such shareholders will be pivotal with respect
to the bid's outcome. In case one target shareholder is determining the outcome of a
profitable offer, he will of course tender just enough shares to make the bid successful,
since this will always guarantee him a higher payoff. Note that such a pivotal shareholder
is even willing to tender these shares, making the bid a success, for a price equal to their
ex-ante market value; that is, no takeover premium is needed. Therefore, the bidder is
able to gain a strictly positive expected surplus from the takeover attempt, even without
an initial toehold in the target's equity. Hence, costly takeover attempts are made
possible now. However, each type of ownership structure influences the magnitude of
the bidder's expected surplus, implying that a defensive change in the equity structure
involves a smaller surplus. In this way, the ownership structure functions as a takeover
barrier by affecting the probability of a takeover attempt. Furthermore, it has an impact
on the probability of success after an attempt has been announced and on the bid price
per share, as offered by the bidder. To conclude, the model provides a way to interpret
how an ownership structure might affect a takeover process. This strategic use has
relevant implications for a firm's choice of its specific ownership structure.

Summarizing the former three economic models, they explain economic roles for
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takeover barriers, not yet (fully) considered in the literature. The first model suggests
an explanation for some traditional barrier types: they could signal undervaluation of
the firm's shares in an attempt to prevent a (potential) bidder from buying the shares
at a too low price. The second and third model deal with modern barriers. Both the
ratio of non-voting versus voting shares and the distribution of shares over all sharehold-
ers may influence takeover processes. These modern control instruments undoubtedly
will become more important in daily practice: both managers and investors will realize
their consequences and evaluate their potentials beyond the already existing, traditional,
takeover barriers.

Finally, Chapter 8 provides a summary of the main elements in the thesis. The main
ideas, most important results, and potential implications will be put together once more,
in an attempt to overview the thesis and to stress its main contributions to the existing
literature. At the end, we will shortly mention some interesting lines for future research
in the field of corporate governance and control.

1.4  Contributions to the literature
This thesis contains several contributions to the literature on both takeovers and takeover
barriers. First, Chapter 2 proposes a useful classification of takeover barriers, distinguish-
ing passive, active ex-ante. and active ex-post types. Since the role of takeover barriers is
crucially dependent upon both managerial involvement and the timing of their adoption,
this classification provides some interesting insights. Furthermore, the suggested decom-
position of shareholder value in three components allows a clear view on potential effects
of takeover barriers on shareholder wealth. Chapter 3 gives an overview of potential rea-
sons for takeovers. By emphasizing the notion that takeovers are either creating wealth
or merely redistributing it, we are able to link this overview with the desirability of
takeover barriers. Chapter 4 gives an overview of the most important economic analyses
of takeover barriers. As such, it provides us with an insight into the crucial elements of
takeover barriers. In addition, it functions as an introduction to the analyses in Chapters
5 through 7. However, its main contribution to the literature is more specific; first, it
characterizes the precise influence of an initial toehold for the bidder in a set-up with a
finite number of shareholders, and, second, it shows an inconsistency in the analysis of

Bebchuk (1989). The initial toehold for the bidder is very powerful in the sense that a
small toehold can significantly increase the likelihood of a successful takeover attempt.

Whereas Chapters 2 to 4 contain several overview elements, Chapters 5 to 7 are inde-
pendent economic analyses of potential roles for takeover barriers. Chapter 5 explains a
new role for some active ex-ante takeover barriers: they could signal undervaluation of
the adopting firm's shares. Chapter 6 shows the crucial role of managerial compensation
schedules when choosing a specific type of equity financing for an entrepreneurial firm
type. The specific equity choice involves takeover aspects, in the sense that it implies
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specific forms of corporate control. The security voting set-up is a typical example of an
active ex-ante takeover barrier. Finally, Chapter 7 provides a detailed look of the poten-
tial influence of the target's ownership structure on the expec.ted profit of the bidder.  As

it turns out, the degree of concentration in this ownership plays a crucial role. Hence.
Chapter 7 discusses a passive takeover barrier.

1.5 Important terminology

This section is meant to introduce the most important terminology as used in the litera-
ture on takeovers. In addition, we will shortly describe the main economic actors in the
takeover models.

All types of corporate control transactions involving at least two executive teams (i.e.,
top-managers and directors; both may be represented by the same persons) and at least

all assets of one firm will be referred to as takeovers.6 A corporate control transaction
is here defined as the exchange of the rights to determine management over a firm:s

resources; in a takeover, this requires a transfer of voting shares, giving the buyer the
opportunity to use these rights exclusively. Put differently, the buyer has to acquire

voting control over the target, this involves a majority of the voting shares.7  In such
transactions, the buyer of corporate control is normally called the bidder and the seller
the target.8

A more detailed classification of takeovers is sometimes useful. Mergers are those
types of takeovers where two formerly independent firms get together in forming a new
type of business.  That is, the old firms disappear as independent units and the single

resulting firm is the newly merged unit. Usually, the new firm issues shares and offers
the shareholders of its former units an exchange of these new shares for their old shares.
These exchanges might also involve some cash. The consequence of a merger is that. new
shares get an official listing, whereas the two old ones get delisted. Note that the terms

bidder and target might be somewhat confusing here, in fact, the newly merged unit is
the bidder (it acquires corporate control over the two, formerly separate, units) and the
old firms are the targets.

Takeovers, in which at least one of the cooperating firm's shares remain listed, are
called tender offers. Although this name actually refers to the method through which
a takeover is executed, it is also used for the involved takeover activity as a broader
concept. In a tender offer, the ultimate goal is that the already existing bidder acquires

6Note that the last condition implies that a transfer of control, concerning only a subset of assets. is
not defined as a takeover. Other names, like divestiture, are used for this type transactions.

7Usually the majority rule is set at 50 %, however, sometimes even higher. The former is referred to
as a simple majority and the latter as a supermajority.

8To simplify matters, we will only discuss takeovers with exactly two involved executive teams.

However, in what follows exactly the same applies to takeovers with more than two parties.
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control over the target firm.9 This bidder, the share buying party, may either be a
group of investors not backed with any kind of physical assets or another firm. The
main difference with a merger is that one of the participating firms remains; that is, the
target stays independent if control is bought by a group of investors or it will become
part of the buying bidder firm. As a result, at most one type of shares can get delisted.
Furthermore, a tender offer is directed towards the target firm's shareholders, whereas a
merger is initially directed to the other firm's management team.10 Therefore, a tender
offer might result if the incumbent manager of the target firm has opposed earlier merger
attempts. Tender offers can be either hostile or friendly. depending upon the support of
the manager of the target firm, whereas mergers are friendly by definition. In general,
the announced bid price in a tender offer can involve cash, bidding firm shares, or both.
The final result is called successful if the bidder acquires voting control over the target
firm and unsuccessful otherwise. 11

Finally, those corporate control transactions in which the target is acquired by a

(small) group of investors, leading to delisting of its shares, are called buyouts. Hence,
just one firm is involved in buyouts. In case the buying party includes incumbent man-
agers of the target, the transaction is referred to as a management buyout. Similarly,
if huge amounts of debt are used to finance the transaction, a leveraged buyout results.
The main difference between buyouts and tender offers with only one firm involved is
that the former lead to a delisting of the target's shares, whereas these shares remain
listed in the latter.

The standard process for a takeover attempt is as follows. One or both management
teams get the idea to join their activities, potentially leading to extra payoffs. In case
both management teams and the boards of directors agree on the plans and the financial
terms of the cooperation, they might decide for a merger or a friendly tender offer.
Normally, two firms of about equal size will opt for a merger by creating a new (holding)
type of firm.  In case one firm is far larger than the other, a tender offer is more frequently
seen. Note, however, that this is rather a rule of thumb than a general standard. If the
other management team opposes the plans, just as its board of directors, then a tender
offer might still result. The idea is that the shareholders of the target firm ultimately
have to decide on the plans, since they are the owners of the firm.  Here, we have a
hostile takeover attempt. To summarize, friendly deals are negotiated both with the
other manager and the corresponding board of directors by definition.

A tender offer is a general technique through which the bidder tries to obtain target
shares. There are several types of tender offers.  All of them have to specify the12

9 Hence, these transactions are also sometimes referred to as acquisitions.
10 In a later stage, mergers also involve target shareholders, since they have to exchange their shares.
11 Note that  this does not imply that all target shares have  to be transferred  to the bidder.  Some

target shares might remain outstanding after a successful tender offer attempt, since only a transfer of
a voting share (super)majority is needed.

12Note that we here discuss a tender offer as a means for a takeover, not as a takeover Npe
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minimum and maximum number of shares looked for in addition to the bidder's intention
for the non-tendered and non-accepted shares. If the minimum number of required13

target shares is strictly positive, the offer is called conditional. Hence, a conditional
tender offer will only accept tendered shares if their total exceeds the stated minimum
number. Most frequently. a conditional offer to achieve a takeover requires a minimum
amount of shares enough to acquire voting control in the target firm. Therefore, many

takeover attempts will be executed through conditional bids.  If the offer does not specify

a minimum amount of shares, it is called unconditional. Such offers accept all tendered

shares up to the possibly prespecified maximum number. Inclusion of such a maximum

amount makes the offer restricted. Hence, an unrestricted and unconditional bid, or
shortly an any-and-all offer, accepts all shares tendered, no matter how many.  If a
conditional offer is unrestricted from above, it is called an any-or-all offer: that is, the
name refers to the fact that either none or all shares are accepted by the bidder. 14

In case of restricted offers, we can further distinguish between partial offers and

two-tier offers. Both types explicitly specify an upper bound on the number of accepted

shares, whereas they can be conditional too. The partial offer, however, does not disclose

the intention of the bidder to acquire potentially remaining shares at a later stage. The
two-tier offer does; it explicitly announces that remaining shares will be bid for in a
so-called follow-up merger if its initial conditions are met. The first part of a two-tier
offer is called the front-end as opposed to the back-end. Similarly, the front-end value

of a two-tier bid is the offer price for the first part of the target shares. Whereas most

front-ends are paid in cash, the back-end might be either financed in cash or securities.

Finally, a two-tier bid is called front-end loaded if the bid price for the first part is
strictly larger than the back-end price. This procedure enables the bidder to confront
the target shareholders with a prisoner's dilemma, since all individual shareholders want
to avoid the unattractive back-end and will, hence, tender all their shares in the front-
end, although a better solution for them would be to cooperate and hold out, waiting
for a higher offer.15

The main actors in takeover models are the target management team, the target

shareholders, and the bidder. Note that we generally do not differentiate between the
manager and the shareholders of the bidding firm. We will assume that they act as one
unit with the same interests, although it is straightforward that this is a simplification.
It  allows  us to concentrate on the, reactions  of the target in response  to an announced

takeover attempt; the bidder's attempt is supposed to be optimal with regard to the
bidder's objectives, whatever they may be.16 The target shareholders are considered

13There are many other informational requirements too, but they will be dealt with later on.
14If the number of tendered shares is larger than the maximum, there will be pro-rationing  This

means that the same portion of shares is accepted from each tendering shareholder.
15 For more details on tender offer types, see Comment and Jarrell (1987). For a closer look at the

bidder's intention of front-end loading, see Section 4.3.3.
16This focus on target reactions is understandable, given the fact that most takeover barriers are used
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as a separate group of actors, since they are crucial for the outcome of tender offers.
Management of the target firm is assumed to be in the hands of one person, the target
manager. or incumbent, also referred to as M, whereas the bidder, or raider, is called
R.17 Furthermore, it is convenient to assume that the target manager is a man and
the  raider a woman; this enables  us  to  use the words   "he"   and "she". Finally,  the
target shareholders are often abbreviated as SU, they are considered to be male too.
The board of directors of the target firm is assumed to be on par with its incumbent
manager, unless explicitly stated otherwise. That is, we generally do not consider agency
problems between M and the board of directors: they act as one unit.18 If not, better
disciplining by the board could be a solution for inefficient target management too, just
as takeovers.

by (future) target firms. Chapter 3 will discuss examples, where the interests of bidder shareholders and
their manager's diverge, leading to manager-shareholder conflicts. In such set-ups. takeover attempts
can be a manifestation of this agency problem instead of being the solution to a similar problem in the
target. Hence, better control of bidder management is needed in these examples. Takeover barriers to
protect (future) targets from such bidders do not seem a logical solution here. For more details, see
Chapter 3.

17 Even for friendly bids, we will use the word raider, although this is not common in the popular
press.

18Note that, as a consequence, the incumbent manager and the directors of the target may be referred
to as the insiders, although board members can be recruited from outside the firm. In case one does
consider agency problems between M and his directors, the difference between inside and outside board
members is crucial. Outsiders are now assumed to pursue other goals than M, whereas insiders support
M.



Chapter 2

Takeover barriers

2.1 Introduction
This chapter gives an overview of the most frequently observed takeover barriers.  We will
focus on the situation in the U.S., as usual in the (international) literature.1 However,
most takeover barriers common in countries outside the U.S. closely resemble the ones

described here. Hence, our focus is not too restrictive and we may refer to the U.S.
barriers as the standard ones. The international similarity of barriers is confirmed in the
last section of the chapter, where a closer look at the typical situation in The Netherlands
will highlight the most important takeover barriers in that country and their comparison

to American counterparts. The Dutch barriers will be described into more detail with
regard to their functioning, just as is done for the standard (American) barriers at an
earlier stage.

Section 2.2 first proposes a classification of takeover barriers, as will be used through-
out the thesis. There are several ways to classify takeover barriers, each one of them
suited for a particular goal.  For the purpose of this thesis, two of them are especially
appealing. First, the role of the incumbent manager M in adopting barriers is relevant.
If M has to be actively involved to set up a barrier, we will refer to it as an active
takeover barrier. If not, the barrier is called passive. Second, barriers can either be
erected to make all possible future takeover atteinpts more difficult or to impede a spe-

cific attempt, as announced by a certain bidder; that is, takeover barriers are adopted
before an offer is outstanding or after a specific one has been announced. They will be
referred to as ex-ante and ex-post barriers, respectively. Combining these two criteria,
we get a useful classification.  Next, the most common methods of defense and their
specific way of functioning are described per barrier type. Note that this is just meant
as a short introduction. The more interesting roles of takeover barriers will be explained

into more detail in Chapter 4.
Section 2.3 examines the general effects of takeover barriers on the shareholder value

'Throughout the entire thesis this will be the case.
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of the adopting firm.  The idea is that a meaningful assessment of barrier rationales
requires a closer look at their actual consequences first.2 Before going into empirical
detail per barrier type, this section derives three main effects takeover barriers could
have, using a specific expression for the market value of equity. These three main effects
give an initial idea of potential rationales for takeover barriers. Furthermore, we will
review the two competing hypotheses regarding a barrier's overall effect on shareholder
value, that is, the managerial entrenchment versus the shareholder interests hypothesis.
Finally, three types of takeover barriers will be distinguished, based on their effects on
shareholder value; we will refer to them as good, bad, or ugly barriers.

Section 2.4 provides an overview of the abundant amount of empirical evidence per
specific takeover barrier type. It particularly tries to review the most important results,
using the same classification as in Section 2.2. Besides being an ultimate test for one or
more economic theories, an empirical study is often also intriguing in the sense that it
reveals some (unknown) aspects of real economic life. This might lead to new questions
and, hence, to new research ideas. Therefore, this type of study does enhance our
understanding of economic phenomena. In addition, it implies that a study concerning
takeover barriers should start with providing their most important empirical details.

Section 2.5 presents an overview of the chapter, in an attempt to capture its main
ideas once more and to describe its input for the next chapters.

Finally, as already said, Section 2.6 considers the typical hurdles on the takeover
playing field in The Netherlands.

2.2 Takeover barriers: their functioning
2.2.1 Introduction
What is a takeover barrier? According to Ruback (1988a, p. 49), 'takeover defenses
include all actions by managers to resist having their firms being acquired.' However,
this definition is too strict, since it would imply that several provisions of state and
federal law, which do raise barriers to takeovers. are not considered to be takeover
barriers. Therefore, it might be better to use the definition of Malatesta (1993), stating
that takeover barriers are all kinds of impediments to corporate acquisitions. Within the
total set of impediments, one might then distinguish active and passive barrier types, in
order to incorporate the definition of Ruback. Active barrier types require managerial
action of the firm under consideration, whereas passive types just happen to be there.
We will refer to the active types as takeover defenses, stressing the active involvement
idea of the word defense. Note that the definition of Ruback fits into this terminology.

2At this point the role of an economic analysis becomes clear; it conjectures possibilities as to why
certain events occur or why specific actions are observed. Hence, it should be ultimately based upon
actual observations.
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As the separation of ownership and control plays a crucial role in most takeover pro-

cesses, it makes sense to distinguish takeover barriers on the basis of managerial involve-

ment. Passive takeover barriers are far more independent on managerial behavior than
active types, and, hence, they will most likely have another influence on the relationship
between M and his shareholders. In addition, their actual use in a takeover process is,

by definition, the result of forces outside M's control, at least directly.3 Therefore, it
can be clarifying to consider what these forces are. Finally, the difference between active

and passive types is also important for regulation issues regarding takeovers and their
barriers.4

A second useful classification criterion is based on the timing of the barrier adoption.
Ex-ante barriers are already in place before a takeover attempt is officially announced,
while ex-post barriers are only erected in response to a specific attempt. This difference
is economically relevant. since ex-ante barriers have to be independent of the bidder
type and the speciflc contents of her bid, whereas ex-post ones could (and generally

will) make use of the extra information. This implies, amongst others, that ex-post

barriers can be perfectly tailored towards the exact type of bidder, whereas ex-ante

types will have to be far more general. In addition, the existence of an ex-ante barrier
does not necessarily imply  that  it  will  be  used  when a takeover attempt is announced,
by definition, however, an ex-post measure will. Hence, the timing feature of takeover
barriers (before or after an offer) is important for economic analyses, in particular due
to their different informational implications.

Before continuing on the basis of these two criteria, a short remark regarding a third,
possibly interesting, criterion. It concerns the partitioning of active barriers into those

that require shareholder approval and those that do not. Although this criterion is closely

related to the issue whether takeover barriers are in the interests of the firm's sharehold-

ers, it does not play an important role in most economic models. The underlying idea
is that economists want to analyze particular topics, whether approved by everybody or
not. The fact that barriers (adopted with or without approval) do occur makes them
interesting. After an analysis the approval issue might become important though: for
example, with respect to recommendations for regulation.

Combining the two criteria, we arrive at the following classification of takeover bar-
riers. First, the passive takeover barriers, as caused by the environment in which the
firm operates, are almost by definition ex-ante barrier types. The underlying idea is
that forces in the firm's environment can generally not be expected to interfere with its

3As we will see shortly, M could try to influence passive barriers, although by far not as effective as
in the case of active barriers.

4To underline this importance, consider the ongoing discussions in many countries on takeover reg-
ulation and the central role M plays in these discussions. Since it is reasonable to argue that potential
incerest divergences between M and his shareholders will become clear in takeover situations, an active
role for M has been widely debated for some decades now. See, for example, Easterbrook and Fischel

(1981), Bebchuk (1982), and Gilson (1982) for opposing views, starting this debate.
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business, although exceptions are possible. The two most important passive barriers are
state and federal law provisions, resulting from the legal environment, and the specific
ownership structure of the firm under consideration (a product of its economic environ-
ment). The latter deserves  some more attention. By ownership structure  we  mean  the
exact characterization of the firm's shareholders: that is, how many shares are held by
which shareholders.5 Although this structure certainly can be influenced by M. both
before and after an offer (think, for example, about debt-for-equity exchanges, share
repurchases, issues of new shares to befriended parties, and dual-class recapitalizations),
we will call it a passive barrier in as far as it has resulted from other than corporate
control related forces. Hence, those ownership structure changes that are directly control
based and were clearly initiated by M are logically typified as active barriers. However,
the existing ownership structure, as the outcome of non-control related market forces is
a passive barrier. This subtle difference makes it even more interesting to see how the
existing ownership structure can be a takeover barrier.

Second. we have the active ex-ante takeover barriers. The most important examples
in this category are anti-takeover amendments, dual-class recapitalizations, changes in
the capital and asset structure, and poison pills.

Third, and finally, there are active ex-post takeover barriers. The most frequently
used examples in this class are litigation, changes in the capital and asset structure, and
targeted share repurchases (possibly in combination with standstill agreements).

All three categories are the focus of this thesis. We will start with a more detailed
characterization per specific barrier type in the next sections.

2.2.2 Passive takeover barriers
Federal and state law provisions

Although this barrier type is classified as passive, one could argue that some active
elements could be involved, especially in the case of state laws.  The idea is that M could
decide to change the state of incorporation for his firm in a way to arrive in a more
favorable legal environment.6 Another possibility for activism on M's part could be that
influential firms might try to persuade state authorities to change their anti-takeover
laws, knowing that most states would try to keep the firm's employment within their
borders.7 However. such active aspects of state law are very costly, often difficult to

5 Hence, this is the equity ownership structure.  For the more general purpose of corporate governance,
the debt ownership structure is important too. However, most takeovers apply to target firms in normal
financial conditions, making the usually voteless debt securities far less relevant. See also Section 4.4.3
and Chapter 6.

6See, for example, Dodd and Leftwich (1980),they state that Delaware tried to use its takeover laws
to attract corporations.

7Similar, often nationalistic, arguments feature in discussions on hostile takeovers with foreign
bidders.
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verify, and more the exception than the rule.
Jarrell and Bradley (1980) consider federal and state law regulations into more detail.

On the federal level, the Williams Act of 1968 is very relevant. This Act was passed in

U.S. Congress during the great merger conglomerate wave in second half of the 1960s.

People felt that all investors needed adequate time and information when confronted
with takeover bids. Therefore, the Williams Act contained three major provisions: (i)
bidders are required to disclose important information (e.g., business plans atid sources

of financing), (ii) the tender offer has to remain open for a minimum time period, and

(iii) the bid has to fulfill several anti-fraud requirements. Whereas the second provi-
sion directly impedes the speed of the takeover process, the first and third give a large

number of opportunities for the target firm to engage in litigation, as an ex-post defen-

sive move. Hence, the main goal of the Williams Act was to protect target shareholders,
especially the small ones.  As a result, litigation became more common after 1968 and bid-
ding processes seemed to get more competitive, leading to substantially higher takeover
premia.8 However, although difficult to measure, another consequence might have been
that takeover attempts are less frequently launched since the installment of the act, as
searching for attractive targets became a less profitable business. This effect could even
outweigh the first one, implying that target shareholders are actually worse off after the
Williams Act, in sharp contrast to its main goal.

State law regulation was initially (after 1968) heavily based on the specific elements of
the Williams Act. However, in the 1970s many states passed even more restrictive laws
than the 1968 Act, making takeovers more difficult. As a result, the premia for target
shareholders went farther up. This process reoccurred at the end of the 198Os, when
many states adopted a whole new array of anti-takeover rules, answering the demand
for more protective legislation from many firms. The relatively high incidence of hostile
takeovers in this period led to this intensified demand. The three most common types
of anti-takeover state laws are (Karpoff and Malatesta 1989): (i) control share laws
(limiting the number of voting rights in the hand of a potential bidder), (ii) fair-price
laws (protecting the price minority shareholders of the target can get after a successful
restricted takeover attempt),g and (iii) freeze-out laws (prohibits bidders from acquiring
a significant number of shares in the target firm before approval of the target firm's

directors).
Karpoff and Malatesta distinguish different phases in the historic evolution of state

takeover laws. The so-called first generation anti-takeover state laws are the ones enacted
before the 1982 Supreme Court ruling, that invalidated most, at that time existing,
laws.10 In a response to this ruling, states came up with second generation laws, that
lasted until April 1987, when another important Supreme Court ruling took place.11 The

8The explicit information requirements lowered the investigation costs for competing bidders.
9 For more details, see two-tier offers in Section 4.3.3.

10This ruling involved the takeover case of Edgar versus Mite Corporation.
11This ruling involved the case of CTS Corporation versus Dynamics Corp. of America. The Supreme
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subsequently enacted new state laws belong to the third generation. Its most important
member is the Delaware freeze-out law, adopted in January 1988, since about half of the
exchange-listed firms are incorporated in Delaware.

The target's ownership structure

The exact distribution of all target shares over the total set of shareholders entails
two important consequences for defensive issues. First. the identity of shareholders is
important for their voting and tendering behavior. Roughly classified, there are three
types of shareholders: (i) insiders, (ii) bidding firm related parties, and (iii) independent
outsiders. The first type consists of M and the inside directors, the second type covers R
and her supporters, while the third refers to any remaining, independent, shareholders.
Since M can actively influence the size of the insiders' equity stake, this part of the
ownership structure is an active takeover barrier. However, the other two types of12

shareholders play an important role too and their stakes are far more resulting from
market forces than from M's behavior. Regarding R's stake, its effect is simple, the
more shares R will own, the more likely her takeover attempt will succeed.13 This leaves
the more interesting independent outside shareholders. Their behavior can be defensive
if they object the takeover attempt; underlying reasons could be their disagreement with
R's plans or an insufficient bid price.

Examples of common independent outside shareholders are mutual funds, founda-
tions, and public pension funds. Note that the real independence of institutional in-
vestors is often difficult to assess, their voting behavior is rarely disclosed and their
portfolio managers could follow other goals than solely maximizing the value of their in-
vestments. In addition, some institutions (like banks, insurance companies, and trusts)
may be less likely to oppose M on important topics, due to their mutually beneficial
business relationships. The behavior of employee stock ownership  plan  ( ESOP) execu-
tives is even harder to predict. Nevertheless, the identities of the target shareholders do
matter when it comes to a takeover attempt.

Second, the exact distribution of shares over the independent outsiders is relevant
too, irrespective of M's stake and/or R's toehold. The size of the equity stake per single
outsider is meaningful with respect to two common free-rider problems among share-
holders. On the one hand, there is a problem regarding the monitoring of M's behavior
and an active role in voting procedures. The problem is that each outside shareholder
realizes the externalities of his own behavior. That is, even the larger outsiders realize
that the costs of monitoring and information processing are for their own account, while

Court decision upheld the existing takeover law in Indiana; as a result, many other states adopted
similar laws.

12Therefore, its role will be discussed in Section 2.2.3
13 See, for example, Hirshleifer and Titman (1990) and Chowdhry and Jegadeesh (1994), as described

in Section 4.3.3.
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any benefits accrue to all other shareholders too. Hence, effective monitoring and active
involvement in voting issues are less likely the more dispersed the ownership structure

is.
14

On the other hand, there is the famous free-rider problem of tender offers. It, implies

that smaller shareholders could decide not to tender their shares to R, knowing that
their votes do not determine the success of the offer and that it is more profitable to hold
out. More specifically, the precise distribution of shares determines each shareholder's
estimation of the probability that he might be decisive for the outcome of the offer, t. hat

is, the chance that he will become pivotal. As Grossman and Hart (1980) already

indicated, a very widely dispersed ownership structure of the target firm will make
a profitable takeover attempt by R very difficult, unless she owns an initial toehold.

This idea is further worked out by Bagnoli and Lipman (1988) and Holmstr8m and
Nalebuff (1992). They have shown that outside bidders can gain in takeover attempts

at the expense of pivotal shareholders. Hence, its consequence for the probability that a

single shareholder will become pivotal makes a specific ownership structure a potentially
important takeover barrier. 15

Summarizing, two elements of the target's ownership structure determine its effec-

tiveness as a passive takeover barrier:  (i) the amount of shares held by R and the precise

tendering behavior of the independent outsiders. and (ii) the concentration of ownership.

2.2.3 Active ex-ante takeover barriers
Anti-takeover charter amendments

This set of barriers contains a large group of measures, all influencing the probability
and outcome of a takeover contest. The, highly firm specific, measures operate by for-
mally imposing new conditions into the corporate charter, to be satisfied before changing

managerial control of the firm, whether resulting through a tender offer, a merger, or
replacement of the board of directors. The amendments are almost always proposed

by M himself and usually require majority voting approval of the shareholders.  The

most important ones are: supermajority amendments, fair-price amendments, classified

boards, the authorization of preferred stock, and the reduction of cumulative voting

possibilities. 16

Most state laws require a minimum approval of the shareholders for control transac-

14Note, though, that the level of monitoring is always smaller than socially efficient if there is more
than one shareholder (Shleifer and Vishny 1986b). For more empirical details, see, for example, Jarrell
and Poulsen (1987), Brickley, Lease, and Smith (1988), Agrawal and Mandelker (1990), and Ambrose

and  Megginson  (1992).
15The details of this idea are worked out in Chapter 7, based on the principle of the pivotal shareholder,

as introduced in the two previously mentioned studies.
16For more details  on what follows, see Jarrell and Poulsen  ( 1987)  and J arrell, Brickley, and Netter

(1988).
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tions (i.e., for mergers, consolidations, sales of major assets, and the removal of corporate
directors); this minimum level is usually set at 50 96 of the total number of votes. A su-
permajority amendment increases this threshold to over 50 %, sometimes even up to 95
 .17 Most supermajority requirements are accompanied by so-called lock-in provisions.
These provisions generally protect supermajority rules by requiring a supermajority vote
to change the contents of these rules. Nowadays, the pure supermajority amendment,
as described above, is very rare, due to its inflexible character. Most supermajority
amendments are triggered, either by an action of the board of directors or by the type
of announced takeover bid. This trigger provision enables the board of directors to
effectively negotiate with R, when possible, that is, when the bid is friendly. Such
amendments are said to have a so-called board-out clause.

The fair-price amendment is a special kind of supermajority clause.  Here, the su-
permajority requirement is set very high (normally at 95 %) and, besides a board-out
clause, it contains an additional clause. This extra clause waives the supermajority re-
quirement if R agrees to pay at least a so-called fair price for all outstanding shares
of the firm. Usually, this fair price is defined as the highest price paid by R for any
target shares she has acquired during a specified period. In this way, the target hopes
to prevent two-tier offers, which could force shareholders to tender for a relatively low
price. The idea of such an offer is that R tries to acquire control by first bidding for the
minimum number of shares needed for control, and, if successful, bid for the remaining
shares at a (far) lower premium next. This so-called front-end loading of a two-tier offer
places non-cooperating shareholders in the well-known prisoner's dilemma. Being afraid
of losing the bid premium at the front-end of the bid and ending up in the less prof-
itable back-end, all sma1118 shareholders will tender their shares in the first part, even
though it would have been better for all shareholders to hold out collectively and ask
for the maximal bid premium. To summarize, a fair-price amendment can be waived by
negotiating a friendly offer with the board of directors, by making a uniform (potentially
hostile) offer for all (or almost all) outstanding target shares, or by receiving approval
of the specified supermajority of the target shareholders for the offer. However, the last
possibility will be very rare; moreover, the fair-price amendment is not the best device
to make R negotiate with the board, a normal supermajority amendment will do far
better.

Another anti-takeover amendment is the classified board scheme. This provision clas-
sifies or staggers the members of the board of directors into several groups (mostly three),
such that only the members of one group at a time can be elected. Since most board
elections occur only once a year, this amendment implies that a majority shareholder has
to wait at least one year before he can effectively control the composition of the board,

17Note that the latter allows a single shareholder, owning only 5 % of the total number of votes, to
veto all kinds of issues.  In case this shareholder happens to be M, he can block all takeover attempts.

18In fact, "non-pivotal" is the correct adjective here. Section 4.3.4 will provide specific details on this
Issue.
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and, hence, the target firm. 19 Therefore, the amendment is mainly effective, due to its
threat of delay for a successful bidder. As most other charter amendments, this rule is
often accompanied by a lock-in provision.

The authorization of preferred stock is a charter amendment that allows the board of

directors to establish voting, dividend. conversion, and other rights of preferred stock that
the firm might issue in the future. Although this amendment was originally intended to
provide the board with enough flexibility concerning the financing of activities. it might

also be used to defend against a hostile bidder.  That is, the board could decide, faced with

a hostile bid, to issue preferred shares to friendly parties, where these shares could even

have superior voting rights. Sometimes, such issues of preferred shares are combined

with another takeover defense, the very powerful poison pill.20 The authorization of
preferred stock effectively forces R to negotiate a deal with the board of directors.

Finally, the amendment reducing the possibility of cumulative voting for director

positions is worthwhile mentioning. The idea is that cumulative voting creates the

opportunity for minority shareholders to obtain their own representatives on the board

of directors, even if these candidates are opposed by the majority of the shareholders.

As Bhagat and Brickley (1984) state, cumulative voting enables each voting shareholder

to cast as many votes as there are directors to be elected for. Hence, all these votes

could be given to the same candidate, whereas normal voting implies separate voting for
each vacant director position. So, if there are more director positions to be filled at the
same time, cumulative voting will be advantageous for minority shareholders. In case R
or another dissident shareholder would have such a minority stake, a reduction in the
use of cumulative voting rights would be defensive. However, the opposite is true if R
has already acquired a majority stake.

Dual-class recapitalizations

A dual-class recapitalization is a restructuring of the outstanding equity of a firm from
one class of shares to two classes with different voting rights.  The new two types of shares

are usually called superior voting shares and restricted voting shares; the restricted
shares could have no voting rights, subordinate voting rights (simply fewer votes per
share than the superior shares), or restricted voting rights (the total number of votes

from this group of shares is limited for certain voting matters; e.g., the number of board

of directors members to be elected with restricted shares could be limited). In fact, it
could be possible that a firm has even more than two types of shares outstanding.  Most
major stockmarkets in the world, however, do not allow more than two different types.

The New York Stock Exchange (NYSE) prohibited shares other than the one share-one

19Note that another implication of this rule is the reduced effectiveness of the so-called cumulative

voting rule, since a smaller number of directors will be elected each time. The cumulative voting rule
will be described shortly.

20The Poison pill will be considered at the end of this section.
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vote until 1986; but, since then. it has allowed dual classes of shares. The main reasons
for this policy change of NYSE were:  (i) NYSE faced potential loss of listed securities  to
AMEX and NASDAQ, where more share types per firm could be traded, (ii) managers
were asking for the opportunity to have more flexibility in their capital structure choice,
and (iii) in the 1980s NYSE received several requests for the use of restricted shares as
a defense against hostile takeovers.

Jarrell and Poulsen (1988) state the three most frequently used methods of dual-class
recapitalizations. First, the dividend method introduces the restricted shares by a stock
split or stock-dividend, issued to all existing shareholders, where one share of the new
low-voting type was distributed per old high-vote share. Most commonly, the low-voting
type would then carry one vote, whereas the high-voting type would have 10 votes per
share. To encourage shareholders to exchange the high-voting type for the low-voting
one, the last one is normally entitled to a higher dividend or the high type has (severely)
restricted transfer rights (e.g., it can only be owned by family members of the founder).
Second, the exchange method makes all existing shares of the high-voting type, which
can be exchanged for newly issued low-voting shares. To promote this exchange. the
low-voting ones usually carry a higher dividend and are freely transferable.21 Third,
the length-of-time method changes the voting rights of the existing shares, based on the
length of time the shares are held. Initially, all existing shares become of the superior
voting type, but if traded afterwards they become low-voting shares. Recently traded
shares could re-enter the superior voting class if they are held by a single investor for a
specific time period.

The defensive character of dual-class recapitalizations is straightforward. By paying
a higher dividend on the restricted shares and putting severe transfer constraints on the
superior voting shares, most shareholders will be inclined to hold the restricted ones;
especially,  if the transfer constraints effectively prevent outside investors from holding
superior voting shares. M and inside shareholders, however, do not worry about liquidity
and dividend constraints. They prefer the superior voting rights and, hence, will not
participate in the exchange. In this way, their voting power increases tremendously,
sometimes even so strong that they can block all takeover attempts, without the need
to increase their equity investment.

Although corporate control significantly shifts to M and his relatives22 after dual-class
restructurings, as reported by DeAngelo and DeAngelo (1985), Partch (1987) questions
whether recaps really have this defensive goal. She suggests that other features of a firm
than corporate control could determine the decision for a dual-class recap too. Suppose,

21 Note that the incentive to exchange can  also be provided by setting up a coercive exchange offer.
The idea is that such an offer promises higher dividends to owners of the low voting shares at the
expense of any remaining superior voting shareholders. If individual shareholders are sufficiently small,
this creates a prisoner's dilemma, making them choose for the low-voting type. See Ruback (1988b) for
details.

22Like family members.
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for example, that M is unable or not willing to increase his shareholding in his firm, due
to wealth constraints or insufficient portfolio diversification possibilities. However, at the
same time, the firm has plenty good investment opportunities. Financing these projects
now requires an equity issue and a dilution of M's relative amount of votes.  If the choice
now boils down to foregoing these projects or diluting his votes. M could decide for the
first. Issuing limited voting shares could solve this problem. The empirical evidence will
show that Partch may be right.

Finally, the issue that the voting right of a share is valuable is without doubt. Lease,
McConnell, and Mikkelson (1983), amongst others, have shown that voting shares traded
at a premium over less voting shares, where U.S. firms are involved.23 Hence, in spite
of their liquidity and dividend disadvantages, superior voting shares seem to be more
valuable. This could be caused by (i) their holders using the voting power to receive
additional compensation  or to consume other kinds of perquisites (if ownership  of  t he
superior voting shares is part of a control block), or (ii) the expectation that superior
shares willlead to higher takeover premia.24  Note that the first reason implies a defensive
role for superior voting shares, whereas the second does not. If takeovers would become
almost impossible after a dual-class recap, the second reason can not be valid.

Ex-ante changes in capital and asset structure

We will consider the potential defensive effects of ex-ante changes in the target's capital
structure first. Note that these changes generally concern the relative amounts of debt
and equity. However, some changes could be meant to adjust M's influence in the firm;
that is, his equity stake aM could be the main reason for a capital structure change. In
these cases, we in fact discuss the active role of the target's ownership structure.

A first defensive role of a capital structure change is based on a (short-term) debt
for equity exchange. The idea is that M hopes to increase his voting power in the firm
without having to enlarge his shareholding. If he does not participate in the exchange,
while other shareholders do, M's fraction of outstanding votes enhances. In general, a
shift of votes from those investors who are not seeking to control the firm to those who
are will result. In this way, M, who might expect a takeover attempt, is more able to
defend his firm and, more importantly, his own position.

Taken to its extreme, Harris and Raviv (1988a) show that such debt financed re-
purchases could give M the opportunity to block each takeover attempt. However,
the required amount of debt to achieve this outcome can be quite large. Since (too
much) debt clearly has some disadvantages for M too, e.g., it increases the probability
of bankruptcy (and, hence, the loss of his private benefits of control) and new debt con-

230ther authors have come to similar results for other countries; e.g., Levy (1983) for Israel, Horner
(1988) for Switzerland, and Smith and Amoako-Adu (1995) for Canada.

24The latter would explain the empirical fact that marginal superior shares, not belonging to a control
block, also sell at a premium. See Smith and Amoako-Adu (1995)
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tracts will probably include restrictive covenants limiting consumption of perquisites, he
will choose for a certain optimal amount of debt. In general, M's desire to increase his
voting power will be stronger the larger his private benefits of control and the higher the
probability of a takeover attempt. In addition, note that a decrease in the total num-
ber of outstanding votes benefits R too: she has to buy a smaller number of shares to
acquire control. The relative amounts of wealth, available for both M and R, play now
an important role too. If M knows that he has more money to spend on target shares
than his rival R, it could be suflicient to own a voting stake strictly smaller than 50 %. 25

The remaining independent target shareholders then have to determine the outcome of
a (future) control contest: this is the so-called proxy contest. It now depends upon their
support for M whether he will win. If M really doubts their support, he will probably
repurchase enough shares to end up owning 50 % of the votes.

Note that a larger managerial equity stake is not necessarily purely defensive, as just
described. As argued by Jensen and Meckling (1976), a larger fraction of shares in the
hands of the incumbent M decreases the severeness of agency problems between him and
the shareholders. Hence, disciplinary takeover attempts (most probably leading to M's
dismissal) are less likely if aM is relatively large.26 In addition, M would suffer more if
he would forego a takeover premium. as offered by R Combining this aspect of a larger

aM with its previously described blocking potential, it seems reasonable to argue that
an optimal managerial stake exists; not too small in order to converge the interests of
M and the shareholders and not too large to prevent him from vetoing whatsoever. 27

A second defensive role of the capital structure concerns the effects of a share repur-
chase, no matter how it is financed. As shown by Stulz (1988) and Bagwell (1991), a
share repurchase will make a takeover attempt more costly, and, hence, less likely, if the
target share supply curve is upward sloping. The idea is that the shareholders willing
to tender in the repurchase are the ones with the lowest valuations. As a result, the
remaining shareholders will value the target firm shares more, increasing the minimally
needed takeover bid price for R to be successful.28 The crucial idea is that target share-
holders have to be heterogeneous in order to get a non-horizontal supply curve. Stulz
combines this argument with M's unwillingness to tender any of his shares (to protect
his private benefits) to arrive at an optimal value for a.w.

A third defensive use of capital structure changes again considers a share repurchase,
but its crucial element is the issue of extra debt to finance the repurchase.  The dis-

25We Will generally assume a simple majority rule, unless stated otherwise.
26 Note that Jensen and Meckling's original set-up implies that disciplinary takeovers are not needed,

since the (outside) shareholders have complete information. Hence, they rationally foresee M's (future)
perquisite consumption, when he decides to take his firm partly public. Moreover, the distribution of
votes is not relevant in this set-up.

27See, for example, Morck, Shleifer, and Vishny (1988b), they come up with similar arguments for an
optimal OM. In addition, they report some empirical support.

28Note, though, that R can now succeed by buying fewer shares. However, this quantity effect will
be outweighed by the price effect if the supply curve is sufficiently upward sloped.
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ciplinary role of debt is the underlying force of this barrier, in the sense that debt
obligations force the incumbent M to engage less in moral hazardous actions, such as
consumption on the job, but instead invest in profitable projects. The proceeds of the
debt issue should logically not be handed to M, but be paid out directly. So, either a
debt financed share repurchase or a debt financed extra dividend program could do the
job. The debt issue will be defensive, since the probability of a disciplinary takeover will
decrease; another disciplinary force has come in its place. This idea is put forward by
Grossman and Hart (1982), Jensen (1986), and Sinha (1991), amongst others.29

A fourth and last defensive role of ex-ante capital structure changes focuses on the
riskiness of debt. Israel (1991) shows that an increase in the amount of risky target debt,
when a takeover attempt is expected, will decrease the probability of such an attempt
under the condition that the potential bidder R has no debt outstanding. The underlying
idea is that R will probably be a better manager for the target firm than M; that is,
she will increase the expected cash flows. As a result, risky target debt will increase in
value after a takeover. However, this increase fully benefits target debtholders, since R
will not acquire these non-voting securities. The remaining part of the total synergies,

to be divided over R and the target shareholders, will now decrease. Hence, R's takeover
gain will diminish, lowering her chances to make the takeover attempt profitable. So,
the issue of extra risky target debt will decrease the target's takeover chances.  If one
combines this feature of risky target debt with the blocking role of aM, it is possible to
show that takeovers will become even less likely, as aM enables the target firm to extract
any potential private benefits of R too. The latter is worked in Israel (1992).

One final word on the ex-ante character of these capital structure changes remains.
All ideas use the fact that a takeover bid is expected in the near future: otherwise, there
is no reason to change capital structure. However, none of them is restricted to exclusive
use before a takeover attempt is announced; that is, all of them equally well apply to
those cases in which R and her plans are already known. Still,  we do like to refer to
them as ex-ante barriers, since ex-post types are by definition only useful after R has
launched her attempt. The latter types need some specific elements of R's plans as
crucial ingredients for their use.

Next, we consider the defensive aspects of ex-ante changes in the target's asset struc-

ture. The idea, as put forward by Shleifer and Vishny (1989), is that some assets,
so-called management-specific assets, make a firm less likely the target of a takeover
attempt. Investments in these assets intensify the firm's dependence upon its incum-
bent M. That is, M is probably the best candidate to utilize these assets and, as a
result, shareholders will face some costs when they want to replace M. More specifically,

management-specific assets are most valuable under M's leadership; their value will be
strictly lower under alternative managers. So far, this is no problem as long as the returns

29Note that this change in capital structure will not influence the probability of takeovers aiming for

synergies.
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of these assets are shareholder value maximizing. However, M could abuse the firm's
dependency on his presence when these assets are in their place. Knowing that his po-
sition is rather safeguarded, he can engage more strongly in discretionary behavior, like
asking for a too high compensation or consuming more perquisites. Normally, this would
increase the risk of a disciplinary takeover, but the specific character of these assets and
their assumed irreversibility prevent bidders from showing any interest.30 Hence, some
assets could effectively decrease a firm's chances of becoming a takeover target.

An interesting consequence of this idea is that incumbent managers will prefer to let
their firms grow in certain specific businesses.  That is, growth could be one of their
personal goals, as already suggested by Baumol (1962) and Marris (1964). In addition,
they will be less likely to divest in some areas, hence, making a case for valuable so-called
bust-up takeovers. Such takeovers will always create value; either M should already
have divested some assets himself or other incumbents try to acquire the divestitures to
entrench their own positions.31

Poison pills

Poison pill defenses belong to a family of shareholder rights agreements with specific
provisions, which are especially created to discourage or defeat hostile takeover attempts.
The typical feature of these defenses is the fact that they will be triggered by certain
control related events, such as a tender offer or the accumulation of a minimal (outside)
shareholding in the target firm. At such events, the target firm swallows its poison pills,
which indeed will be very poisonous. The general underlying idea of the poison is that
each pill provides the target shareholders with the rights to engage in very profitable
transactions at the expense of the target firm itself, thereby making the target far less
attractive for R. In addition, some pills might even infect R herself, since they will flip
over to the potentially resulting merged firm. Note that a poison pill defense is very
effective, in the sense that its mere existence will deter outside bidders and at the same
time not harm target shareholders as long as not triggered, furthermore, swallowing the
pill is a matter of seconds.

There are four basic types of poison pill defenses, which were all developed in the
198Os; we will describe them in their chronological order of appearance.32 The preferred
stock plans were the first type of poison pills, though they were only observed prior to
1984. Under these plans, the issuing firm distributes a dividend of convertible preferred
stock to its holders of common shares. The preferred shares carry one vote each, just as
the common shares, and by paying a slightly higher dividend on the preferred shares than

30The irreversibility implies that the potential value to be recovered from selling the involved assets

is very low.
31 Boot (1992) suggests another idea why many takeover attempts are motivated by the fact that some

target managers divest too little. He argues that M might be afraid to admit that he initially made the
wrong investment decision, fearing a loss of reputation.

32For more details, see Malatesta and Walkling (1988) and Ryngaert (1988).
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on the common ones the preferred shareholders are prevented from conversion. Until this
point, the issue of the preferred shares is not. unusual. However, its unusual feature will
arise when an outsider pulls the trigger, either by accumulating a large block of shares

in the target or by announcing an (unfriendly) attempt for a takeover. At this specific

moment, the holders of the preferred shares get the special right to redeem their pre-
ferred shares unless the outsider decides to merge with the target within a short period.

Redemption, an exclusive right for all preferred shareholders of the target except the

triggering blockholder, will pay for each preferred share the maximum of (i) the highest
price the blockholder has paid for any acquired preferred share of the target during the
last year and (ii) the highest price the blockholder has paid for any acquired common

share of the target during the same period, multiplied by the conversion-ratio.  As a
result, these preferred Stock plans not only prevent an outside bidder from front-loading
of a tender offer, but, in addition, restrict her takeover possibilities almost exclusively

to a merger attempt without the acquisition of a pre-announcement toehold of shares.

Besides that, such a merger attempt might turn out to be very costly, since the preferred

shareholders of the target firm have the right to convert their shares into preferred stock

of the bidder firm under the same conversion and dividend rules, as originally specified

in the target firm. Needless to say that these plans can only lead to one type of takeover:

a negotiated friendly bid without a significant toehold as bargaining tool. In such cases,

the board of the target can modify the contents of the preferred shares agreement.
The second type of poison pill defenses is the flip-over plan, first introduced in 1984

and the most frequently used. In fact, this type represents around 90 % of all existing
pills. Under flip-over plans, the firm declares a common stock dividend in the form of
rights to purchase some class of its own securities, usually common stock. The exercise
price of these rights is set far above the current market price of the underlying security,
basically to make them worthless until triggered and, hence, very cheaply to issue. The
triggering events, similar to the ones above, make the rights exercisable, leading to a
free distribution of right certificates, and, hence, ending the strict connection of common
stock and rights. The defensive value of the rights is based on their provisions regarding
mergers and reorganizations. If R decides to merge with the target firm, the rights flip
over and its holders can purchase shares of the surviving firm at a substantial discount
from market price, very often 50 % below market price. As a result, merger attempts get
extremely costly. If R, therefore, opts for a majority of the shares without proceeding
for a total merger, then the rights remain active, due to their self-dealing flip-in clause.
This clause states that reorganizations within the target firm, such as the transfer of
important assets, at less favorable terms for the target than could be received from an

independent third party, will enable all target shareholders (again except R) to purchase
common stock of the target at a substantial discount. The consequence will then be
that R's equity is expropriated and her voting power severely decreased. Note that this
ownership flip-in clause is similar to the contingent redemption feature of the preferred
stock plans. Finally, such defensive rights can be easily withdrawn, as they may be
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redeemed at a very small sum before the triggering event has occurred.33
Back-end plans are the third kind of poison pill and rank second in popularity. They

entail a rights dividend for the common shareholders with provisions similar to the ones
in flip-over plans. However, their distinguishing feature concerns the explicit goal to place
a specific minimum price on the back-end of a two-tier offer bid. After the triggering
event, the holders of these rights ( ezcept the triggering large blockholder R) are entitled
to exchange their common stock for more senior securities (sometimes even cash) equal
in value to the specified back-end price. This back-end price is determined by the board
of directors of target firm, according to the rules in the rights agreement.  In such a
set-up, R is required to buy all shares of the target at a price at least equal to the
specified back-end price. Although this type of defense might sound reasonable from a
target shareholder point of view, its critical element is the exact determination of the
lower bound on the bidding offer. Set too high, back-end plans deter almost any kind of
bid.

The fourth and last kind of defenses in this category is the voting plan. Since most
of these plans have been invalidated by the courts, they are seldom observed. A voting
plan will prevent any single party to obtain voting control over the target firm by intro-
ducing supervoting privileges to the other shareholders, when a blockholder has acquired
too many shares. Hence, these plans effectively dilute the relative number of votes in
the hands of a single shareholder.  Just as before. the rights carrying such supervoting
possibilities are initially declared as a special dividend in the form of preferred shares.

To summarize, all poison pills operate as special rights, issued to the target firm's
shareholders. The issue of the rights is very cheap for the introducing firm and at
the same time the rights could turn very costly for potential acquirers. Hence, their
mere threat is sufiicient to prevent any hostile and unnegotiated takeover attempts.
Furthermore, the first three types are very similar to the fair-price amendments, in the
sense that they guarantee a certain minimum price for all shares of the target firm.
However, an important difference with anti-takeover charter amendments is that poison
pills can be introduced without the approval of the target's shareholders. This implies
a large potential for managerial abuse of poison pills, whereas charter amendments are
always supported by the majority of the shareholders.

2.2.4 Active ex-post takeover barriers
Ex-post barriers are typical reacting defenses, making them fundamentally different from
ex-ante takeover barriers. Furthermore, the announced takeover attempt that led to the
ex-post defense is hostile by definition; otherwise, M would have simply agreed to its
terrns.

33In some flip-over plans, this cheap option to redeem might still prevail after the triggering event, as
long as R decides to decrease her block size.
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Litigation

Litigation refers to the total set of legal actions, directly targeted at a specific bidder,
mostly aiming to delay the execution of an announced takeover attempt. However,

in some cases litigation is meant to eliminate the (first) bidder; the entrance of other

bidders is now generally expected. A main motive, as often heard from target managers,

for costly litigious actions is the insufficiency of the announced bid; compared to the

future opportunities the bid is simply too low. This would imply that the defense is

dropped if the offer is sweetened or if a higher bid from a rival bidder has come in.
In case this rival bidder is invited to enter the bidding contest by M, it is referred to

as a white knight. Note, however, that such a bid price increase is not necessarily a
consequence of litigation. Sometimes, the initial bidder will simply withdraw her bid
and the target will remain independent, the question then remains whether the high

costs of litigation are justified from target shareholders' perspective.

The most common form of litigation is a lawsuit filed by the target firm immediately

after the (hostile) bid is made. The causes for this lawsuit might be: allegations of

fraud, allegations of wrongly stated facts concerning the target firm itself or the offer,
inadequate disclosure of the bidder's plans or her way of financing the offer, or wrong

information on the underlying value of the target. The target might also try to appeal to

violations of anti-trust laws. According to Jarrell (1985), most lawsuits are never tried,
but mainly used to gain time in the process of offers by the bidder and defensive responses

by the target. Since most courts do give M extra time, this defensive instrument is
especially used by surprised target firms. They will use the time to erect other defenses

or to invite other bidders to enter the bidding process. On the other hand, the threat of
a costly lawsuit, both for the target and the bidder, could also encourage the bidder to
raise her offer price without the need for both firms to engage in any legal activities.

Finally, note that litigious defenses are strongly related to the state and federal

takeover laws, as mentioned earlier. Their main difference concerns the known iden-
tity of the bidder and her plans in case of the post-offer reactions.

Ex-post changes in capital and asset structure

The main idea underlying these barriers is the attempt of the target firm to make itself
less attractive as a partner firm. On the one hand, these barrier types can be seen as
forestalling the planned activities of R, but, on the other hand, they might also involve
the removal of the target's part of potential synergies.'34 Although these two motivations
are strictly different, their consequences are highly similar, making it difficult to assess

the truly underlying reasons for these defenses. Divestitures, for example, can either be

34The first kind of defensive activity typically concerns reorganizations and restructurings within the

target firm, removing previous inefficiencies. As such, it benefits the target shareholders. The second

one, however, is strictly related to synergistic takeover attempts. Therefore, target shareholders should

question its usefulness.
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a removal of inefficiencies within the target firm or they should be seen as a sale of the
target's crown jewels, making the remaining target assets uninteresting for R.

Ex-post changes in the capital structure are mostly of two kinds: either an issue of
new voting securities or a repurchase of existing ones. Both kinds are meant to influence
the distribution of votes. The new shares are an attempt to dilute R's voting interest,
which is particularly powerful if they are directly issued to M's allies. A repurchase
can be used for similar reasons as an ex-ante share repurchase.35 However, two extra
reasons could explain ex-post repurchases too. First, the repurchase can be exclusively
directed towards the bidder herself in an attempt to buy back her shares (usually at a
substantial premium) and prevent the takeover.36 Second, a share repurchase could be
a credible signal that the target firm's shares are undervalued. The idea, as suggested
by Bagnoli, Gordon, and Lipman (1989), is that only M might know that the offered
bid price is inadequate, the others, R and the shareholders, have less information on the
target's underlying value and assume that it is correctly valued. Since such a repurchase
should at least top R's offer, it is a costly signal. Hence, only those firms that are
really undervalued will come up with this signal. The result is a certain failure of the
takeover attempt, as R is not allowed to increase her bid price after the repurchase
announcement. Note that this argument assumes that aM > 0; otherwise, M would not
care about shareholders' interests and announce a repurchase for any price.

Ex-post changes in the target's asset structure can also be twofold: they either involve
the acquisition of new assets or the divesture of existing ones. With respect to the acqui-
sitional type of defense, the target's purchase of a competitor of R or even a counteroffer
by M to obtain control over R are potential examples. Note that the first example is
often combined with an anti-trust lawsuit. Divestitures, as previously mentioned, either
concern the sale of activities R is specifically interested in, or the sale of those assets
that would have been divested by R too. In general, the first sale type concerns assets
in the same line of business as R is operating in, whereas the second type involves assets
with no relation at all to R's business.

Note that changes in the target's asset structure are always closely related to changes
in its capital structure. That is, selling or buying assets has financial consequences,
possibly influencing the debt/equity-ratio of the target. Therefore, it is possible that
an ex-post defensive change in assets has strong financial motives too. In addition, it is
crucial to remark that both types of defenses generally do not require a formal approval
of the shareholders.

Dann and DeAngelo (1988) give some detailed examples of defensive asset and capital
structure changes.

35A repurchase and a share issue could be combined by redistributing earlier repurchased shares.
36This is called a targeted share repurchase and will be dealt with shortly.
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Targeted share repurchases and standstill agreements

This specific type of share repurchase, often called greenmail,37 deserves some more
attention. First, it is exclusively meant for one (group of) shareholder(s), who, according

38to M, might be planning or has already announced a takeover attempt. Second,

this type of repurchase is very controversial, since it implies a discrimination of the
other shareholders by paying a premium over the existing market share price. Finally,
greenmail is a very effective defensive mechanism, it totally shuts down any (potential)
influence of the (group of) shareholder(s). This last result is even stronger when the
repurchase is combined with a so-called standstill agreement. The potentially opposing
shareholder now agrees to limit her active involvement for a specified period of time
or to simply vote for M.  In case of a buyback, the standstill usually includes a no
future purchase clause. Pure standstill agreements, without a repurchase attempt, are
possible too. The oppositional force gets paid indirectly in these cases, e.g., through
representation on the board of directors.

Note that greenmail's favorable treatment of one shareholder over the others is legal
in as far as it is validated by a specific business purpose. Furthermore, like all other
previously described ex-post defenses, greenmail and standstill agreements do not require
an official approval of the shareholders.

An inherent problem of targeted share repurchases is the question whether the bought
out shareholder really had the intention to eventually acquire the target. Or, differently
stated, is greenmail really a takeover defense? Mikkelson and Ruback (1985) report that
most greenmail actions do not occur after a formal takeover announcement; instead, they
seem to result from indirect forms of potential control interference, such as proxy contests
or strong policy involvements. Hence, a positive answer is doubtful, although different
opinions seem to be the basis of any payment. Moreover, three other observations tend
to change this first answer: (i) the initial accumulation of shares by a future greenmailing
shareholder often leads to an increase in the target share price, as if the market expects
some positive actions, (ii) greenmail is frequently paid to a small group of individual in-
vestors, all of whom have a reputation for an active involvement with management issues
and are eventually willing to acquire the whole firm,39 and (iii) there is evidence that the
effects of targeted share repurchases from relatively large shareholders are significantly
different from other targeted repurchases, such as those directed to small shareholders or
to inside shareholders, the first lead to a wealth loss for non-participating shareholders,
whereas the second imply wealth gains for the other shareholders.40

37An amalgation of the words greenback and blackmail, referring to the attempt by a shareholder to
blackmail the target by asking for a premium over the existing market share price in the buyback in
exchange for no takeover attempts or other control influences.

38This makes greenmail not by definition an ex-post defense. However, we treat it like this, since it is
crucially based on the knowledge where the threat comes from and sometimes even what the threat is.

39See Holderness and Sheehan (1985).
4(]See Bradley and Wakeman (1983). Non-participating shareholders are those which did not sell any
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Summarizing, both targeted share repurchases and standstill agreements contain ele-
ments that warrant their inclusion in the set of takeover barriers. One could at least say

that they eliminate a potential bidder. Since this elimination is costly and certainly not
meant to initiate a bidding contest, as was the case for some other eliminating ex-post
defensive devices, it raises the question whether it serves shareholders' interests. Man-

agerial entrenchment seems to be more likely. However, Chapter 4 will come up with a
shareholder value maximizing explanation. In that chapter, we will consider some pur-
poses of takeover barriers, as described before, into more detail. In particular, we will
focus on the somewhat less straightforward roles of takeover barriers. Hopefully, that
chapter can underline the importance of a thorough economic analysis when evaluating
potential roles of daily mechanisms, such as takeover barriers.

As far as this chapter is concerned, we will provide the most important empirical
details for all takeover barrier types too, as they might improve our understanding of
their underlying reasons. Before stating these results, usually measured as consequences

for the wealth of the involved shareholders, it is useful to take a closer look at the general

effects of takeover barriers on shareholder value as a good starting point for an analysis
of their specific consequences.

2.3 Takeover barriers: their effects on shareholder

value

2.3.1 Three general effects

There is abundant empirical evidence showing  that the shareholders  of a target   fi rm
fare quite well after a successful takeover attempt. Jensen and Ruback (1983) present
a summary for the at that time known empirical results about the effects of mergers
and tender offers. They calculate an average abnormal price change of 30 % for target

41shareholders after a successful tender offer and about 20 % after a merger success.

Nathan and O'Keefe (1989) report an average premium for target shareholders in suc-
cessful cash tender offers of 75 % over the period 1974-1985, being significantly larger
than the average premium of 41 % for similar activities during 1963-1973. Cash mergers
in the same period 1974-1985 led to an average premium of 70 %; mergers financed by
Stock showed a similar outcome, they gave target shareholders an average premium of 67
%.42 Studies, covering more recent periods, come up with similar results. Jensen (1993),
for example, states that target shareholders earned an average premium of 41 % in all

shares in the repurchase.
41Abnormal price changes are changes in the share price of the target firm adjusted for the effects of

marketwide price changes. See Section  2.4.1.
42Note that Nathan and O'Keefe measure the premium simply as the procentual increase in the target

share price, resulting from the control event.
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mergers and acquisitions occurring between 1976 and 1990. These large premia indicate
that target shareholders benefit strongly from successful takeovers.

In this respect, it might seem strange at a first view that managers use takeover
defenses.  If such defenses only lead to a decrease in the probability of a successful

takeover attempt, they would indeed be harmful for the shareholders of the firm, as
opportunities for large premia are lost. However, concerning ex-ante types of defenses it
is rather hard to prove that they have a negative effect on the probability of successful
takeover attempts.43 The story for ex-post defenses is different.  If they lead to the
direct elimination of a potential bidder, it is hard to claim that they do not affect the
probability of takeover success.  So, let us assume the w-orst case scenario,_takeover
defenses do decrease the probability  of a succeisfulattempt; even  in -this-situ jon  M's
decision to adopt a takeover defense.is not_necessarily bad for shareholdeg wealth.  The
reason is that the_pajd REemium,-in those instances_in_which takeovers are still successful,
might rise due to the adopted defense. The evaluation of takeover defenses now boils
down to their implications for the expected takeover premium, that is, the takeover

probability times the paid takeover premium. However, there is still another factor to
consider; the underlying target firm value could change after adoption of a takeover
defense. Therefore, the overall effect of takeover barriers deserves a closer look.

-*    Shareholders care about the market value of their shares. The market value of each
firm is the sum of two components:  (i) the value of the firm under the condition that the
incumbent M will remain in control, and (ii) the expected takeover premium, due to a
potential control change. Note that this last component is the product of the estimated
probability of a successful takeover attempt and the corresponding takeover premium.
As a result, shareholders are concerned about three potential effects of takeover barriers:

(i) their effect on the firm value under M, (ii) their effect on the probability of a successful

takeover, and (iii) their effect on the paid premium in case a takeover really occurs. A
simple example will illustrate these (simultaneous) effects.

Imagine a takeover barrier that could block almost all takeover attempts; for example,
a very effective poison pill or the simple fact that M owns enough shares to prevent any
other shareholder from obtaining a majority of votes.  Such a barrier will probably
influence the value of the firm under M's control; in the first example, M will feel freed
from the discipline of the market for corporate control and might decide to consume
more perquisites, leading to a decrease in the firm's value, while M would try to serve
shareholder interests in the second example, notwithstanding his same feeling regarding
a takeover threat. The same barrier will certainly lower the probability of a successful
takeover attempt, especially when it is hostile. Finally, this takeover barrier will strongly
increase the bargaining power of M when negotiating the total takeover gain in a friendly
attempt. Hence, a positive effect on the to be paid takeover premium can be expected.

43See, for example, Pound (1987) and Ambrose and Megginson (1992). We will discuss their results
in Section 2.4.3.
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To summarize, shareholders have to analyze all effects of a takeover barrier carefully,
when judging its contribution to their own wealth.

Next, consider the potential directions of each of the three previous effects.  Con-
cerning the underlying firm value if M would remain in control, the takeover barrier
effect can go two opposing ways. First, it could make M's life far more easy, relaxing
the disciplinary threat of the takeover market. Hence, M could pursue his own goals

at the expense of the shareholders, if other disciplinary forces are insufficient too.  So,
the takeover barrier will decrease the underlying firm value component. Second. the
underlying firm value could also increase, after the barrier is installed. Potential reasons

are: (i) M can concentrate his efforts on really important issues instead of worrying
about threatening takeover attempts, (ii) M may have a stronger incentive to invest in
firm-specific capital, knowing that his job security has increased, and (iii) the installment
of the barrier may be a credible signal of previously undervalued target shares. 44

The effect of a takeover barrier on the probability of a successful takeover attempt
is more headed one way. Installing a barrier will certainly not increase this probability.
Note, however, that the barrier can have a signaling effect in this case too, imperfectly
informed shareholders may use the news of the barrier adoption to update their guess
of a takeover probability, potentially leading them to believe that a takeover attempt is
more likely than initially thought.

Finally, the effect on the eventually paid premium remains. Since most defensive
mechanisms improve the position of the target firm, it is hard to imagine that this paid
premium will decrease due to a stronger defense. On the contrary, it seems reasonable
to argue that the premium will go up as the target (either M or the shareholders) will
utilize its stronger bargaining power. 45

2.3.2 Three rationales
Combining the potential directions of the barrier's effects on shareholder value, we can
come up with three rationales why M might decide (or suggest) to install takeover
defenses. 46

First, M might not worry at all about shareholder value and just try to protect his
own position. In this case, he will adopt a takeover barrier for the sole reason that it
will decrease the probability of a takeover. The agency problems between M and his
shareholders are now that large that M feels the need to protect his job, knowing that

44Chapter 5 will discuss this idea.  One of its basic assumptions is that M might have information
which is not incorporated in the share price This information asymmetry is probably quite common in
practice, as Myers and Majluf (1984, p. 196) argue that 'the separation of ownership from professional
management naturally creates asymmetric information.'

45 Note  that this leaves a smaller gain for R, hence, the chance of an attempt will probably diminish
46 Note that the idea of a rationale for M assumes his active involvement, hence. passive takeover

barriers seem to be out of the picture. However, the rationales might also explain why some forms of
legislation do exist or why R would decide to build up an initial toehold first.
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other managers could do better and would increase shareholder value. The stronger
protection will also allow M to gain even more at the expense of his shareholders. As a

result, this rationale implies a decrease in the market value of the firm, due to negative
effects for the underlying firm value component and the takeover probability.

Second, M does worry about his shareholders' position and is afraid that a future
takeover attempt will involve an inadequate bid price, due to the current undervaluation
of the firm's shares. Adoption of a barrier could now signal this undervaluation. This
rationale is based on the positive effect of a takeover barrier on the underlying firm value
component. If this effect is really strong, it could outweigh any simultaneous negative

effects on the expected takeover premium.47

Third, M might think that the barrier adoption will increase the eventually paid
takeover premium without strongly affecting the probability of a takeover attempt.
Hence, just like in the second rationale, M tries to maximize shareholder value, albeit
through a positive effect on the expected takeover premium component. This rationale
assumes no effects regarding the underlying firm value.

Hence, we can roughly distinguish barrier adoptions meant to entrench M and those

meant to serve the interests of the shareholders. This difference is the basis for two
competing hypotheses, as frequently used in empirical studies.

2.3.3 Managerial entrenchment versus shareholder interests

DeAngelo and Rice (1983) introduce these two competing hypotheses, as useful concepts
to   evaluate the overall effect of takeover barriers on shareholder wealth. Measuring
shareholder wealth effects makes sense, realizing that shareholder wealth maximization
should be the ultimate goal of each firm. However, due to the separation of management
and ownership in most (large) firms, it is not always straightforward that this goal is
actually pursued. Departures from this goal could result in those situations where M's
personal goals do not fully coincide with shareholder wealth maximization. However,
not necessarily, since several forces tend to influence M's behavior towards fulfilling the
shareholders' goal.

In   one  of the first empirical studies testing the effects of specific takeover barriers,
DeAngelo and Rice suggest that any ex-post decrease in shareholder wealth is caused

by M's attempt to entrench his position, whereas any ex-post increase implies that M
has served his owners' interests. Hence, they use their empirical results to support one
of these two competing hypotheses. Note that this direct relation between shareholder
wealth changes and managerial motivations is made possible by specific type of manage-
rial action under consideration. That is, control related actions are clearly at the heart of

potential divergences between managerial and shareholder goals, whereas such a link is
more obscure for other managerial actions. For example, the exchange of common stock

47Chapter 5 shows the details.
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for bonds generally leads to a statistically significant decline in the share price,48 which
not automatically implies that this capital structure change was chosen by M to pursue
his own benefits at the expense of the shareholders. However, even for control related
actions, the interests of M and the shareholders are not perfectly opposite. M generally
owns shares in his firm too and managerial compensation is made more and more depen-
dent on share price developments. Therefore, more recent empirical papers, estimating
shareholder wealth consequences of takeovers barriers, incorporate proxy variables such
as managerial shareholdings in their set-up.

One remark concerning the plausibility of the managerial entrenchment hypothesis is
important. An often heard criticism of this hypothesis is the question how shareholders
could approve the adoption of a barrier that is purely meant to maximize M's goals at the
expense of their own. The answer is twofold. First, the shareholders could try to maintain
a working relationship with M, which might imply that some deviations from shareholder
wealth maximization are tolerated. In particular large long-term shareholders, such as
institutional investors, seem to care about this issue. Second, it might be simply too
costly for a shareholder to get informed on the pros and cons of the proposed barrier,
leading him not to vote or just support M's proposal. This argument is especially valid
for smaller shareholders. 49

Next, the link between the three, previously described, rationales for takeover barriers
and the two hypotheses is easily explained. The managerial entrenchment idea refers to
the first rationale: a takeover barrier will insulate M from the disciplinary force of the
market for corporate control. Furthermore, it assumes that there is an agency prob-
lem between M and the shareholders which is not sufficiently controlled by alternative
disciplinary forces, such as the internal managerial labor market and the precise man-
agerial compensation.50 Note that a (potential) takeover situation will take any existing
manager-shareholder conflicts to the edge, in the sense that the involved gains and losses

are usually very high. Specific arguments for managerial entrenchment can be found,
amongst others, in DeAngelo and Rice (1983), Linn and McConnell (1983), and Jarrell,
Brickley, and Netter (1988).

Logically, the shareholder interest hypothesis assumes that rationales two and three
have caused M to adopt a takeover barrier. Some realistic arguments, supporting these

rationales, are as follows. Regarding the second rationale, the attempt to improve un-
derlying target firm value, it might be that (i) the takeover barrier protects and supports
a long-term employment for M, providing him with the right incentives to undertake
sufficient profitable long-term projects and to invest in firm-specific capital,51 (ii) the

48See, e.g., Masulis (1980),
49Hence' several empirical studies include ownership variables, such as the magnitude of institutional

shareholdings, in their tests of the wealth consequences of takeover barriers.
50For an overview of all potential disciplinary forces, see Section 4.2.
51 See, for example, DeAngelo and Rice (1983), Linn and McConnell (1983), Knoeber (1986), Partch

(1987), Stein (1988), and Shleifer and Summers (1988). The latter is particularly interesting, since it
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takeover barrier enables M to spend more time on other important issues, assuming

that takeover issues involve strong managerial attention and the use of other corporate

resources,52 or (iii) the takeover barrier is the least costly way to entrench M, supposing

that some entrenching is optimal.53
The third rationale, a higher eventually paid takeover premium, can be explained with

two arguments. First, the takeover barrier might allow a more cartelized response by the
target shareholders to R's offer. That is, it could be useful to prevent shareholders from
the earlier described prisoner's dilemma in certain restricted tender offers, especially the
front-end loaded two-tier offer. The barrier would improve cooperation opportunities for
shareholders, supermajority amendments and fair-price agreements are good examples. 54

Second, the takeover barrier could lead to the entrance of competing bidders. The sub-
sequent takeover contest leads to a higher payoff for the target shareholders; temporary

barriers, such as litigation, fulfill this description. 55

2.3.4   A resulting typology of takeover barriers

Since firms are supposed to maximize the wealth of their shareholders, it may be useful
to differentiate takeover barriers based upon their ex-post overall effect on shareholder
value. Therefore, we suggest to refer to takeover barriers as good, bad, or ugly. Note,

though, that this terminology is based upon empirical evidence, that is, it can not be used
without having tested a specific barrier. The good barriers lead to improved shareholder

wealth; either by raising the underlying firm value under M or by increasing the expected
takeover premium.  The bad barriers, on the other hand, decrease shareholder value:  they
are used to serve M's personal goals at the expense of the shareholders.  The ugly barriers,
finally, have a less conclusive effect on shareholder wealth. Some studies find that they
do increase shareholder wealth, whereas others report the opposite. Furthermore, it may
be the case that their overall effect is not significant. Hence, the effects of ugly barriers
are crucially dependent upon the specific circumstances.

This terminology could be useful when target shareholders are asked to approve the

adoption of a certain barrier. First, they have to check whether M's arguments imply
that the suggested barrier is the right solution for the problem at hand. The potential
roles per specific takeover barrier, as described in Section 2.2, could be helpful here.

Second, a careful analysis of the three possible effects of the barrier should be made,
using the former framework. Third, the availability of any solutions other than the
suggested barrier should be checked. Finally, any previous empirical knowledge regarding

considers the advantage of a long-term relationship for each agent in the firm.
52See, for example, Ruback (1988a).
53See, for example, DeAngelo  and  Rice  (1983), The assumption, though, is rather  weak
54See, for example, DeAngelo and Rice (1983), Linn and McConnell (1983), Pound (1987), Comment

and Jarrell (1987), and Harris (1990).
55See, for example, Jarrell (1985) and Jarrell and Poulsen (1987).
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the overall effect of the barrier can be of help. A good barrier is not a big issue and a
bad one should never be approved unless convincingly can be argued that its effect will
different in the case at hand. However, shareholders have to keep in mind that M will try
to disguise his real arguments for adoption when driven by the first rationale. An ugly
barrier poses shareholders with the biggest problems, since this barrier type is known to
have an overall effect that crucially depends upon the specific circumstances.

Summarizing, there are three types of barriers: the good, the bad, and the ugly. How-
ever, it is still difficult to predict how a specific barrier will work out in the end. Therefore,
the existing empirical evidence regarding shareholder wealth effects of takeover barriers
has to be interpreted with care. The next section will give an empirical overview per
barrier type, it will particularly focus on the three potential effects on the market value

of equity.

2.4 Takeover barriers: relevant empirical evidence

2.4.1 Main methodologies
Most empirical studies try to measure the shareholder wealth effects of takeover barriers.
The main underlying idea for this approach is that the economic effects of instruments,
such as takeover barriers, can best be measured in terms of their consequences for share-

holders, since it is their contribution to the firm's goal that counts. Assuming that
stockmarkets are efficient, the most obvious way to assess economic effects is to measure
their resulting share price reactions directly at their adoption. The methodology of the
so-called event study is, hence, a logical candidate for empirical research in this field. An
event study measures abnormal share price changes at and around announcement dates
to evaluate the economic effects of all kinds of events. An abnormal change or return
is the difference between the realized and the predicted return of a certain share. Such
a normalization of realized returns is used to account for the influence of marketwide
events on the returns of individual shares. Most types of event studies differ in the way
they calculate the expected returns; however, the most commonly used type in the field
of takeover barriers is the market model, where a capital asset pricing model type of
calculation is used to determine the expected returns. 56

For each event study three important questions have to answered. First, an estimation
period has to be specified, which will be used to estimate the parameters needed to
calculate expected returns. The length of this period has to be chosen such that it is
long enough to be able to determine reliable estimates, but on the other hand not too
long to prevent working with outdated information for the firm. This last issue also
implies that the estimation period has to end just before the event to be studied takes

56 For more technical details on event studies, see Brown and Warner (1980, 1985). They show, for
example, that results of event studies are quite robust to the various estimation techniques used.
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place.57 However, to prevent the distorting possibility of information leakage before the
announcement of an event, one better ends the estimation period not too close to the
event.

Second, the precise determination of the specific event to be studied is an important
issue. For example, the adoption of a takeover barrier generally is a sequence of events:
management proposes a certain type of defense, the board of directors has to ratify the
proposal, the information is presented to the shareholders in proxy statements, and,
finally, the shareholders vote on the proposed defense.58 The question then is which of
these events will give the best idea of the economic consequences of the barrier. In most
studies, the authors choose for the proposal and the shareholder meeting date, since
these days emphasize the main contents of the potential manager-shareholder conflict at
hand. However, this choice by itself is not enough. The next issue is how to determine
when these events took place, or, better, when shareholders could react to the events.
Publication in the Wall Street Journal is a good indicator, but this source does not cover
all firms.

Third, one has to determine how many days to cover to measure the effects of the
event. Is the abnormal return realized on the first trading day after the event announce-
ment sufficient? Or should we take a broader interval around the event date? The
answers to these questions depend upon issues as, how fast will information be incorpo-
rated into share prices, how difficult is it to pinpoint the exact date of the most crucial
element of the event, how much extra information is generated in days around the event

date, and, related to the former topic, how many events are involved and are they sharply
differentiated within time. Since most of these issues are not really clear-cut, many au-
thors use a broader interval than one single day too. For such intervals, cumulative
abnormal returns are calculated, being simply the sum of the daily abnormal returns
during the interval. Hence, most studies both give abnormal returns for specific dates

plus some cumulative abnormal price changes.
Having answered these important questions, in addition to more technical issues,

the event study will generate for each event (cumulative) abnormal returns. The next
topic is arranging a sample of comparable events, thereby choosing different firms for
which enough information can be generated. Although this kind of sampling will always
involve non-fully comparable events, it prevents us from basing conclusions on unique
cases. For the total sample one can then calculate average abnormal returns, to diminish

57Some empirical studies use an estimation period consisting of two intervals, one ending before the
event and one starting (long enough) after the event. The number of observations in the estimation
period is now sufficiently large, while the risk of using outdated information is smaller. However, a new
problem now arises: the data from the second interval might be influenced by the event itself, as they
show up afterwards.

58Note that the precise sequence of events might difTer per defense and per firm. Furthermore, the
rumor that the firm might be a target could precede this sequence. However, such rumors are difficult

to handle in an event study; their exact timing has to be determined and their public availability is
questionable.
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the effect of individual outliers.  Next, we come to the most crucial point: how to
interpret these summary figures? This question is mostly handled in two ways. First,
the sign of the summary statistic in combination with its magnitude gives us a first
idea about the economic significance of the result. Note that a large negative abnormal
return would yield credence to the managerial entrenchment hypothesis, whereas a large
positive one would support the competing idea. To assess the potential disturbing role of
chance in this kind of interpretation, a second method is used too. Here, the statistical
significance of the summary statistics is calculated, in the sense that one wants to be
pretty sure whether the statistics allow the more general interpretation that the same
figures also hold in general. Since the two hypotheses predict a different sign for the
abnormal returns, it usually suffices here to test for a statistically significant difference
from zero. To summarize, one could say that economic significance will shift the bias of
interpretation towards one of the two hypotheses. whereas statistical significance gives

an even stronger support for one of the two.
Before going into more detail on the large number of empirical studies in this field, two

critical remarks on the concept of an event study remain. First, as noted by Malatesta
and Thompson (1985). there is a subtle difference between the announcement impact
and the economic impact. The former effect is the share price reaction at the announce-
ment of an event. whereas the latter one refers to the total net present value of the
whole event. These two effects will differ if part of the economic effect was already
expected before the formal announcement was made. and, hence, part of the economic

impact was already incorporated in the share price. As a result, the announcement ef-
fect just measures the unexpected part of the economic impact. Therefore, keep in mind
that announcement oriented event studies could lead to biased results. 59 Second, event
studies suffer from another potentially major drawback. As Pound (1987) argues, each
event could create extra information for the market, in addition to its own structural
effect. That is. the announcement of an event may entail two types of information: its
direct effect and indirect effects. as signaled by the announcement. For example, the
adoption of a takeover defense could have a decrease in the probability of a successful
takeover attempt as a direct effect, whereas its indirect effect could be the signal that
the firm is undervalued. leading the manager to prevent his shareholders from an insuf-
ficient offer price. Since both effects, hence, might have opposite effects, the abnormal
returns around the announcement date will measure their combined impact on share-
holder wealth. This approach could hamper the assessment of the direct effects of certain
events by means of an event study; one should at least be aware of this possibility when
interpreting abnormal returns. There are many alternative ways to measure the direct
effects of takeover barriers more accurately, as shown, for example, by Pound (1987) and

59As noted before, some event studies try to account for this difference by including several trading
days before the official announcement date to arrive at a broader interval for which the abnormal returns
are calculated. Since this adjustment is not very specific, Malatesta and Thompson (1985) propose a
better alternative.
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Meulbroek, Mitchell, Mulherin, Netter. and Poulsen (1990). We will next discuss their
results too. in addition to the large amount of event studies.

2.4.2 Empirical evidence on passive takeover barriers
This section and the next two summarize the most important empirical results, ordered
by type of takeover barrier.  In most cases, the results are abnormal returns as caused
by the adoption of the barrier. However, several studies also include a closer look at the
ownership structure of the adopting firm to consider its potential effects. As mentioned
earlier, managerial shareholdings and the existence of large (institutional) shareholders
can be important in this respect.

Federal and state law provisions

First, we consider federal law regulations for takeover barriers. Jarrell and Bradley (1980)
examine the effects of the Williams Act on the premium paid to target shareholders in
cash tender offers. The main idea of the act was to protect target shareholders by
requiring more information from the bidder plus more time to consider the conditions
of the bid. The effects are not surprising: most takeover attempts are less sudden than
before, there are more litigation cases, and competition among bidders gets more severe.
As a consequence, the average bid premium paid increases from 32 % before the act to 53
% afterwards, as far as cash tender offers are concerned. However, the question remains
whether this result is beneficial for the target shareholders; its counterpart implies that
bidders gain less from takeovers, potentially leading them to engage in far less takeover

attempts.
60

A later study by Nathan and O'Keefe (1989) shows that the year 1974 is responsible
for a huge increase in paid takeover premiums, although the authors can not find out
why. It is not due to the business cycle idea,61 neither to a possible upward sloping
time trend. Furthermore, they do not find an immediate effect on paid premiums of
the Williams Act, as Jarrell and Bradley (1980); they conclude that if there would have
been a premium increasing effect of the act, then it would have either been gradually or
delayed until 1974.

Malatesta and Thompson (1993), however, seem to find empirical support for the
hypothesis of Jarrell and Bradley (1980) that the Williams Act just led to a wealth
redistribution from bidder shareholders to target shareholders. They find that target
shareholder wealth significantly increased after the act was installed, while at the same

60Target firms could now have an incentive to invest more in the search for synergies. However, this is
usually not observed in daily practice. In addition, the important issue is whether the bidder is normally
more efficient in generating such information; if so, her smaller gains could imply a lower incidence of
takeover atternpts.

61This idea suggests that higher premiums will be observed in periods of low economic activity,



42                                                                             Takeover barners

time the frequency of takeovers went down. The single remaining puzzling issue is that
bidder shareholders do not seem to be hurt by the Williams Act.

Second, the effects of state law regulations on takeovers are broadly studied too. A
first study of this kind is the one by Dodd and Leftwich (1980). They investigated why so
many firms changed their state of incorporation to Delaware. Since this state is known
for its small number of legal restrictions on corporate contracting arrangements, one
could conclude that managers move there to use these minimal restrictions to exploit
the shareholders. However, this change of state of incorporation is associated with a
small positive abnormal return. Therefore, the authors suggest that the motive for the
move is in the interests of the shareholders.

Karpoff and Malatesta (1989) considered the wealth effects of so-called second gen-
eration state takeover laws. As stated before, these state laws were introduced between
1982 and 1987.  The main idea of these laws was to protect shareholders from unexpected
takeover attempts. The authors find, however, an average abnormal announcement effect
on shareholder wealth of -0.3 %, being statistically significant. This might be caused
by the fact that these laws were expected to diminish the future number of takeover at-
tempts, since they will become less profitable. More support for the detrimental effects
of such laws for the shareholders is found in the different reaction on the announcement
of firms with other takeover barriers already existing and firms without them. The last
type of firms would be effected more severely by the ,state laws than the first type, in
case of the managerial entrenchment hypothesis. This turns out to be indeed the case.

Other authors have identified share price effects of individual state laws, most of them
from the second generation. Their evidence is mixed, although more studies tend to find
share price declines instead of upward reactions.62 The most recent piece of evidence by
Comment and Schwert (1995), however, states that state laws have not systematically
deterred takeovers. These laws did not cause the low activity on the market for corporate
control at the end of the 198Os; instead, this study reports that their main effect has
been an increase in the takeover premium for the selling shareholders. Note that this last
study measures the effect of state laws on the frequency of takeovers, being a direct eged,
whereas the earlier mentioned event studies focus on indirect shareholder value effects.
This difference in methodology could have caused their opposite results, as generally

argued before in Section 2.4.1.

The target's ownership structure

Although most empirical studies  take a closer  look  at the potential  role  of the target's
ownership structure, they are mainly concerned about the influence of M's equity stake

aM. As such, their results will be described under the barrier type ex-ante changes in
the target's capital structure. Some studies, however, pay attention to the effects of R's
initial stake and to the role of large (institutional) investors. The pure concentration

62See, for example, Schumann (1989), Szewczyk and Tsetsekos (1992), and Romano (1993).
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degree, as a potential takeover barrier. is not empirically tested. Barclay and Holderness

(1991) slightly touch the issue in their study of negotiated trades of large share blocks.

Their main conclusion is that the positive abnormal share return, as generally observed
around block trades, is probably more due to the identity of the buying blockholder than
to the mere fact that ownership concentration increases.

Regarding the role of R's initial toehold, Walkling (1985) shows that a takeover
attempt is more likely to succeed the larger R's toehold is. Hence, the fact that R
owns some target shares before she announces her attempt makes the target's ownership

structure a smaller defensive obstacle, as expected.
Brickley, Lease, and Smith (1988) focus on potential roles for (larger) outside in-

dependent shareholders. They study the voting behavior of these shareholders when
anti-takeover proposals are at stake. The main result is that institutional investors and
other large blockholders vote more actively on these issues than other (smaller) share-

holders, supporting the idea that voting can be too costly for the small investors. In
addition, some institutional investors, such as mutual funds and foundations, seem to
oppose such proposals more frequently than others, like banks and insurance companies,
who probably have a closer relationship with the target firm than just being one of its
shareholders. This would imply that the identity of shareholders can be important to
assess a firm's vulnerability for a takeover. A similar implication follows from Jar-63

rell and Poulsen (1987). Furthermore, they report that the most harmful anti-takeover
charter amendments are typically proposed and suggested in firms with low institutional
ownership.

Finally, Stulz, Walkling, and Song (1990) perform an empirical study relating different
types of shareholders in the target firm to the division of the total gains in case of suc-
cessful takeovers. They consider target shares in the hands of M, institutional investors,
and R herself. They hypothesize that (i) a larger share ownership for R would lead to
a lower part of the total takeover gains for target shareholders (or, differently stated, a
lower paid absolute premium), and (ii) a larger institutional share ownership will also de-
crease target's part of the total takeover gains. Whereas the first idea is straightforward.
a larger toehold gives R more bargaining power and the other shareholders automati-
cally less, the second deserves some explanation. The idea is that institutional investors
have to pay lower taxes on average, also on capital gains. Hence, they are more likely
to tender for a lower premium than the average shareholder.64 The two hypotheses are
supported by the empirical data. Hence, the precise identities of target shareholders do
seem to be relevant. Smaller individual shareholders, not including R, could be more
defensive, as they generally ask for high bid premia.

63Bhagat and Jefferis (1991) use another technique to arrive at the same result.
64The idea of heterogenous shareholders is clearly existing here.
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2.4.3 Empirical evidence on active ex-ante takeover barriers

Anti-takeover charter amendments

The empirical effects of anti-takeover charter amendments are the most documented.
Two classic studies here are those by DeAngelo and Rice (1983) and Linn and McConnell

(1983). Both consider the adoption of supermajority, staggered board, fair-price, and

lock-up provisions. DeAngelo and Rice (1983) end up with a small statistically insignif-
icant decline in the share price of adopting firms during the two day interval around the
announcement date, -0.16 % to be precise.65 Linn and McConnell use a larger sample

of adopting firms and specify more event dates,they calculate abnormal returns for the
day the board of directors ratifies the proposed defense, for the day the proxy statements
are mailed, and for the day the shareholders vote on the adoption. All but the first date
yield positive abnormal returns, though not statistically significant. However, some of
their cumulative abnormal returns are significantly positive, hence, leading credence to
the shareholder interest hypothesis. Jarrell and Poulsen (1987) redo the empirical anal-

yses by DeAngelo and Rice (1983) and Linn and McConnell (1983) but now for another,
more current time period and a far larger sample. They calculate abnormal returns
for shareholders of adopting firms at and around the day of the proxy statement, that
is when the shareholders get informed about the anti-takeover amendment, the result
is a statistically insignificant -1.25 %. However. the new element of their research is
the different effect of the fair-price amendments versus the non-fair-price amendments.
The first ones generate an insignificant -0.65 % abnormal return, whereas the others
lead to a significant -2.95 % at their adoption announcement. As Jarrell and Poulsen
(1987) argue, this result is not surprising, since a fair-price amendment seems to fit the
description of the shareholder interest hypothesis quite well. However, the others seem
to be more directed at a decrease in the takeover probability, instead of a higher paid
premium. A last note on this empirical study concerns the fact that during time the
fair-price amendments have gained in popularity, whereas the others lost. This trend
could be due to a learning effect for the shareholders.

McWilliams (1990) focuses especially on the role of managerial shareholdings. Her
two main results are: (i) for low managerial shareholdings (i.e., smaller than 10 % of
total outstanding equity) all anti-takeover amendments, except the fair-price ones. lead
to a statistically significant positive abnormal return at their announcement,66 and (ii)
if the managerial share ownership increases, the share price effect of the anti-takeover
amendments decreases. This means, first of all, that managerial shareholdings is a
crucial variable. Second, it seems that managerial control over the total amount of votes
is important for the effects of the amendments. In case the manager has larger voting
power, he could use this to get an amendment approved that is not in the interest of

65Their announcement date is the day of the mailing of the proxy statements.
66The fair-price amendment generates an insignificant positive average abnormal share return.
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the other shareholders. However, if his shareholding is too low to influence the outcome
of voting process, an amendment, when accepted. will lead to a positive share price

reaction, hence, shareholders do vote for their own benefits.
Bhagat and Brickley (1984) concentrate on one type of amendment in their study,

the cumulative voting issue. As indicated above, the elimination of cumulative voting
serves as a takeover defense, especially if a potential bidder already owns a minority
of the shares.  Use of the cumulative voting technique enables minority shareholders
to get representatives on the board of directors, an important. disciplinary device on
managerial behavior. The proponents of elimination often argue that disharmony on
the board would not be in the firm's interest, whereas others say that the whole issue

does not matter at all. Bhagat and Brickley now consider three ways for the incumbent
manager to alter the voting structure within his firm:  (i) the elimination of cumulative
voting, (ii) changes in the number of votes to be cast (bounded to a maximum), and (iii)
a decrease in the total number of directors to be elected each time.67 All three ways have
a similar effect: minority shareholders loose voting power. The announcement effects of
such changes are significantly negative; the value of the adopting firm decreases about 1
%.

There are also other types of empirical studies on the economic effects of anti-takeover

amendments.  They have in common a measurement of direct effects of defenses.  A
few of them deserve some more attention. First, Pound (1987) is trying to trace the
direct effects of these amendments on takeover activity. To assess the consequence for
the takeover probability, he calculates the frequency of takeovers for a sample of firms
with anti-takeover amendments and for a control sample, consisting of firms pairwise
similar to the ones in the original group but without such amendments. The result is a
significant difference in frequency of 28 % versus 38 %; this supports the idea that the
takeover probability diminishes after adoption. The consequence for the paid premium
is calculated similarly; two portfolios of shares of similar target firms (only different in
having these amendments) are compared with respect to their abnormal returns at a
successful takeover attempt. The return difference between the two is not significant,
although the firms with amendments on average have a slightly higher gain. In a similar
way, firms with the anti-takeover amendments are not more frequently the target of a
conditional bid; that is, to put it more clearly, the relative number of partial and two-tier
offers does not decrease when the target has adopted anti-takeover amendments. Since
such amendments are often meant to deter these types of offers, this result is surprising.68
Finally, Pound reports the potential reason why takeover attempts are more costly after
the amendments are adopted, as can be seen from the decrease in takeover probability.

67Note that this last way refers to the introduction of a staggered board or to a decrease in the
absolute number of directors.

68It is even more surprising, firms with the amendments get even more often confronted with partial
and two-tier ofTers. This could be due to the fact that the amendments lead to tougher competition
among bidders, implying that these offers are the only profitable ones.
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Since, the paid premium has not increased, the higher costs have to be due to more severe
managerial resistance (making the total transaction more expensive), which indeed turns
out to be the case. Lawsuits, other actions to delay the offer, and attempts to inflate
the bid are twice as likely for firms with the amendments. To summarize, Pound does
not find direct support for the shareholder interest hypothesis in case of anti-takeover
amendment defenses, not even for the fair-price agreement.

Second, Ambrose and Megginson (1992) determine the power of several variables to
explain the takeover probability for a specific firm. In their study, similar to the one
by Palepu (1986), they use a logit model to find such variables. Two types of defenses
are checked: anti-takeover charter amendments and poison pills, whose main difference
concerns the need for shareholder approval. First of all, the frequency of such defenses
is similar both for the group of firms in the sample that finally become a takeover target
and for the other group of firms that do not. Second, both types of defenses do not
have a significant influence on the takeover probability, where one could have expected a
negative effect. However, within the total class of anti-takeover amendments two specific
ones are significant; the so-called blank check preferred stock authorization has a negative
influence and the restriction of voting rights a positive influence on the probability of a
takeover attempt. Furthermore, the authors find other economic variables, not related
to actual defenses, to have strong explanatory power for the takeover probability. 69

Third, Meulbroek, Mitchell, Mulherin, Netter, and Poulsen (1990) test for the hy-
pothesis that anti-takeover amendments would prevent firms from behaving myopically.
As argued above, one argument favoring the shareholder interest idea of a takeover de-
fense is its protection of long-term projects within a firm. The idea is that profitable
investments with low or even negative payoffs in their first years would be canceled in a
world with takeovers and asymmetric information about the projects' benefits. There-
fore, takeover defenses could safeguard them. In a direct test, concentrating on R&D
projects as typical candidates for such investments, the authors find the opposite result:
the implementation of anti-takeover amendments leads to a decrease in the amount of R
&  D,  measured  as a fraction of total sales.m Hence, takeover defenses  not only remove
takeover pressure, but exacerbate managerial myopia too. This might be due to the
managerial entrenchment effect of these defenses, if bad management has a preference
for short-term projects, it could forego more long-term projects when better protected
from outside forces.

69FOr example, firm size has a significant negative influence on the probability for the firm to become
a takeover target.

70The authors also use market-adjusted and industry-adjusted R&D expenditures as dependent
variables. Their results remain, however, unchanged.
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Dual-class recapitalizations

Partch (1987) constructs a sample of 44 firms, that created a second class of common
stock with limited voting rights in the period 1962-1984.71 According to her data target
managers introduce limited voting shares to maintain their control position without
the need for a proportional equity investment. Just as DeAngelo and DeAngelo (1985)
report, Partch finds that insiders (defined as target managers and directors, including
their family members) control 58.6 % of the votes after the introduction of the second
class of shares while owning 43.7 % of total equity.72 Prior to the creation of the limited
shares, the same insiders owned 48.6 % of equity. Hence, the typical firm, introducing
the second class of shares, is found to be already effectively controlled by M and the
other insiders before the recap through their high shareholding. In addition, the typical
firm had on average an extremely high abnormal return in the year previous to the recap.

To analyze the potential negative effects for shareholder wealth of this separation of
equity and vote ownership, Partch (1987) also performs an event study. The average
abnormal share return  at the announcement of the recap  is  1.24 %, statistically signif-
icant. Furthermore, the average excess return of all potentially important event dates

(including dates of board meeting, proxy statement mailing, and shareholder meeting
too) is also positive and significant. However, an opposite result is the similarity in
proportions of positive and negative excess returns for all event dates. Therefore, Partch

(1987) concludes stating that shareholder wealth does not seem to be affected negatively
by the creation of the new class of shares. 73

Jarrell and Poulsen (1988) perform a similar study, but include more recent examples
of dual-class recapitalizations. Their sample consists of 94 firms and covers the period
1977-1987. A main motivation for potentially different results, as opposed to Partch
(1987), is the idea that the most recent recaps might be introduced as a takeover defense,
whereas the earlier ones are less control related. Furthermore, as already indicated, the
probability of manager-shareholder conflicts within firms in the sample of Partch was
small, due to her biased sample of firms. Jarrell and Poulsen do indeed find other results:

(i) the average abnormal return for firms announcing their recap plan is -0.82 % for a
two day interval around the announcement date (significant), (ii) the sample includes
59 firms, which were not part of Partch's study; these firms face a larger probability
of a takeover than the average firm in Partch's sample, due both to a larger frequency

71Although the NYSE did not allow listing of firms with inferior voting shares until 1986, their
trading was allowed during the period 1983-1985, when the exchange was reviewing the possibility of
listing such shares. That is why Partch's sample includes 6 NYSE.firms in addition to 38 firms from
AMEX or NASDAQ.

72 Note, though, that the similar figures of DeAngelo and DeAngelo are even more striking; they report
54.8 % and 27.6 %, respectively.

730ne important remark remains. Most firms in the sample had already high insider ownership
before the adoption of the new class of shares. Hence, such firm types are probably not the ones in
which manager-shareholder conflicts frequently prevail.



48                                                                             Takeover barriers

of takeovers after 1984 and to a smaller insider equity ownership per firm; as a result,
splitting the sample in two groups, one before June 1984 (similar to Partch) and after,
Jarrell and Poulsen report an insignificant -0.72 % abnormal return for the first group
and a significant -1.4 % for the second one, and (iii) firms with the largest negative
abnormal returns turn out to be the ones with pre-creation insider ownership between

30 % and 55 %. This last result could clarify why shareholders approve dual-class recaps,
although they most probably harm their wealth: the votes of the insiders are influential
for the final voting outcome.

Ex-ante changes in capital and asset structure

There is a large empirical literature on the relation between M's shareholding aM and the
possibility of bid resistance. As argued earlier, it is difficult to predict the exact form of
this relationship, since common stock typically bundles residual claims and votes, leading

to opposite consequences  for  aM's  role. More specifically, a larger  cash flow claim  for  M
will make him less defensive, although at the same time the larger number of votes will

give him more defensive potential.
Walkling and Long (1984) and Morck, Shleifer, and Vishny (1988a) find that a high

managerial equity stake implies less resistance to tender offers; hence, the effect of an
attractive takeover premium on M's shares makes him more willing to give up private
benefits of control.74 Demsetz (1983) and Morck, Shleifer, and Vishny (1988b), on the
other hand, suggest that higher managerial vote ownership leads to a stronger agency

conflict, since they can be less disciplined by their shareholders and the market for
corporate control. The basis for this idea is their empirical result that firms, characterized

by relatively high voting influence for M, have a relatively low market value and, hence,
are attractive takeover targets. Mikkelson and Partch (1989) attempt to disentangle
the effect of M's cash flow claim and the effect of his voting rights. They analyze the
relationship of M's vote ownership with the probability of a takeover attempt and the
link between his vote ownership and the probability that a takeover attempt will be
successful. Their first result is that the probability of takeover attempt announcement
is negatively related to M's amount of votes, while their second result shows that the
probability of takeover attempt success is positively related to M's vote control. Hence,
the idea, based on Jensen and Meckling (1976), that smaller share ownership leads to
more agency problems and, hence, a too low firm value is supported by the first result.75

Furthermore, the second result leads to a conclusion similar to the one mentioned earlier:
M is more willing to forego his private control benefits if a large value for aM makes his
takeover premium larger. 76

74In addition, it is not very likely that these takeovers are disciplinary, since M would have cared

about his shareholders. Hence, the loss of private benefits is not necessarily large.
75Song and Walkling (1993) find a similar result; however, note that Dernsetz (1983) and Morck,

Shleifer, and Vishny (1988b) find the opposite result.
760ne Could also argue that bidders are willing to pay higher premia in case of higher managerial
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Many potential defensive roles of ex-ante changes in the target's capital structure use
the exchange of debt for equity as a technique to deter (future) bidders.  A main problem
for relevant empirical research on this defensive technique is the question which debt-
for-equity exchanges are really caused by control considerations (that is, set up in the
direct face of a takeover threat) and which ones are simply due to other reasons.77 This
problem is partly related to the ex-ante character of the defense, if the repurchase would
be announced directly after R's bid is made public, the link between repurchase and
takeover attempt is totally clear. Denis (1990) is an attempt to overcome this problem;
he samples all cases involving share repurchases or special payouts to shareholders after
an actual takeover bid is made or when the threat of a control change can be considered
very serious during the period 1980-1987.78 Unfortunately, though, Denis does not report
separate results for both ex-post and ex-ante repurchases. To identify takeover threats,
he used proxies as concrete filings of block trades (the so-called 13-d filing rule of the
SEC), published rumors of takeover bids, and discussions among management teams.

The main results of his study are as follows. First, both the share repurchases and
the special dividend plans are highly effective takeover defenses. since a large percentage
of target firms succeeds in remaining independent; 92 % of the firms, implementing
their payout plan, are not taken over. Second, the fraction of managerial voting rights
increases largely after the payout plan; in case of share repurchases this fraction doubles
to an average 9 %, whereas it even triples for special dividend plans to 19 % on average.

Third, the abnormal share returns around the announcement of the plans are on average
-1.62 % for the repurchases and 2.66 % for the special dividends, both statistically
significant. The difference is striking and unexplained by Denis. Note, however, that
a repurchase is more effective to increase M's voting influence than a special dividend
plan. This could be the explanation. Fourth, the cumulative abnormal returns for the
entire period of takeover threat and potentially subsequent takeover attempt are positive
for target shareholders, even if the takeover attempt does not succeed. This surprising
result suggests that threatened targets are expected to install some value increasing
changes themselves after having deterred R. Indeed, many former targets restructure
their activities heavily after R has withdrawn. 79

Suitable empirical evidence on manager-specific investments is also difficult to find.
First, a good proxy for the relative managerial ability variable is not that straightfor-
ward. Second, it is not clear how to test whether M invests in a certain project to
entrench himself (the so-called specific asset) or to consume private benefits (only possi-

control to ensure a bid success. If this would be true, we have some evidence for a concentration in
ownership effect; large blockholders could increase the bid premium.

77See, for example, Dann (1981) and Vermaelen (1981) for general share repurchase issues.
78Special dividend payouts involve a cash dividend for outside shareholders, while insiders get addi-

tional shares. Sometimes, outsiders receive both cash and new shares of the now recapitalized firm in
return for their old shares.

79It turns out that the larger debt obligations after a repurchase or a special dividend plan are the
main factor forcing M to streamline his business.
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ble after having invested in specific assets). Therefore, a more promising research path is
to test some implications of Shleifer and Vishny's (1989) entrenchment idea. First, their
idea implies that the board of directors probably uses an inefficient way to evaluate M's
behavior. More specifically, if M's compensation is largely based on the comparison of
the firm's profits with its competitors' profits (so-called yardstick competition), M has
a huge incentive to acquire (and run) those businesses for which he has a relative advan-
tage.  However, the operation of these business units is not necessarily shareholder wealth

maximizing. Hence, optimal compensation schedules probably contain elements of both
criteria. Morck, Shleifer, and Vishny (1989) find that internal managerial turnover is
far more likely in firms underperforming their industry than in firms operating in a bad
industry; so, the board seems to make the previous mistake. Second, a typical example

of manager-specific investments is the diversifying acquisition of poorly performing firms.
As Morck, Shleifer, and Vishny (1990) report, the worst type of takeovers from the bid-
ding firm's shareholder perspective turns out to be a diversification attempt, initiated by
a poorly performing bidder. In addition, Lang, Stulz, and Walkling (1989) find that es-
pecially bidding firms with relatively low Tobin's q ratios suffer market value losses  when

they announce takeovers.80 That is, bad performing bidders are very likely to diversify
and to pay too much for these acquisitions. Both results fit into the manager-specific
asset defense framework. Third, the widespread use of manager-specific investments
would explain why bust-up takeovers are profitable. Mitchell and Lehn (1990) provide
evidence of such takeovers, which seem to be particularly directed towards those targets
that engaged in value decreasing acquisitions beforehand.

Poison pills

Malatesta and Walkling (1988) took a closer look at several types of poison pills, adopted
through March 1986. In their sample they included 118 poison pill defenses, all of which
did not require approval of the firm's shareholders before adoption.  At the announcement
of a poison pill, the target shares in the sample experienced on average an abnormal
return of -0.9 %, being a statistically significant amount. However, this two day return
is just part of the total picture. Malatesta and Walkling found out. that adopting firms
generated positive significant abnormal returns for their shareholders in the weeks prior
to the announcement of adoption. This extra feature could imply two things: either there

was leakage of information regarding the future adoption, being interpreted positively,
or the target firm was considered to be a potential bid target (or even a real bid was
already made). Hence, the -0.9 % outcome might be a combination of two signals, one
regarding the defense itself and one concerning the probability of a pending takeover bid.
Therefore, the two authors calculated the abnormal share returns for firms, which were

80Tobin's q is formally defined as the ratio of the market value of the firm to the replacement cost of
its tangible assets. As a result, Tobin's q can be seen as a measure of the firm's intangible assets, such
as future growth opportunities, quality of management, and goodwill.
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forced to abandon their previously adopted pills, too. This effect would then be directly
related to the pure defense effect. since the other signal of a forthcoming bid was already
incorporated in the -0.9 %, abandoning a poison pill defense gave a positive abnormal
return of 1.4 % (statistically insignificant).  So, the conclusion seems to be justified that
poison pills harm target shareholders, probably stronger than the reported -0.9 %. In
addition, the positive abnormal returns before the announcement were due to the fact
that the target firm was expected to get a takeover bid. Next, Malatesta and Walkling
stated that the adopting firms on average were far less profitable than the typical firm
in their industry during the year prior to adoption. Hence, we could be tempting to
conclude that the forthcoming takeover attempt was a disciplinary one. Further evidence
supporting this conclusion was found in the magnitude of managerial share ownership
in the adopting firms: it was significantly lower than in comparable firms in the same
industry. Taking all these results together, Malatesta and Walkling summarized that
poison pills serve primarily the goal of maximizing the incumbent manager's wealth.
Indeed, adopting these severely deterring defenses is especially beneficial for the target
manager if the probability of a takeover attempt is high and if this attempt is directed to
remove him from his position. Furthermore, the harmful effect of a pill defense ( foregoing
a takeover premium) is decreasing in the amount of shares owned by the target manager.
Finally, the fact that the manager chose for a poison pill, instead of another defense,
possibly supported by his shareholders, indicates the idea that he expected that other
barriers would not be authorized.

A second classical empirical study on the wealth effects of poison pills is Ryngaert
(1988). His sample of 283 poison pill defenses created two sources of evidence. First,
he calculated, similar to Malatesta and Walkling, two day abnormal returns around the
announcement of the poison pills.  In his case, this abnormal return averaged an insignifi-
cant -0.3 %. However, to prevent interpreting more than one signal at a time, Ryngaert
calculated the same effect only for those firms known to be subject of takeover specula-
tion: this resulted in a larger negative and significant reaction of -1.6 %. Furthermore,
he found evidence indicating that the adoption effect was not the total relevant amount,
measuring the pill's true economic impact, since most target shareholders were not cer-
tain that all announced pills would be declared legal afterwards. Therefore, another
event date was defined: the day that a pill was ruled legal or illegal. This extra event
generated extra support for the managerial entrenchment hypothesis; in case the pill de-
fense was declared legal, the total abnormal return turned even more negative, whereas
it became positive otherwise. Second, Ryngaert measured the direct effect of poison pills
by considering their potential to defeat hostile offers. Here it turned out that mainly the
very restrictive versions led to a strong increase in defeated tender offers; furthermore,
most of these defeated offers were unconditional, implying that the risk of lower back-end
prices was non-existent. Conclusion: poison pills do heavily deter tender offers and they
harm target shareholders.

The most up-to-date empirical study regarding poison pills is the one by Comment
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and Schwert (1995). They, quite surprisingly given the former results, arrive at another
interpretation of poison pills:  they do not deter takeovers and even lead to higher takeover
premiums for the selling shareholders. Their sample of adopting firms is largely different
from the previous ones. since many poison pills were introduced after 1985. The total
period covered by this sample is 1984-1991, including more than 1500 pill defenses. 81

At  the end  of  1991  more  than  35  %  of all U.S. exchange-listed firms  had  one  or  more
poison pill opportunities. With respect to the large decrease in takeover activities in the
beginning of the 199Os, the authors conclude that this was not caused by these types of
severe protection of target firms. However, the collapse of new lending possibilities in
1990 seems to be the main cause for far less takeover attempts than before.82

The results of Comment and Schwert include the measurement of both the direct and
the indirect effects of poison pills. Starting with the indirect effects, they first calculate
the average abnormal return for a three day interval around the announcement of the
pill, that is, they perform an event study. The result is an insignificant 0.23 %, where
only the poison pills introduced in the years 1984 and 1989 have on average a negative
abnormal return effect, though both not significant. By far the most popular years for

pill introductions were 1986, 1988, and 1989. However, as already argued before, the
wealth effect of a poison pill adoption is a combination of several effects. First, it can
reflect a decrease in the takeover probability due to its deterrencei second, it can reflect
the increase of the paid premium in case of successful attempts due to the increase in
bargaining power of target management; third, it can reflect a revelation of some private
information of the target manager (most probably his inside information with respect to
a forthcoming bid). This summing up of effects leading to one wealth effect figure makes
it difficult to isolate the first effect. Therefore, Ryngaert (1988) recalculated the wealth
effect for adopting firms which were already subject to takeover speculation. However,
Comment and Schwert argue that even for this subsample you will always measure some
private information effect too; for example, the announcement of a pill during takeover
negotiations could be a signal that the deal is probably doomed to fail, being negative
for the share price. So, they followed a different approach: they regressed the average
abnormal return for the three day interval on several potential explanatory variables.
Their main findings now are as follows:  (i) if the target firm is already engaged in takeover
negotiations, then this decreases the abnormal announcement effect significantly by 2.1 %

(hence, the three day cumulative abnormal return would now be -1.9 %, quite similar to
the -1.6 % of Ryngaert), (ii) if the target firm announced ongoing takeover negotiations
and the adoption of a pill at the same time, then this increases the announcement effect
by 3.3 % (significant, the total effect now is 3.5 %), (iii) only if the poison pill was
introduced in 1984, this had a negative impact on the announcement effect of 2.3 %,

810nly the earliest 25 % of all pills is covered in Malatesta and Walkling (1988) and Ryngaert (1988).
82Note that this credit crunch actually started  with the dismantling of the largest provider of junk

bonds, Drexel Burnham and Lambert, in 1989. This initiated the junk bond market crash; the recession

start in July 1990 did the rest.
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though insignificant.83 Finally, a last result from their event study is that most target
firms adopt a poison pill when the likelihood of a takeover is very high.

Next, they derive some results on the direct effects of poison pills. Performing a probit
analysis, like Ambrose and Megginson (1992), they find that the adoption of a poison
pill has a positive significant effect on the takeover probability of a firm. Literally, this
would imply that a poison pill increases the likelihood of a takeover, but presumably this
positive effect is due to the previously noted effect that target managers tend to adopt
pills more likely just before a takeover attempt is announced. Therefore, Comment
and Schwert (1995) divide their pill announcements into two subsamples, one being the
predictable pills and the other being the surprising pills.84 The result is as expected:
the predictable pills have a negative effect on the takeover probability, though relatively
small. Finally, the two authors regress the paid takeover premium (both for the total
sample of adopting firms and for the subsample of adopting firms that were successfully

taken over) on several variables, among which the poison pill itself. The most important
result now is that the existence of a poison pill in the target firm has a significant positive
effect on the takeover premium, both for unconditional and conditional premiums.85 The
positive effect of a poison pill on the unconditional premium is of particular interest here,
since it measures the net effect of two conflicting influences. First, a poison pill will
decrease the takeover premium in as far as it deters any takeover attempt. Second, a pill
may increase the takeover premium in case of successful takeovers. The last influence,
hence, seems to be the stronger of the two.

To conclude, Comment and Schwert (1995) find no support for the managerial en-
trenchment idea of poison pills in their event study. Furthermore, the adoption of a
poison pill does not deter takeover attempts and even helps increasing the expected
takeover premium. This last result implies that poison pills might even be in the in-
terest of target shareholders. Perhaps the early pills were overestimated by the market,
concerning their harmful effect for shareholders.

2.4.4 Empirical evidence on active ex-post takeover barriers
Litigation

Jarrell (1985) focuses on litigation cases in tender offers occurring between 1962 and
1980. He reports that litigation is quite common: about one-third of all tender offer

83This last result, hence, implies that probably only the earliest poison pills could have been issued
to harm the target shareholders. For the other (later) years, this is certainly not the case.

84The predictable pills follow from an earlier test the same authors performed to determine the
variables that can predict a pill adoption; for example, a good predictor is the size of the firm: larger
firms tend to adopt pills more often.

85 A Conditional premium here refers to the premium paid for a firm that finally has become a takeover
target, whereas an unconditional premium is the takeover premium for all poison pill firms, including
those that will not be taken over.  In the last case, these poison pill firms receive a zero takeover premium.
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processes in this period entail some kind of a lawsuit. Most initial suits are filed by the
target firm and try to charge the bidder with fraud, violation of anti-trust regulations,
or some other type of legal violation. Since one potential goal of litigation, serving the
target shareholders, is a delay of the announced offer to attract competing bids or to
extract a higher bid from the initial bidder, Jarrell calculates the frequency of lawsuit
filing targets that eventually get acquired at a significantly higher premium. The result,
more than 60 %, indicates that litigation can be successful in this sense.86 Furthermore,
the frequency of competing bids is 62 % for tender offers involving litigation, whereas
it is only 11 % for offers without litigation. Note that this higher premium, due to
litigation, can result from two changes in the offer process: (i) one or more competing
bidders arrive and start an auction for the target firm (leading to a 17 % higher premium
than the initially announced one), or (11) the initial bidder sweetens her offer, that is,
faced with the litigation threat she offers a higher bid price to prevent the large costs of

litigation. This last change in the offer process stresses the fact that litigation is often
used as a threat in the bargaining process over the total takeover gain. In reality, most
cases are settled before going to court.

Finally, litigation can be risky: around 25 % of target firms end up remaining inde-
pendent after a litigious defense.87 However, Jarrell concludes that the gains from the
reception of higher bids dominate the losses in those cases where the takeover attempt
finally fails. Target shareholders are not immediately convinced of the role of litigation,
since the average abnormal return at the initial announcement of a lawsuit is about zero.
This could signal that some managers are expected to use it for their own sake.

Ex-post changes in capital and asset structure

As stated before, with this type of takeover defense, we refer to all kinds of activities
changing the asset or liability side of the target firm in an attempt to deter a known
bidder. As a result ex-ante share repurchases do not fit into this category, furthermore,
we will deal separately with the targeted share repurchases shortly. Remaining then
are acquisitions or divestitures at the asset side, and the issue or repurchase of voting
securities at the liability side. Dann and DeAngelo (1988) have looked at several88

possible takeover defenses in this category in their comprehensive empirical study. They
arrive at an enormous number of results; the most important one, however, follows
from their event study, in which they calculate the average announcement effect of all
such defenses. It turns out that the effect on shareholder wealth of these measures is

86This 60 % results from the fact that out of each 100 target firms using litigation more than 75 are
finally acquired. From these acquired firms about 80 % have received a higher premium than the initial
offer.

87If such firms indeed  went to court, without having started an auction or generated a higher offer,
one could fairly ask the question if the target manager is acting in the interests of his shareholders.

88These repurchases are directed to all target shareholders; furthermore, only repurchases of voting
securities are relevant.
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significantly negative, when they are first announced: -2 to -3 %.
Some of their more detailed results are as follows. They consider in total 39 restruc-

turing target firms, where the restructuring activities are a direct reaction to a hostile
tender offer. With respect to the median amount of assets involved, they report a fig-
ure of 23 %, measured in their value relative to the total pre-offer equity value of the
target. Furthermore, the number of outstanding votes changes with about 17 %.  For
the issue whether shareholder interests are served with these defenses, it is important to
note that most target managers of the restructuring firms have a relatively small equity
stake in their own firm; in addition, most restructuring activities do not require a for-
mal approval of the shareholders. The outcome of the tender offer processes in which
the target firm initially reacted with defensive restructurings are almost equally divided
over the following three results: (i) the hostile bidder finally acquires the target, (ii) a
competing bidder wins the contest, or (iii) the target firm remains independent. The
relatively high frequency of the first two outcomes could imply that the restructurings
are not that harmful. However, closer inspection of the restructuring techniques used
generates no systemic relation between their specific form and the final outcome. Hence,
it is difficult to argue the effectiveness of a certain defense with regard to its influence
on the outcome of the process. Furthermore, the withdrawal of the sole bidder leads to
a large decrease in the target's share price. Finally, most of these defenses must entail
some negative consequences for the target shareholders, since the same activities in firms
not under takeover pressure generate positively abnormal returns.  As a result, Dann and
DeAngelo (1988) conclude that these types of defenses are mainly used to protect the
position of the incumbent manager.

Targeted share repurchases and standstill agreements

A targeted share repurchase differs from a standard repurchase in the sense that it is
specifically directed to a subset of the firm's shareholders. Bradley and Wakeman (1983)
distinguish in their empirical study two types of selling shareholders in such targeted re-
purchases: (i) insiders or small shareholders,89 and (ii) outside blockholders. The reason
for this distinction is their opposite result for the non-participating shareholders; these
incur a wealth increase at the announcement if the repurchase is directed to the first
subset, and a wealth decrease if the buyback is meant for outside blockholders. This
difference is probably related to the fact that the first buybacks do not entail corporate
control issues, whereas the second ones do. As documented in earlier empirical research,
e.g., Masulis (1980), Dann (1981), Vermaelen (1981), a standard share repurchase gen-
erates a positive abnormal return for the firm's shareholders, even if the repurchase was
priced above the previous market price of the shares.90 Hence, the first type of buybacks

89The authors define a shareholder to be small if he owns at most 100 shares.
90 Potential reasons for this positive effect are: a signal of favorable inside information, a value in-

creasing change in the firm's capital structure due to a higher debt/equity-ratio, or an expropriation of
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seem to fit into this category. However. the second type of buybacks deserve a closer
look.

Bradley and Wakeman (1983) now test for the possibility that the disappearance of
the large blockholder. due to the targeted repurchase, has consequences for the takeover
probability of the repurchasing firm. Their sample consists of 86 block repurchases,
where the average size of the outside block is  11.1  % and the average buyback premium
amounts to 5.2 %. all occurring during the period 1974-1980. In order to test the
previous possibility, tliey split this sample of targeted buybacks from outsiders in two
subsamples: one group for which the buyback implied that a potential takeover attempt
was eliminated. and one group consisting of the remaining buybacks without takeover
consequences. The results support their initial idea: the shareholders of the repurchasing
firm face an average insignificant abnormal return of -0.55 % for the second group
of buybacks. but a significant -3 % for the takeover termination group. The selling
blockholder gained a significant positive amount in both cases, although her gain is
larger if there are no control aspects involved.91 This last result could imply that the
termination of the takeover attempt has a negative effect for the selling blockholder too.
Since most targeted repurchases are done at a price above the market value of the shares,
the next question arises: was the significant loss of -3 % due to the paid premium in
the repurchase or was it really due to some involved control elements? To answer this
question. Bradley and Wakeman recalculated the announcement effect of the repurchase
for the shareholders of the buying firm by controlling for the paid premium. The results

now are: (i) the seller of the block plays even, that is her earlier mentioned positive
gain is purely due to the paid premium in the repurchase, and (ii) the shareholders of
the buying firm play also even for the non-control related buybacks, but still suffer a
significant loss in those buybacks leading to a termination of a takeover attempt (-2.6
%). Concluding, one can say that target shareholders are harmed in those targeted
buybacks meant to prevent a (potential) takeover attempt.

Dann and DeAngelo (1983) performed a closely related empirical study, but they in-
cluded a new element too: the standstill agreements. The main reason for this extra
element was the observation that many targeted share repurchases are accompanied by
such agreements. Since the general result of a standstill agreement is the longer term
elimination of the (former) blockholder as a potential competitor for control of the target
firm, this implies that the control issue of some buybacks is even stronger when such
agreements are included. The two authors had data for a sample of 81 observations
during the period 1977-1980. Out of these 81, there were 19 pure standstill agreements,
43 pure block repurchases, and 19 repurchases with a standstill. The strongest stand-
still agreement concerned passive behavior for an outside blockholder, owning 15 % of
the  target  f rm,   for a period  of 5 years. Measuring abnormal target share returns   at

bondholder wealth.
91 Since the outsider could have been a bidder in the near future, we will again consider her as a

female.
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the day of the announcement, Dann and DeAngelo report the following results: (i) all
standstill agreements led on average to a ,significant -1.58 %. (ii) all repurchases implied
on average a significant -1.05 %, (iii) the pure standstills led on average to -1.27 %
(again significant), and (iv) the pure repurchases implied on average a significant -1.00
%. Even for the repurchases at the existing market price of the shares (thal is. no pre-
mium involved), the authors find no positive wealth effects for t.he target shareholders.
Hence, comparing these results with the largely positive abnormal rettirns for standard
repurchases, one again finds support for the managerial entrenchment hypothesis. Flir-
thermore, the standstill agreements seem to be more harmful for the target shareholders
than the repurchases. This could be due to the fact that a standstill effectively leads to
a higher relative number of votes for corporate insiders, whereas a repurchase increases
both managerial voting power and non-participating shareholders' voting power in the
same  amount.

Later studies on targeted share repurchases modify the former conclusions about
their effects somewhat  in the direction of being  more  in the shareholder interest  t han
previously thought. Mikkelson and Ruback (1985) consider the targeted share repurchase
as  a potential final stage  of a long-term investment process.   That  is.  they  argue  t hat
the effects of the repurchases have to be seen as part of this total process. The process

starts when an outsider buys a large (i.e., more than 5 %) stake in a certain firm. thereby
initiating a relation which could end up in a takeover, a targeted share repurchase, a
takeover by a third party. or the simple sale of the block. Next, they calculate abnormal
returns for the target firm shareholders at three relevant dates during this relation: (i)
at the disclosure of the outside block, (ii) at intermediate points in time when the large
blockholder supposes policy changes for the target, potentially opposed by the target
manager, and (iii) at the outcome of the process. Summing up these three abnormal
returns. Mikkelson and Ruback report a total wealth effect for non-participating target
shareholders in case of a targeted share repurchase of 1.69 %: this small positive amount
is totally due to the favorable share price reaction at the initial disclosure of the block.
since the two later events lead to a negative reaction.92 Although this outcome is worse
than the total effect of the three alternative ways to end the relation, it is still positive.

A final question then arises with respect to the initial favorable share price reaction
at the disclosure of the block. Holderness and Sheehan (1985) have found an answer to
this question in case some typical blockholders are involved. They consider the activities
of six so-called corporate raiders, starting with the purchase of a large stake in the
target through potential policy changes and subsequent takeover attempts or targeted
buybacks. Although most of these raider investments end up with targeted repurchases,
their total effect for target shareholders is positive. Hence, considering the relative active
interference in target firm policy matters of the raiders too, the authors tend to conclude
that this positive effect is due to their potential of improving the management of the

92At most intermediate events for repurchase cases, M opposes the plans of the outside blockholder
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target's assets. This conclusion becomes even more plausible when one considers the
large frequency of reorganizations in firms in which the raiders have invested.

To conclude, targeted share repurchases and standstill agreements are not beneficial
for the firm's shareholders when seen as independent events. However, quite a few of
them are part of a larger investment process. The total effects of these processes do not
harm target shareholders.

2.5 Overview

This chapter introduces takeover barriers; both the way they function and their economic
consequences. In this respect, the information in this chapter has an important role for
the remainder of the thesis, where we will consider potential economic roles of takeover
defenses. However. the mentioned possibilities of classifying the total set of takeover
barriers are already based on some important underlying economic ideas; in this respect,
the chapter provides a preview of the forthcoming subjects in the thesis and their crucial
features and mutual differences.

A first way of classifying takeover barriers depends on their moment of adoption:
either before an offer has arisen or afterwards. The resulting ex-ante and ex-post barriers
are different from an economic point of view, as illustrated before. On the one hand, a
ex-ante barrier will have a more general way of functioning, whereas the ex-post type
can deal with specific features of the then known bidder. Hence, this timing difference of
both types of barriers will influence their most. important elements. On the other hand,
an ex-ante barrier generates other information for the involved parties than an ex-post
one does. This implies a crucial difference with respect to their potential use, an ex-ante
barrier could signal, for example, that the target manager expects a forthcoming offer,
whereas an ex-post barrier can not. Or, as another example, an ex-post barrier could
be used by the target manager to express the insufficiency of the bid price, which is not
possible with an ex-ante barrier. The last type could be meant, though, to signal a too low
share price for the target.  As a consequence of these informational differences, economic
modelling will be crucially dependent on this adoption moment. Since this classification
method is best suited for a thorough economic analysis of takeover barriers, we have
used it as the key for this chapter, but also for the remainder of the thesis.

A second method to distinguish most important takeover barriers is whether the
target manager was actively involved in their adoption. This difference actually goes
back to the important issue of managerial versus shareholder interests.  Due to the
separation of ownership and control, as already noted by Berle and Means (1932), firms
will be confronted with moral hazard problems if the manager has other goals than
his shareholders. The resulting agency problems have important consequences for the
behavior of a firm, more specifically with respect to the choice of takeover barriers. 93

93For a general analysis of such moral hazard, or principal-agent, problems, see, for example, Ross
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Hence, it is crucial to know whether a takeover barrier is adopted through a managerial
proposal or whether it is simply caused by the environment of the firm without any
interference of the target manager.  We have called this difference the active versus
passive takeover barriers. Since a passive barrier is by definition not an ex-post type,
we have included this second classification within our ordering of ex-ante and ex-post

94measures.

A third method to classify takeover barriers centers around the issue whether target
shareholders' approval is required for the adoption of the barrier. This method could also
be useful to indicate the possibility of existing manager-shareholder conflicts. However,
from an economic point of view, this topic is more important after a careful analysis of
the economic effects of takeover defenses. Unless shareholders are perfectly informed,
they form rational expectations, and there are no transaction costs, the shareholder
approval of a certain measure does not necessarily imply that an adopted defense is
in their best interests. Hence, first a detailed analysis should lead to better economic
insights, before the shareholder approval issue comes in. Based on derived insights, one
could suggest afterwards that for some defenses it would be helpful if prior shareholder
approval is required. For our purposes in this thesis, the shareholder approval topic is

just an indication of some potentially underlying conflicts.

Next, the important question is why are takeover barriers adopted. This actually
is the main subject of the thesis and, therefore, it deserves some general comments at
this place. First, this question is related to the general issue what the goal of a firm is
or at least should be. Since the shareholders are the owners of a firm, they are the95

claimants of its revenues, net of various input costs. This implies that they will opt for
a profit maximization strategy for their firm. Note that we talk about economic profits
here, being dependent upon the cash flows as generated by the activities of the firm and
the opportunity cost of capital. Hence, this profit maximization strategy can be more
specified as maximizing the discounted stream of cash fows to the firm's shareholders or,
shortly, maximizing the discounted value of the future dividends. This to be maximized
value is often referred to as shareholder wealth. If stockmarkets are informationally
efficient, shareholder wealth is perfectly reflected in the firm's equity value. Hence, this
line of reasoning implies a unique goal for a firm.  In this respect, a takeover barrier

(1973), Harris and Raviv (1978), Holmstrkim (1979), Shavell (1979), and Grossman and Hart (1983).
Jensen and Meckling (1976) provide a very insightful analysis with respect to the specific agency problem
within a firm with outside equity. Their work leads to some initial results for the possible role of the
ownership structure.

94 Note that this way of classifying closely resembles firm-specific versus general types ef takeover
barriers, since the general ones are mainly the product of the underlying market forces or the legal
set-up. This distinction is often used in public debates on the social desirability of takeovers and their
barriers.

'sOr, at an even more basic level, what constitutes a firm. Some comments and ideas in this area are
shortly touched upon in Chapter 3, but the topic itself is that general that it deserves at least one more
thesis.
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should be adopted if and only if it increases shareholder wealth. However, due to agency
problems and information asymmetry, this goal is not always realized or strived at in
practice. Therefore, the important question regarding the underlying reasons for takeover
barriers does not have a straightforward answer. Still, shareholder wealth consequences

of adoption can be used as a good reference point for a more detailed analysis.
A good starting point for the discussion on possible effects of takeover barrier adoption

is the unravelling of the market value of a firm's equity in two components. The first
component is the value of the firm's shares under the condition that the incumbent
manager will stay in control for the remainder of time.96 The second component is the
expected takeover premium, being very relevant for the subject of this thesis. In fact, it
is more insightful to consider this second component as the product of two underlying
variables: the probability of a successful takeover attempt and the really paid premium
in such attempts. Next, we can consider the effects per takeover barrier on these97

three value components. These separate effects give us already an indication of potential
rationales for takeover barrier adoption.

As a result, we are able to come up with a characterization of takeover barriers based

upon their contribution to the firm's goal of shareholder maximization. Hence, the next
qualification of barriers is subjective to this specific choice for the firm's goal, whereas the

previous classifications are based on purely objective, i.e., observable, measures. First,
takeover barriers can be good, i.e., they increase target shareholder wealth. In the former
equity value decomposition, this implies most often that the barrier has increased the
expected takeover premium part. More specifically. it will probably have had a positive
effect on the paid premium, whereas it did not lower the probability of a successful
attempt too much.96 That is, the adoption has served the target shareholders' interest.
Note that the decrease in takeover probability can not be too large, since otherwise the
expected takeover premium will diminish and the conditional equity value might even
decrease too due to less disciplines on managerial behavior. A likely indicator for a good

barrier is that shareholder approval has probably been asked for, while the incumbent
manager has argued that the barrier is the best choice.99 A good example is the fair-price

agreement.
Second, takeover barriers can be bad: they lower target shareholder wealth. This

is caused by a significant decrease in the takeover probability in combination with a
negligible increase in the paid premium, or a lower conditional equity value. The latter

96We Will refer to this component as the firm's conditional equity value.
97Paid premium here refers to the difference between bid price and pre-offer market price per share.
98 Note that if the expected takeover premium has increased, while the takeover probability decreased

severely, this is not good from a social point of view.  The reason is that many profitable takeover

opportunities are now lost, while the higher paid premium just reflects a redistribution of wealth from
the bidder to the target shareholders. The latter is irrelevant from a social perspective. Overall wealth
is only affected by achieving any synergies, the distribution of the resulting gains over involved parties
is just a matter of private optimality.

99Note that this a fairly general statement, naturally, exceptions are possible.
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is due to large potential for managerial discretion, since both a disciplinary force on
managerial behavior is removed and the manager seems to worry about his own position.
Likely attributes of bad barriers are: they do not require shareholder approval, and are
simply meant to be an effective attempt to block all takeovers. Good examples in this
category are: the earliest poison pills and the targeted share repurchase (certainly in
combination with a standstill agreement).

Third, takeover barriers can be ugly. Logically following frolli the previous two types,
these barriers are reported to have had an inconclusive effect on shareholder wealth.
They may have increased shareholder wealth in some cases, but decreased shareholder
value in others. As a result, their overall effect is not significantly different from zero.
The underlying reason is that the adoption of such barriers leads to a decrease in the
takeover probability, relieving incumbent managers in part from a powerful disciplinary
force. Depending upon the existence and strength of any remaining disciplines on man-
agerial behavior, this smaller takeover threat will have mixed effects, particularly on
the conditional equity value. In those cases, where, for example, a strong board of di-
rectors is controlling the manager's activities, shareholders do not have to worry about
the barrier. Any positive effects, such as a better bargaining position when it comes to

the distribution of takeover gains, will now surely outweigh the smaller likelihood of a
takeover. In other cases, however, the takeover threat used to be a crucial discipline;

hence, its diminished role will certainly affect shareholder wealth negatively. A good
example is a dual-class recapitalization. This measure increases the expected takeover
premium, since the manager will become a more effective bargainer. However, regard-
ing other issues than a possible takeover attempt, the manager now has stronger voting

power, while his economic incentives did not change in the same proportion. It remains
to be seen whether other disciplines can do a good job now. Another good example is
the adoption of an anti-takeover measure to signal undervaluation of the firm's shares.

This may be beneficial for shareholder wealth. provided the incumbent manager did not

have other, less costly ways to signal.
This characterization of three general types brings us to the empirical evidence on

the effects of specific takeover barriers. Summarizing, one can say that there are two
sources of empirical evidence: the event studies on the indirect effects of takeover bar-
riers and other types of studies, measuring their direct effects. In an event study, the
announcement of the adoption of a barrier is defined as an important event in the sense

that this is the first moment that target shareholders can react to this new piece of
information. Presuming that stockmarkets are efficient and absorb new information di-
rectly by adjusting the price of the target shares accordingly, an event study calculates
the consequences of a specific event on shareholder wealth.  In the light of the previous
discussion on the goal of a firm, this type of research makes sense. However, two effects
could make the outcome less reliable. First, market participants could have expected
the adoption already beforehand. As a result, the announcement effect does not mea-
sure the full consequence of the barrier. Second, each event will generate more than
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one informational consequence, that is, the adoption of a barrier will signal more things
than its mere introduction.100 These other signals, following from the same event, can
not be filtered out of the final calculation. Therefore, nowadays other studies regarding
the adoption effects are getting more popular. These studies have a measurement of
direct effects in common, such as the resulting frequency of takeover attempts, and the
resulting amount for the paid premium. Note, though, that the quality of such studies
is crucially dependent upon the selection of a good control sample.

In an attempt to overview the most empirical evidence in this field and the resulting
implications for the most important issues, as raised before, consider the next table.

Type of Value impact SH Indirect Direct SH
takeover barrier on 1 on 2 on 3 approv. efiects e ects interest

A. Passive takeover barriers
1.   Federal and state -/0 -/0 + no -1+ fr.: 0 yes

law provisions Pr.: +
2. Target's ownership:

concentration T ? ? ? no 9            7            7

R's toehold T 0/+ + -/0 no +    Pr.: -
yes

stake instit. inv. T + 0/+ - no     ?    pr.: -    ?
B. Active ex-ante takeover barriers
1. Anti-takeover -/0 -/0 0/+ yes -/+ fr.: -

? (yes)

amendments Pr.: 0/+
2. Dual-class --+yes -/+     ?      ?

recapitalizations
3.    Changes in capital -1+ - + no -/0         ?          ?

& asset structure
4. Poison pills -/0 -/0 + no -/0 fr.: -/0 no/0
C. Active ex-post takeover barriers
1. Litigation 0 -/0 + no 0/+ fr.: -

yes

Pr.: +
2.    Changes in capital      0      - 0 no     -    fr.: - no

& asset structure
3. Targeted repurch.     -     - 0 no     -    fr.: - no

& standstills

Table 2.5.1. Overview of important empirical evidence per barrier type.

iooNote that we even ignore the possibility here that the adopting firm released more significant
information on the same day of the announcement.  This fact, quite plausible in daily practice, could even
further bias a useful interpretation of an event study result. However, a large sample of announcement
effects will take care of any non-systematically included messages on the same day.
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In this table, 0 refers to no (significant) impact, - means a negative efTect, + refers to
a positive influence, and ? means still to be analyzed or no overall agreement. Further-
more, the abbreviations  "fr.:"  and  " pr.:"  in the column  with the direct effects stand  for
frequency of takeover attempts and paid premium, respectively. 101 The column named
Value impact refers to the effects of the barrier on the three discussed components of
the market value of a firm's equity; component 1 is the conditional equity value, 2 is the
takeover probability, and 3 is the paid premium. The next column considers the issue of
the requirement of shareholder approval before the barrier can be adopted. Then, the
target shareholder wealth results from event studies are considered in the Indirect ejJects
column. The Direct €5€cts column states the results per barrier on their direct impact
on the frequency of takeovers and the paid premium for the successful cases. Finally, the
last column tries to answer the general question whether the existing empirical evidence
indicates that target shareholder interests are served by the specific adoption. The en-
tries in this column allow us to use the former typology of good, bad, and ugly. Fairly

straightforward, a simple "yes" implies a good barrier,  where a " no"  refers  to a  bad one.

The remaining question-marks indicate ugly barriers or the non-existence of empirical
evidence. Hence, these ugly types ask for more (new) empirical tests, trying to find out
under which circumstances their effect is negative or positive.

Finally, some remarks on three specific barriers in the table. First, the ownership
structure barrier row is subdivided into three cases: the first row considers the defensive
power of a stronger concentration of share ownership in the target firm,102, the second row
considers the defensive impact of a larger initial toehold for R, while the last row concerns
a large equity stake for institutional shareholders. Second, the anti-takeover charter
amendments row deserves a "yes" in the last column as far as the fair-price agreement
is involved. Third, the poison pill defense effect in the last column is dependent on the
type of pill. The earlier pills are certainly harmful for the target shareholders, whereas
the more recent ones do not seem to have this negative impact.

2.6 Takeover barriers: the Dutch situation

At this stage, after having summarized the effects of takeover barriers, it is a good point to
describe the most important barriers, as typical for the Dutch takeover setting. However,
first a word of caution should be given regarding the approach to the goal of a firm in
The Netherlands. This approach, especially in as far as the legal corporate environment
is concerned, is quite different from the one described before. The Dutch legal scholars
consider the goal of the firm to be multidimensional; that is, a firm is an institute

101 Note that these two variables  can be measured directly by comparison  of a sample  and a control
sample or through a regression analysis, which will take the form of a probit analysis in case the likelihood
of takeover is the dependent variable.

102Note that there is no empirical evidence existing yet testing the effects of this barrier.
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serving the interests of all its involved parties or, in legal terms, its constituencies. As
.,   a result, this idea implies that shareholder wealth maximization is just one of the goals

of a firm; note that these scholars, hence, have a different idea on ownership too, being

distant from the standard concepts in a market economy. However, for the subject of
this thesis, several important differences follow from this point of view. First, it means

that the event study approach, directed towards a measurement of effects on shareholder

wealth, should be made more general in an attempt to calculate the contribution of a
certain event to the firm's multidimensional goal. Second, it implies that several existing
takeover barriers in The Netherlands have to be seen as a product of this typical stream

of thoughts. Taking this into consideration, we can probably get a better understanding
of the most important hurdles on the Dutch takeover field.

First, a very important factor, in enabling target firms to adopt all kinds of more

.S   
specific barriers, is the set of legal regulations governing the institute of the firm and,
more crucially, its control. These rules, known  as the "structuurregime", follow directly
from the ideas of the legal scholars, as set forth above.  In an attempt to guarantee op-
timization  of the multidimensional  goal  of the  firm,  the " structuurregime" prescribes  a

powerful role for the board of directors in controlling the firm's behavior.103 The "Raad
van Commissarissen" as it is called should reflect the several interests, as prevailing in

the firm,104 by consisting of independent members, open for all constituencies within
the firm. To prevent members  on  the  " Raad" as specific delegates  for just one group  of

firm participants, the directors are not directly voted for. Rather, the existing directors
themselves propose a new director for a vacant position, where they have to reach full
agreement on the candidate. Although this approach might sound straightforward in
the sense that independence is strived at, it is awkward, to say the least, that such an
important body as the board of directors is not governed by the owners of the firm,
no matter how defined, but just controls itself. Especially in a small country as The
Netherlands, such a governance structure could imply that a small number of people

effectively control most large firms. Furthermore, since directors are requested to have a
thorough understanding of how to organize and run a firm, the result is that many man-

agers are directors in other firms. As a consequence, managerial behavior will probably
not be constrained too heavily from this governance board, due to the mutual interests
of the board members, today a manager tomorrow a director.  As a takeover barrier, this
biased functioning of the board implies that managerial entrenchment opportunities are
wide open. Furthermore, the tender offer as a takeover mechanism has far less potential,
since the directors ultimately decide on the offer (just as in the U.S.), but these directors

103Note that the "structuurregime" applies to approximately  50  %  of all listed Dutch corporations  in
The Netherlands.

1(MIn fact, the laws, describing the "structuurregime", are even more general on this point.  They talk
about the interest of the firm itself, considered a separate economic entity, and. hence, being potentially
difTerent from the sum of all prevailing interests of involved parties.  Or, at least, being a more vague
notion than this sum.
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can not be voted for by the shareholders. Hence, voting control in a firm, by owning
the required majority of voting shares, does not guarantee a significant influence in the
firm, since the directors could remain unaffected. Therefore, most takeover attempts in
The Netherlands are of a friendly type, convincing both the board of directors and, not
unimportantly, the incumbent manager himself. To summarize, the composition of the
board of directors and the election of its members make the board a very effective and
influential takeover barrier in The Netherlands. As such, it is not comparable to any
existing barrier in the U.S., as described before, or any barrier in any other country.

Second, the 0-wKniLW.ip--stzu£ture of most Dutch firms (excluding some international
giants as Royal Dutch and Unilever) is different from a typical U.S. firm. Some major
differences are as follows. There are far less small individual shareholders, due to the
fact that most Dutch people are obliged to keep large part of their savings in form of
deferred pension payments. As a consequence, most pension funds in The Netherlands
own a tremendous amount of money to be invested somehow. Although many of these

funds invest mainly in government bonds, they also acquire huge amounts of shares. 105

Therefore, the smaller number of individual investors is compensated for through a larger
number of institutional investors, especially pension funds, in the Dutch situation.106  An-
other important distinguishing feature is the relatively small managerial shareholdings in
their own firms, mainly due to fact that most compensation packages do not include sig-
nificant equity components, at least until very recently. With respect to takeover issues,
this typical ownership structure implies, at least up till now, a more passive behavior of
the shareholders with regard to policy matters. The idea is that most fund managers
simply have to score a market-average return on their investments, being just a matter of
portfolio diversification.107 Furthermore, most investment funds own significant blocks
of shares, making block sales difficult due to their price decreasing effect.108 As noted

before, block sales and buys are preferred for tax incentives. To conclude, most insti-
tutional investors are long-term shareholders, making severe opposition to managerial
decisions less likely.

Third, many Dutch firms use (the issue of extra) preferred shares as a takeover de-
fense. This barrier is closely related to the previously described authorization of preferred
shares, belonging to the set of anti-takeover charter amendments. By issuing new pre-

105Three reasons apply here. First, the amounts of money for investment  in the hands  of the pension
funds are that large that even a small portion of it for equity still equals a huge sum of money. Second,
all pension funds tend to acquire just above 5 % of outstanding equity for a typical firm, due to a
beneficial tax treatment. Third, most pension funds are required to spend a large part of their equity
investments in Dutch stocks.

106Kabir, Cantrijn, and Jeunink (1995) provide specific details regarding blockholder ownership in The
Netherlands.

107This topic is also interesting from a theoretical point of view, since it reflects agency problems within
the large investment funds.

108Since eventually sold blocks generate money to be reinvested,  a fund manager faces the same problem

when buying a new block of shares.
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ferred shares to befriended parties, the target manager will not only dilute the voting
power of a (potential) bidder, but also increase his own amount of votes. In most situa-

tions, these preferred shares do not carry superior voting rights as in some U.S. cases. but
they have another unique feature with approximately the same consequence. To prevent
a too large capital outlay with respect to the newly issued preferred shares, their owners
only have to pay 25 % of the nominal value of these shares. Hence, they can simply
arrange a loan to finance the acquisition of these new shares, where the interest on the
loan can be paid by the future dividend amounts on the shares. As a consequence, the
firm can issue as many preferred shares as it wants to; the possibility to double the num-
ber of ex-ante outstanding votes by issuing preferred shares is not uncommon for many
Dutch firms.109 Needless to say that this defense is very effective in blocking all takeover
attempts. In this respect, it is surprising that shareholders still approve the potential (fu-
ture) issue of these preferred shares. An explanation could be that most preferred shares
are issued to independent trusts who might take responsibility for shareholder interests.
However, management of such trusts is often closely related to the firm's manager and
board of directors.  And, as before, shareholders can not influence the composition of the
trust's management. Finally, note that most firms have an option outstanding for the
immediate issue of these shares. Therefore, this weapon can be triggered as fast as any
other.

Fourth, some firms have (normally a very small number) superior voting shares out-
standing, the so-called "prioriteitsaandelen". These shares not only entail superior voting
power, mostly they also have unique votes for some specific decisions. For example, some

I                                              "firms have prioriteitsaandelen outstanding with the unique right to veto share issues.
The underlying idea is that insiders, such as family members of the corporate founders,
only agreed to take their firm public in the past when they would get these specific shares
in return. In case of the mentioned example on the issue veto right, this enables the
former owners of the firm to prevent a too large dilution of their stake. More important
for takeover matters are other exclusive rights attached to these shares, such as a veto
with regard to takeover attempts. In most privatized firms, for example, the govern-
ment tries to remain influential through the ownership of such shares. Her concerns
are mainly related to matters as the preservation of employment opportunities.110 So,
depending upon their typical rights, " prioriteitsaandelen" could function  as a takeover
defense. This financial instrument  does  not  have a similar counterpart  in  the  U.S.

Fifth, it is quite common for Dutch firms to have supermajority rules in their corporate
charters. Certainly, regarding absolute voting control issues, the supermajority rule is
very Popular.  On the other hand, the staggered board amendments and cumulative
voting issues are irrelevant in the Dutch setting, due to the special role of the board of

iogThe same, at a first view perhaps astonishing, result could be attained in the U.S. too, although in
a somewhat different matter. There, they do not issue a similarly huge amount of preferred shares, but
they provide a far smaller number of (new) preferred shares with superior voting rights.

ilosometimes such shares are referred to as golden shares.
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directors, as argued before.

Sixth, the strict one share-one vote concept is rarely seen in Dutch firms. Two mea-
sures try to disconnect votes from their shares. First, some firms have issued so-called
"certificaten" instead of the normal shares. These "certificaten" only carry cash flow

rights, whereas the votes remain with the issuing trust. This implies that the trust's
management will have a huge voting power' considering that this management is elected

in a similar way as in the preferred shares trust case, it is straightforward to conclude that
the target manager does not face disciplinary threats from these trusts. Note, though,
that some types of "certificaten" can be changed back for their original shares, hence,

gaining back some voting control. However, in case a bidder really shows up, it remains
to  be  seen  if the trust is willing to exchange her amount of "certificaten",  especially  if
her attempt is hostile. Second, there are firms with an extra charter rule, stating that r
the individual amount of votes to be cast is bounded to a maximum; for example, 1 %  I»  1
of all outstanding votes. This rule effectively implies that a single shareholder, aiming   f.
for voting control, has no incentive to acquire more than 1 % of the firm's shares. By   ,
disconnecting votes and shares in these two ways, the target firm has a powerful tool to     2- --f
protect itself against dissenting shareholders. For comparison reasons, one could argue
that these instruments closely resemble dual-class recapitalizations (sometimes even to      i
its extreme end) and the effects of some standstill agreements.  That is, these two barriers
also consider votes and shares separately, whereas the last one even implies shareholder
support of the incumbent manager.

Finally, other ex-post defenses, as litigation and changes in the asset and capital
structure, could also prevail in The Netherlands, although they do not occur very often,
due to the very small fraction of hostile takeover attempts.

In this way, the typical Dutch takeover setting is seen to be partly related to the
previously described general situation, although it also contains some special features.
Most of these special features are outside the scope of this thesis, but deserve a more
critical look after the economic analyses of takeover barriers here. A careful conclusion
at this place might be that the Dutch takeover barriers create a very discomfortable
position for the shareholders, actually being the firm's owners.

Both the Amsterdam Stock Exchange and the Minister of Finance realized this re-
cently. Facing future general legislation from the European Union, probably being far
more restrictive regarding takeover barriers than the current Dutch laws, they decided
to limit the number of takeover barriers per corporation.  In a renewed appendix of
the official exchange regulations, the stock exchange authorities now require each listed
corporation to have at most two takeover barriers. Out of these two, at least one has
to  be  temporary. 111 In addition,  both the stock exchange authorities  ("VEH")  and  the

111Note that this applies only to the previously mentioned barrier types in The Netherlands. Other,
mostly passive, barrier types can not be regulated. Furthermore, some corporations refuse to obey these
new rules, arguing that the old rules apply to their case, that is, only newly listed firms would have to
respond to the new rules, according to their point of view. This debate still continues.
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association of listed corporations ("VEUO") finally  seem  to have agreed  on  a  plan  to
remove the most painful barriers, in an attempt to prevent official rulings dictated by
the Ministry of Finance. Both parties have recognized the truly undermined position of
Dutch firms' shareholders and try to give them some rights back. Understanding that
shareholders become more active and explicitly demanding for their ultimate control
rights, Dutch firms and their incumbent managers try to develop new rules for the cor-
porate governance game before it is too late. That is, longer hesitations would only be
in their disadvantage, as shareholders will regain earlier lost power, no matter what.



Chapter 3

Creation versus redistribution of
wealth

3.1 Introduction

A thorough analysis of takeover barriers has to include an explanation of the phenomenon
takeovers. That is, to get a good understanding of the motives for any kind of takeover

defense, it is necessary to know what a target firm is really resisting. This chapter gives

an overview of the possible rationales for takeovers. In this way, we get a better idea
of the specific reasons causing bidding firms and their managers to launch a takeover
attempt. Since takeovers often lead to major organizational restructurings, they have
got a significant impact on the way corporations behave, even for those firms that are not
directly involved. In addition, other parts of society, such as consumers and employees,
are also affected by such large corporate restructurings. Therefore, the desirability of
takeovers (and, hence, takeover resistance) is an important topic. The next study of
takeover causes will provide a closer look at this topic.

Summarizing the debate, both in academia and in the business community, regarding
the causes and consequences of takeovers, we can say that there are two, rather extreme,
standpoints. Proponents of takeovers consider them or their mere threat as an econom-
ically useful mechanism to discipline managerial behavior. Furthermore, takeovers are
a good vehicle to move assets to higher valued uses or into the hands of more efficient
managers, according to their view. Opponents, however, argue that takeovers, especially

the hostile ones, have at most led to small increases in operating efficiency, but, more
importantly, have disrupted corporations  and the relations among their participants.
Takeover threats may have even enforced a preoccupation towards the short-run, and
increased the amounts of corporate debts to dangerously high levels.

Before considering these ideas into more detail, we will first give an overview of the
most important empirical evidence concerning the effects of takeovers. The idea is that
causes are often easily explained as the eagerness to arrive at certain consequences.
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Therefore, the takeover effects could be of importance in understanding the underlying
motives. Moreover, empirical evidence is always an ultimate test to check the validity
of proposed takeover theories. As will be shown, though, even the empirical tests and
their results are far from undisputed. Section 3.2 will deal with these elements and their
possible interpretations.

In general, one can say that it is clear that takeovers lead to substantial gains for the
target shareholders. However, there is considerable doubt that takeovers are also bene-
ficial for the shareholders of the bidding firms. Similarly, the sign of the total takeover
gains is questionable too.  At this point, we are close to the topic of takeovers' social
desirability. The single fact that takeovers create value for one group of shareholders
does not imply that they are socially optimal. In order to address this topic, we propose
a classification of takeover theories, depending upon their effect on total wealth; that is,
the consequences for all involved parties' wealth will be considered. We will distinguish
two kinds of takeover theories: (i) those that imply an increase in total wealth, and (ii)
those that solely lead to a redistribution of wealth without creating any extra amount.
Section 3.3 will describe the first group, explaining "wealth creating" takeovers.1 Next,
Section 3.4 will pay attention to the "wealth redistributing" takeover theories. By def-
inition, all of them claim that there are losing and winning participants in a takeover

process. Some even predict that social losses are entailed. A crucial element in classify-
ing wealth redistributing types of takeovers is the determination which groups fare well
due to the takeover and which are hurt.

Finally, Section 3.5 will argue how the social desirability topic relates to takeover
defenses. First, it is straightforward to conclude that costly takeovers only leading to
a redistribution of wealth are socially undesirable. Hence, if takeover defenses would
prevent them from occurring, these techniques have a strong argument for existence.

However, how can takeover defenses be designed such that only the redistributing types
are barred. In addition, the willingness of firms to adopt takeover defenses is also strongly
related to matters of private optimality.  If a target firm can earn huge gains in a takeover,
due to large takeover premia, it is doubtful whether its owners will support takeover
defenses, even when they are just used to prevent one type of takeovers.  As a result,
both optimality concepts can easily interfere. Unfortunately, this potential controversy
between social and private optimality can also go the other way. Some takeover defenses
are useful for target shareholders to enable them to appropriate a larger part of the total
gains. The other involved party, the bidder, will now automatically earn less, providing
her with less incentives to initiate takeover attempts, as most of them are costly.  If
this would imply a smaller likelihood of wealth creating takeovers, the used defenses are
again socially undesirable. These potential conflicts and their consequences for takeover
defense regulation will end the chapter.

1 Note that these explanations will certainly involve some redistribution effects too. However,  the
main goal and consequence of such takeovers is defined to be the improvement of social efficiency.
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3.2 Main empirical evidence
Two main approaches of empirical research have been followed to estimate the value im-
provements resulting from takeovers. The first mainstream focuses on the consequences
for share prices. The idea is that abnormal share returns for firms involved in a takeover,
measured around dates at which important information is released, will fully reflect the
value consequence of the news.  This type of empirical research is called an event study.2

Jensen and Ruback (1983) review several event studies regarding takeovers, most of
them set in the 1970s. They report an average abnormal return of 30 % for target
shareholders after a tender offer for their shares is announced. This number equals 20
% for targets of merger attempts.3 Jarrell, Brickley, and Netter (1988) cover a wider
and more recent period and summarize the following. The (abnormal) bid premium for
targets in ultimately successful tender offers is 19 % in the 196Os, 35 % in the 197Os, and
30 % in the period 1980-1985.4 Bradley, Desai, and Kim (1988) check somewhat different
time periods, but obtain similar results: an abnormal 19 % during July 1963 - June 1968,
35 % between July 1968 and December 1980, and 35 % during January 1981 - December
1984 for shareholders of targets having received an eventually successful tender offer.
Summarizing, it is clear that target shareholders earn significant premia. Moreover, the
time trend of these premia seems to be upward sloping.5

The sign of excess returns for shareholders of bidding firms is less clear. Jensen and
Ruback (1983) come up with a positive 4 % for bidders in successful tender offers and 0 %
in mergers. Jarrell, Brickley, and Netter (1988) report the following abnormal returns for
bidder shareholders around the initial announcement of ultimately successful attempts:
4 % in the 196Os, 1 % in the 197Os, and -1 % in the first half of the 1980s. Bradley,
Desai, and Kim's (1988) results are similar; the most important difference is their -3
% for the 1980s. More recently, Agrawal, Jaffe, and Mandelker (1992) report negative

2For more details concerning the technique, see Brown and Warner (1980, 1985) and Section 2.4.1.
'3Huang and Walkling (1987) compare the results for tender offers and mergers. They suspect that

the difference for target shareholders is caused by the payment method and by target management's
resistance strategy.    As it turns out, tender offers are generally  paid  in  cash  and more often resisted.
These two factors could explain the difference in the resulting premia. Indeed, after correcting for these
features, tender offers and mergers appear to have similar effects.

4In addition, they observe that these results on excess returns probably understate the total gains
for target shareholders. The reason is the development of an active market for information about
impending takeover bids. As a result, it can be expected that pre-bid trading causes an earlier price
run-up. Therefore, more recent event studies widen their time intervals around significant announcement
dates, especially around the first news.

5Several reasons for this upward trend have been advanced: (i) from 1968 onwards, the Williams
Act requires (potential) bidders to make their intentions public and to observe a delay before the actual
completion of their offers; this stimulated competition among bidders and enabled targets to deal for
a better price, (ii) after 1980 several takeover types were no longer prohibited; in particular, large
horizontal and vertical movements were no longer contested, and (iii) at the same time, several new
innovations to finance huge takeovers were introduced  and the target's defensive potential grew stronger.
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effects for bidder shareholders, which remain during the first 5 years after the takeover,
they calculate a significant loss of 10 % over that period. These results show that the
consequences for bidding firms are less clear-cut:

At this point, it is interesting to note that Bradley, Desai. and Kim (1988) calculate
the value-weighted average of bidder and target abnormal returns in order to come up
with a reliable estimate of the total value consequence, measured in dollars. They find
a positive and rather stable result for all takeovers in the period 1963-1984. Similarly,
Malatesta (1983) reports an average increase in the combined equity value of bidder and
target of $32.4 million (statistically significant) for a sample of mergers during 1969-1974.

However, other studies come to less pronounced results. Firth (1980) studies takeovers
in the United Kingdom: target firms gain and bidding firms lose, both significantly.
Furthermore, the average total change in market value of the two firms involved in a
successful acquisition is negative, though not significantly. Varaiya (1988) finds an aver-
age total abnormal dollar gain of $60 million for combined U.S. target and bidding firms,
divided as a $190 million gain for the target and a $130 million loss for the bidder. The
aggregate gain is not statistically significant: in addition, it turns out that the target's
gain and the bidder's loss, measured in dollars. are significantly positively correlated.
Summarizing, dollar-based results can be very interesting, but the first studies lead to
different conclusions.

Finally, the results of event studies concerning eventually unsuccessful takeovers are
worth mentioning. For unsuccessful tender offers, Jensen and Ruback (1983) calculate
negative, statistically insignificant. excess returns for shareholders of both targets and
bidders. The same applies to targets in unsuccessful mergers, bidders, however, experi-
ence an average, significant, 5 % negative abnormal return in these cases. Bradley, Desai,
and Kim (1983) come up with an interesting refinement of the results for unsuccessful
takeover targets. They split the total group of target firms into three subsamples: (i)
those targets subsequently taken over within 60 trading days after the announcement
of the first. unsuccessful, takeover attempt: (ii) those targets, eventually acquired, but
only after 60 trading days and before five years have elapsed after the announcement
day; (iii) the other targets, not acquired within the five-year period. The targets in the
first two subsamples earn a cumulative abnormal return (CAR) of about 60 % after 60
trading days, where the first subsample firms gain this amount already during the two
days surrounding the announcement. Shareholders of the second subsample firms face
a far slower, though, steady increase during the 60 day period. The return for target
shareholders in group three is initially similar as for group two, but gets negative (5 to 10

%) after two years. Hence, the stockmarket seems to be able to differentiate eventually
acquired targets and those that remain independent for the next five years shortly after
the initial announcement of an unsuccessful attempt. This result provides important
evidence for some takeover theories.

6The trend is downward, though, probably, the same reasons as in footnote 5 apply here.
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The effects for unsuccessful bidders are dependent upon the arrival of a competing
bidder, eventually acquiring the target. Defeated bidders lose an abnormal return of 8
%, whereas the remaining unsuccessful bidders break even. As a result, bidding contests
can be quite costly for participating bidders; even stronger, if the abnormal returns of the
losers are sufficiently negative, this could overshadow the gains for  both the event ually
winning bidder and the acquired target.7

The second mainstream in empirical research on the consequences of takeovers focuses
on ex-post profitability or other performance measures. The underlying  idea  is  t hal
changes in such measures are a good indication of organizational efficiency effects.  In
particular, the long-term consequences of takeovers require a broader measure than short-
term share price effects.8 One attempt in this direction, though still closely related to
the previous event studies, is Magenheim and Mueller (1988). They report an average
abnormal return for acquiring firms  of  -16  %, when measured  over a three  year  post -
takeover period. Although this result is insignificant, as could be expected for stic h
a long time horizon, it questions the efficiency enhancing consequence of takeovers. 9

Furthermore, event studies could suffer  from  the  fact  that  they rely strongly  on  t.lic
assumption of stockmarket efficiency, which is questioned. 10 Finally, event studies are
preoccupied with shareholder returns, where absolute dollar gains  are  far more relevant,
considering the unequal size of most bidder and target firms.11

Some of the empirical studies in this second mainstream are based on a large sample of

takeovers, whereas others are so-called clinical or case studies, dealing with small samples
or single cases. Their main results are mixed. A first group of studies, mainly dealing
with takeovers in the 1960s and 197Os, concludes that takeovers have not improved
the acquired firms' performance. However, a second group finds that the more recent
takeovers have led to performance improvements for the new combinations of bidder and
target firms. We will discuss the main results for both groups shortly.

Important contributions to the first group of studies are Mueller (1987,1989), Raven-
scraft and Scherer (1987), and Scherer (1988). Their main point of criticism concerns
the validity of the argument that the market for corporate control disciplines manage-
rial behavior; they are very reluctant to accept it. First, they question this role for
the takeover market by observing a very strong U.S. economy in the 1950s and 1960s

7Bradley, Desai, and Kim (1988) report that during the period 1981-1984 all participating bidders
in contests lost. The losers averaged a similar minus 8 %, but the winner lost too, a significant 5 %.

8To illustrate this point, the reactions to the conglomerate merger wave of the 1960s and 1970s
are often mentioned, Initially, the stockmarket reacted positively to these takeovers, but changed its
judgment drastically later on, when widespread failure of the conglomerates turned out.

'Jensen and Ruback (1983) summarize similar results for six studies measuring abnormal bidder
returns over a one year post-takeover interval. They conclude that the explanation of these results is
an unsettled issue, especially since they challenge the efficiency of the stockmarket.

'oSee, for example, Summers (1986) and Black (1986).
11 Bradley, Desai,  and  Kim (1988), as already mentioned, did incorporate this element in their event

study. However, they are one of the few exceptions.
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when separation of ownership and control was already usual within the group of large
corporations, while disciplinary takeovers rarely occurred. Second. they argue that hos-
tile takeovers are probably not the single best device to prevent managerial deviation,
since economies such as Japan, Germany, and Switzerland continue to perform quite
well without a (significant) threat of the takeover market. If such takeover types would
involve any negative consequences, it might be better to use alternative devices. Third,
the vast number of sell-offs occurring after takeovers, due to strategic reasons or a dis-
appointing performance, raises questions about the effectiveness of major restructurings
through the mechanism of takeovers.

Mueller (1985) compares market shares of firms between 1950 and 1972, focusing
upon the largest corporations within several product classes. He finds that the market
shares of those firms being acquired during the first years of that period had on average

decreased by more than 80 % by 1972. The group of similar, though unacquired, firms,
on the other hand, had on average only lost 12 % of their 1950 market share. This result
casts some doubt on the efficiency gains resulting from takeovers. It seems that the
acquired companies are run worse by their new managers; this is most probably caused

by the large amount of conglomerate takeovers during this period.

Ravenscraft and Scherer (1987) report a series of case studies of acquired firms that
were later (partly) divested. Some acquirers confirmed that they discovered substantial
problems in the acquired units. but only after the transaction took place. Hence, not all
bidding firm managers have got a good idea of their targets before the takeover attempt.
This seems to be consistent with the view that multi-business firms are able to control
and evaluate several businesses, though not outside a certain subset of activities. Firms
or business units in other, often unrelated, areas are harder to judge. Furthermore,
Ravenscraft and Scherer study the relative profitability of firms that are eventually ac-
quired, before and after the takeover. Using so-called Line of Business (LOB) data, they
are able to come up with a huge sample of acquired firms, including several small ones
that were not publicly traded before the takeover. For the period 1950-1976, acquisition
targets underperform their industry peers with a statistically significant 8 % (calculated

for the ratio operating income over total asset value) before the takeover. This could in-
dicate that targets are selected in order to remove or improve their inefficient incumbent
managers. However, the post-takeover performance of these targets happens to be still
significantly below that of comparable firms within  the same industry  (an even larger  11

%). So, the relative performance of acquired targets remains at best equal. Again, this
raises doubts about the claimed efficiency enhancing effects of takeovers.

Herman and Lowenstein  ( 1988) find evidence that returns on equity are superior  for
targets in the manufacturing industry, compared to their peers, before their takeover,
measured over the period between 1975 and 1983. Their post-takeover profitability per-
formance, however, is on average 23 % less than the score for comparable firms.12 These

12Here, only targets of tender offers are considered.
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results indicate that the incumbent managers of target firms are not at all inefficient;
moreover, the new managers clearly fail in their task to improve efficiency.

With the exception of the last paper. a disadvantage of these retrospective studies
is their relatively old data material.  Most of the studies in this first group concern
takeover activities in the 1960s and 1970s, hence, they involve mainly conglomerate
takeovers. The takeovers in the 1980s are, however, somewhat different; they are larger
on average, more frequently followed by the sell-off of numerous target firm divisions,
extensively financed with debt, and, most importantly, far more meant to dismantle
conglomerates than to create them. Therefore, a second group of studies presents rather
different results regarding the consequences of these, most recent, takeovers.

Healy, Palepu, and Ruback (1992) study accounting data to test for changes in the
operating performance of firms after successful mergers. Their sample consists of the
50 largest mergers in the U.S. over the period 1979 - mid 1984. They report significant
improvements in asset productivity relative to the merged firms' industries averages, by
measuring operating cash flow returns. In addition, the improvements are particularly
strong for mergers between firms with highly overlapping businesses. An explanation
for their different results, compared to Ravenscraft and Scherer (1987) and Herman and
Lowenstein (1988), could be the use of other data sets, as put forward by Healy, Palepu,
and Ruback themselves. Therefore, ex-post performance consequences might vary from
case to case, leading to an increased popularity of case and clinical studies. 13

Kaplan and Weisbach (1992) come up with a detailed study of divestitures after
takeovers, in a reaction to the previously mentioned results of Ravenscraft and Scherer

(1987). They report a significant fraction of divestitures too, almost 44 % of all targets
acquired during the period 1971-1982 is divested before 1989. However, these divestitures
do not all represent a loss to the acquiring firm; more than half of them is sold at
a profit over the acquisition price. Although it seems that most bidding firms pay
slightly too much for their targets, the acquired firms are worth more under the new
managers than under their previous ones.14 Hence, this evidence shows that divestitures
of earlier acquired businesses  can not automatically be judged as failures. In addition,
those divestitures sold at a loss over their acquisition price were initially accompanied
by significantly lower bidder returns, implying that the stockmarket was correct in its
judgment of an acquisition failure.

Allen, Lummer, McConnell, and Reed (1995) take a closer look at the underlying
reasons for successful divestitures after earlier takeovers. They argue that the excess
share returns at the time divestitures are announced will have a significant negative
correlation with the earlier abnormal bidder returns around the takeover announcement
when divestitures represent acquisition failures. Hence, in a sense, the gains from di-

13The earliest examples of such studies are Baker and Wruck (1989), Kaplan (1989a), and Donaldson
(1990).

14This corresponds to negative, small abnormal returns for bidder firms and, at the same time, positive
abnormal returns for the combined bidder and target firm.
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vesting represent a re-creation from the value destroyed at the initial acquisition. This
conjecture turns out to be true, although a divestiture of an earlier acquired unit does
not generate significantly higher returns than other divestitures. So, divestitures shortly
after takeovers do seem to be signals of prior mistakes by the bidding firm managers.  The
question now remains why such bidding firm managers decided to engage in unprofitable
takeovers. Possible answers will be considered in Section 3.4.1.

Summarizing the main empirical evidence regarding takeovers, it appears from the
ex-ante event studies that takeovers create value, since the target firm shareholders re-
ceive large premia. Hence. the stockmarket believes that the bidders are able to improve
the target assets' management. However, the ex-post performance studies are less clear
about these improvements; sometimes productivity of the target assets has in fact dete-
riorated after the takeover. This raises questions concerning the underlying motives for
bidding firms to engage in takeover activities. The next two sections will discuss several
explanations for takeovers, classified according to their effect on total wealth.15

3.3 Wealth creation

The motives for takeovers in this section have in common  that  they all lead to an im-
provement of efficiency after the takeover.  That is, they specify underlying reasons with

positive consequences for overall wealth. This efficiency improvement can either result
from new opportunities due to the combination of bidder and target firm or from the
removal of a non-value maximizing target manager. A crucial difference between the two
is the former's need for a real combination of assets, while the latter simply requires a
different style of managing the same set of target assets.

The argument of an increase in efficiency through new opportunities is often called
the synergies explanation. Synergies refer to the simple fact that the value of the combi-
nation of the former bidder and target firm is strictly larger than the sum of their ex-ante

values, in formal terms.   AB  >  VA + VB, where V, denotes firm i's value.16 Since we only
consider wealth creating motives here, an extra condition for these synergies is that the
value increase is not caused by a value loss for any other agent in the economy. In perfect
markets, the exact boundaries of individual firms have no effect on value, hence, in that
set-up synergies can never occur, that is, 1/AB now always equals VA + VB. So, synergies
are made possible by market imperfections. In case the particular market imperfection
concerns the indivisibility of assets, we will speak of operating synergies.17 Another pos-
sible market imperfection is costly information or the fact that information is not freely

15 For other and related classifications. see, for example, Roll (1988), Trautwein (1990), and Weston,
Chung, and Hoag (1990).

16 In Popular terms. synergies are often called the "1+1=3"-effects.
17Examples are economies of scale. economies of scope. and all kinds of other asset complementaries,

such as managerial expertise.
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available  to all market participants; the resulting synergies are called informational.18
Finally, we will distinguish a remaining class of synergies, simply named other synergies.

Note that another popular market imperfection in finance, taxes, can not cause synergies,
as defined above. The reason is that a takeover aiming for a reduction in tax payments
does not increase overall wealth: therefore, tax related explanations of takeovers belong
to the class of wealth redistribution theories. Following Morck, Shleifer, and Vishny

(1988a), we refer to takeovers based 011 syiiergy considerations as synergistic takeovers.

They report that these takeover types generally have a friendly character.
The second reason for an increase in efficiency, the removal of poorly performing target

managers, assumes an agency problem within the target firm between the shareholders
and the incumbent manager. This problem asks for disciplinary devices in order to
prevent managerial deviation from shareholder value maximization. As described in
Section 4.2, several disciplinary mechanisms are possible; a takeover is often seen as a
kind of last resort solution, since it is very costly and causes abrupt changes. However,
the threat of a takeover can also suffice to restrict managerial discretion; but, again, a
takeover threat can also have negative side effects, such as managerial myopic behavior,
and the (partial) impossibility of trust:9 To capture the disciplinary effect, this type of
takeovers is called disciplinary. By definition, a target manager will resist such takeovers,
therefore, they normally have a hostile character. 20

3.3.1 Synergy theories

Operating synergies

As already noted, operating synergies result from the fact that a takeover enables both
firms to share indivisible multi-use assets.  If such multi-use assets were underutilized
before the takeover, output and/or activities in the other firm can be produced more

efficiently or simply in larger numbers. Hence, overall wealth will increase. Straight-
forward examples are economies of scale through a more efficient use of big machines

(often relevant in horizontal takeovers), economies of scope through elimination of du-
plications in fields such as R k D and distribution systems, and other complementaries
such as the influx of new management techniques.21 Closely related to this topic of op-
erational synergies is the issue of the firm's boundaries; that is, which factors determine
whether production will take place in two separate firms or rather in one single firm.
Hart (1989) is an interesting overview of this issue, furthermore, Holmstr6m and Tirole
(1989) provide an excellent literature overview. However, for our purposes here, an early

18Examples are a complementary fit of financing means and needs, caused by asymmetric information,
and the advantage of vertical integration in the form of lower coordination costs.  For an analysis of the
latter, see Grossman and Hart (1986).

19We will come back to these issues in Section 3.4.
20 For an empirical validation of this idea, see Morck. Shleifer, and Vishny (1988a).
21 For more detailed formalizations of these concepts, see Tirole  (1988)  and some of his references.
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formalization of the operating synergies explanation of takeovers is Rubin (1973).
Operating synergies as a motive for takeover activities have received considerable

support in the empirical literature, from event studies in particular. For example, Jensen
and Ruback (1983) state in their comprehensive overview article that '...some of the gains
are likely to result from synergies in combining two or more independent organizations...',
although '...discovery of the precise nature of these synergies is a complicated task...'  (p.

25).22 A first condition for synergies as underlying takeover motive is a positive gain, both
for shareholders of the bidder and the target firm. The relative gain for both parties is
determined by several factors; for example, the question which firm has the unique assets
for the synergies, the relative bargaining power, and the competition among bidders

and/or targets. A second condition is that other involved parties than both groups of

shareholders may not suffer under the takeover; otherwise, (part of) the total wealth
gain could be just a shift of wealth from them to the two shareholder groups.23 Finally,
a third condition regards the removal of target managers after a successful takeover; if
most target managers retain their positions, it is unlikely that their past behavior caused
the takeover attempt.

The evidence with respect to the first condition is somewhat mixed. The target
shareholders' gain is behind doubts, but the bidder's gain is not. Some studies report
positive abnormal gains for bidders, some give neutral results, and others find negative
abnormal returns. Therefore, the bidders' abnormal returns require a closer look.24

Their interpretation is somewhat difficult, due to two disturbing issues. First, as already

argued in Section 2.4.1, part of the bidder's abnormal return consists of an information
effect about the own prospects of the firm itself, not related to the takeover.25 Second,
some bidder firms already announce a broader acquisition program before their particular
takeover attempt. As a result, part of the takeover effect is incorporated ex-ante.26

One way to circumvent these disturbances is the use of the so-called intervention
approach, as suggested by Bhagat and Hirshleifer (1995). Their idea is to calculate the
extra abnormal bidder returns of a first bidder when a second bidder for the same target
arrives. This competing bid has an effect on both the probability that the initial bidder
will eventually acquire the target and the expected bid price should the first bidder win

22The latter is one of the reasons for the increased popularity of case and clinical studies. The first
important one probably was the DuPont-Conoco case in Ruback (1982).

23For more details, see Section 3.4.
24Respective examples are: (i) Dodd and Ruback (1977) and Bradley, Desai, and Kim (1988); (ii)

Asquith (1983), Morck, Shleifer, and Vishny (1990), Franks, Harris, and Titman (1991), and Lang,
Stulz, and Walkling (1991), (iii) Dodd (1980), Varaiya (1988), Mitchell and Lehn (1990), and Agrawal,
Jaffe, and Mandelker (1992). The last study seems to be quite convincing; it states that bidding firm
shareholders on average lose a significant 10 % during the first five years after the takeover, which can
not be caused by their firm's size, an incorrect estimate of their firm's risk, or simply a slow stockmarket
adjustment.

25For more details, see Pound  (1987).
26See Schipper and Thompson  ( 1983) and Malatesta and Thompson  (1985) for more details.
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the resulting contest. When correcting for these effects, the extra abnormal return for
the first bidder contains no informational disturbances. Bhagat and Hirshleifer's main
result from using this approach is a large and positive value improvement from takeovers,
although the bidders on average pay a little too much. Section 3.4.1 will explain why
some bidders might be too greedy.

Another way to clarify the unsettling issue of bidders' abnormal returns is to split
a total sample of takeovers in two subsets: one with positive total gains and the other
with negative total gains. As Berkovitch and Narayanan (1993) state, 75 % of the
takeovers in their large sample yield positive total returns. If these returns were caused
by synergies, we would expect a positive correlation between the target's gains and the
total gains and, similarly, a positive relation between the target's and bidder's gains.
This turns out to be the case, although the second correlation is only non-negative.
However, the same argument applies to the removal of inefficient target managers. Hence,
one can only conclude from this study that a wealth shift from bidder shareholders to
target shareholders in takeovers is highly unlikely if a total value improvement has been
realized.27

The second condition for synergies as underlying takeover motive concerns the no
wealth loss constraint for the other involved parties. We will come back to this issue in
Section 3.4, since it would imply that wealth is merely redistributed than created. The
empirical evidence, cited there, has to answer this second requirement.

Finally, we have to differentiate between synergies and the removal of inefficient target

management motive.  Both  will lead  to an improvement in total value, but their effects
on the incumbent target manager will probably be different. First, the likelihood that
the same target manager will be in charge after the takeover is far larger for the synergies

case. Second, most takeover attempts meant to remove the target's incumbent will be
opposed, leading to hostile takeovers.

With respect to the first effect, Martin and McConnell (1991) study the turnover rate
for the top manager of target firms after successful takeovers. It appears that those target
firms significantly underperforming other firms in their industry prior to the takeover
have a higher turnover rate than other targets.28 Since such relative underperformance
is a strong signal for inefficient management, this result confirms that synergies can be
differentiated from the removal motive by looking at the managerial turnover in the
target firm.

Morck, Shleifer, and Vishny (1988a) present convincing evidence regarding the sec-
ond effect. In their sample of takeover targets, the firms that are acquired through a
hostile takeover have some typical features: (i) their directors and top executives have
a relatively small equity stake in their own firm, (ii) their performance, measured by

27The results are totally different for the other subsample with negative total gains. In this case,
wealth redistribution from the bidder to the target seem to be of primary importance.

28Performance is measured here as the abnormal share return during a certain period prior to the
takeover.
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the so-called Tobin's q, is significantly lower than that of comparable firms in the same
industry,29 and (iii) they are growing at a slower rate and significantly older than the
other, friendly acquired, targets. These three features make removal of an inefficient
target manager a very plausible motive for their takeover, the jointly performed probit
analysis, explaining the determinants of the hostile or friendly takeover probability, con-
firms this hypothesis. Summarizing, evidence seems to support the notion that takeovers,
motivated by synergies, are mainly friendly.30

Finally, the other mainstream in empirical research, the ex-post performance studies,
yields mixed results with respect to the synergies motive. As stated before, the earlier
takeovers do not seem to be caused by synergies, whereas the more recent ones could be,
since their value improvements are significant. In addition, the analysis of subsequent

divestitures also casts some doubts upon operating synergies as the underlying motive
for takeovers, unless these synergies were only temporarily present. 31

Informational synergies

This type of takeover motive is based on the market imperfection of costly information,
as a result, relevant information is unevenly distributed. A plausible kind of asymmetric
information considers the more detailed knowledge of a target manager regarding his
firm compared to his shareholders and other investors. As Myers and Majluf (1984)
have argued, such asymmetric information could lead an incumbent manager to forego

profitable investment opportunities if he had to issue new shares to finance (part of) the
required initial outlay for these opportunities. The underlying idea is that the value of
the assets in place is that much higher than expected by the stockmarket that the issue

of new shares would worsen the position of the old shareholders even if the new project
has a positive net present value. Hence, assuming that the incumbent manager will
maximize the value of the old shareholders and that they behave passively, a firm could
decide to pass profitable new investments if their initial outlay required the issuance of
extra shares. Therefore, most firms like to build up a so-called financial slack to prevent
this situation; financial slack here refers to the combination of cash and unused borrowing

29 In addition, most hostile targets are located in low q industries. This, at a first sight, somewhat
surprising result could be due to the fact that internal control through the board of directors is mostly
based upon relative performance measures. Hence, firms that underperform their industry peers will be
far more disciplined by their board than by the market for corporate control. However, the latter now
has to discipline managers in low q industries.  For more details, see Morck, Shleifer, and Vishny (1989).

30However,  not all evidence  is as convincing, Martin and McConnell  ( 1991),  for  example,  find  that
the character of the takeover, friendly or hostile, has no significant influence on the managerial turnover
rate after a takeover success.

31 An interesting example, showing that takeover motives can be time dependent, is given by Shleifer
and Vishny (1991). They find that the diversification motive for takeovers was shareholder value maxi-
mizing in the 196Os, though decreasing in the 1980s. The changed regulatory environment during this
time period could be the cause of this turn.
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capacity. 32

An immediate consequence of this highly valuable financial slack is that firms owning
too little slack can increase their value by acquiring more. A takeover now is one pos-
sibility to achieve this. However, a slack-poor f rm can never acquire a slack-rich firm,
due to the simple reason it lacks enough cash. Similarly, a request for the slack-rich firm
to buy the slack-poor does not make sense, since slack-rich management is also imper-
fectly informed about the slack-poor's investment opportunities. Hence, the only way
to circumvent the problem is a slack-rich firm with few investment opportunities taking
the initiative to look for slack-poor targets with plenty investment possibilities. That
is, Myers and Majluf's theory predicts that slack-rich firms have a motive to acquire
slack-poor targets with outstanding growth opportunities.33

Bruner (1988) finds empirical evidence supporting this prediction; in his sample of
takeovers, the bidder firms have a relatively low financial leverage and a relatively high
amount of excess cash, whereas the situation is reversed for their targets. Although
other studies, for example, Shrieves and Pashley (1984) and Palepu (1986), do not obtain
similar results, Bruner argues that these other studies lacked a good proxy for financial
slack, since they did not incorporate the excess cash amount. In addition, a correction
has to be made for any time trends in the average amount of leverage per firm. However,
it remains to be seen if such financial slack oriented takeovers are shareholder value

increasing, as argued by Myers and Majluf. A strong opposing argument comes from
Jensen (1986), stating that slack-rich firms with bad investment opportunities have an
incentive to spend their free cash flow on useless acquisitions.  As will be mentioned
later, this argument has received considerable support from empirical evidence, strongly
questioning the validity of the Myers and Majluf motive for takeovers in practice.

A closely related motive for takeovers, especially diversifying ones, is to create an
internal capital market, being less costly than the regular outside capital market, since
inside information is costly to communicate to outsiders. The underlying idea is that
unrelated business units usually have stronger complementaries in the availability of
investment opportunities and internal cash flows than do related ones. Hence, capital
allocation can be more efficiently realized within a diversified firm itself. This informa-
tional advantage could also apply to the post-investment stage; supervision of a central
office could provide cheaper monitoring than outside investors do. Williamson (1970)
is the first one to present this advantage of conglomerates. However, recent empirical

32Along these lines the famous pecking-order theory of capital structure is derived. Firms first want
to rely on internal funds; if, however, external financing is needed, they prefer debt over equity. See also

Myers (1984).
33In addition, the theory predicts a role for the medium of exchange in takeovers. Stock financed

takeovers should lead to smaller bidder returns than cash financed ones, since the issue of new shares
is bad news regarding the bidder firm. For formal models of this argument, see Hansen (1987), Fish-
man (1989), Berkovitch and Narayanan (1990), and Eckbo, Giammarino, and Heinkel (1990), related
empirical evidence can be found in Tfavlos (1987), Franks, Harris, and Mayer (1988), and Brown and
Ryngaert (1991).
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evidence does not support this motive for diversification. Both Berger and Ofek (1995)
and Comment and Jarrell (1995) report that other reasons probably cause diversify-
ing acquisitions. The first study shows that a diversified firm has a lower value than
the value sum of its components as stand-alone units; the second study does not find
that diversified firms rely significantly less on the outside capital market than other less
diversified firms do.

Other synergies

This group of takeover motives is either based upon the principle of minimization of
transaction costs within an organization (Williamson 1975, 1985) or on the idea to
minimize bankruptcy costs. Both underlying reasons predict diversifying takeovers. The

corresponding specific motives are as follows.

First, a reason for diversifying takeover activities can be to provide managers and
other employees with higher job securities and better opportunities for promotion. The
underlying idea is that employees are more productive if they have invested more heavily
in firm-specific assets. Such investments can be encouraged by paying higher salaries,
but also by securing jobs and by offering better promotion possibilities.  This is more
easily done in a larger conglomerate firm. 34

Second, diversification can help a firm to preserve its reputation capital if its initial
industry declines. This reputational capital is built up during time while establishing

relationships with customers, suppliers and employees. It will diminish all kinds of
transaction costs, especially the costs of writing so-called complete contracts. 35

Third, a firm may decide to diversify through a takeover to reduce bankruptcy costs.
The underlying idea is that less than perfectly correlated earnings of bidder and target
firm decrease the probability of default on existing debt obligations.36 Hence, the (ex-
pected) direct bankruptcy costs will decrease. However, as Warner (1977) shows, this
reduction is rather small compared to the huge takeover premia, other motives should
prevail too. If indirect bankruptcy costs are considered too, this specific motive could
gain in importance. Titman (1984) distinguishes several of these indirect costs; for ex-
ample, those related to the importance of future service possibilities for consumers of
durable goods and the higher incentive for employees to invest in firm-specific capital if
the probability of bankruptcy is sufficiently small.37 Altman (1984) provides evidence
that indirect bankruptcy can be quite large.

34 Note that such arguments are closely related to theories of internal organization. For pioneering
studies in this field, see, for example, Alchian and Demsetz (1972) and Holmstrdm (1982)

35 For a nice discussion of these and related topics, see Kreps (1990). in addition to the earlier referenced
works of Williamson.

36See Lewellen (1971) for a first reference to this motive.  Note that we assume here that the total
amount of outstanding debt remains the same.  If not, other takeover motives could prevail; see Section
3.4.3.

37Hence, the latter example closely resembles the first mentioned motive.



3.3 Wealth creation 83

3.3.2   Removal of inefficient managers theory
This theory can best be explained by a potential principal-agent problem in most modern,
larger firms. These firm types are characterized by the fact that not all ownership claims
are held by insiders, that is, their management team and directors. As a result, see for
example Jensen and Meckling (1976),38 these insiders take care of other people's money,
while. at the same time. the outside owners are not able to perfectly monitor the behavior
of the insiders.  If this separation of ownership and control exists and both parties are
assumed to have different objectives,39 it is possible that managers fail to maximize
shareholder value without any corrections of the firms' owners. Although shareholders
can try to limit managerial deviations from their own interests by implementing proper
incentive schemes and using certain disciplining devices,40 some amounts of managerial
slack or discretion will always remain. Takeovers, or their mere threat, are another
possibility to remedy inefficient management.

Note that a threat from the market for corporate control can only be effective if two
conditions are satisfied. First, as argued by Marris (1964) and Manne (1965). deviation
from shareholder value maximization has to lead to lower prices of the firm's shares
than would be possible otherwise. Hence, the market price of a firm's shares should be
strongly positively correlated to the managerial efficiency in that firm.41 The immediate
consequence of this lower share price is a potential capital gain for those raiders able to
manage the firm more efficiently. As a result, a takeover attempt can be attractive. 42

Since takeover attempts are very costly, especially when incumbent management teams
have to be ousted, this first condition requires a significantly large difference between
the firm's pre-takeover value and its potential value.43 A second condition for a takeover
threat to be effective is the incumbent's fear for it; in other words, an incumbent manager
has to suffer from a disciplinary takeover. This condition is satisfied if the incumbent

38But in fact these ideas date back as far as Adam Smith (1776) and Berle and Means (1932).
39Which can hardly be denied, looking at daily practice. Marris (1963) already models divergent

interests between shareholders and managers  in his concept  of  a " managerial"   firm. He suggests  that
managers are mainly concerned with the growth rate of their firm under the constraint of a minimum
job security level. A trade-off between growth and security then results, leading to a so-called balanced
growth of the firm.

40See Section 4.2 for a detailed description of such devices.
41Although Manne notes that this correlation is difficult to test empirically, he states several reasons

to make its existence credible. First, insiders will generally have superior information about corporate
affairs, implying that they can gain money if their firm's shares are not priced in accordance with
some kind of efficiency standard. Second, share prices are the result of trading decisions of two kinds
of traders. Whereas the decisions of the so-called ignorant traders (having no reliable information at
all) have a neutral effect on the share price, the intelligent traders (owning more accurate information
about the firm) do not act on a random basis and, hence, determine the price of a share, resulting in a" correct" share price, reflecting all available and reliable information  on  the  firm.

42Note, however, that the so-called free-rider problem could pose some problems for outside raiders.
For details, see Section 4.3.2.

43Note that the stockmarket is here considered as an objective indicator of managerial efficiency.
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loses some of his rents after a successful takeover attempt; examples are his reputation
and his ability to consume perquisites. In order to prevent this type of loss, most44

incumbents facing a takeover attempt ultimately aimed at their removal will oppose it.
As a result, such takeover types are almost always hostile.

The empirical evidence regarding the removal motive for takeovers is somewhat mixed.
First, several studies have tried to trace inefliciently managed target firms by calculating
their abnormal share price performance in the months before the acquisition. in line
with the event study approach. Although, for example, Asquith ( 1983) and Malatesta
(1983) do find such negative pre-takeover target performance in their samples of mergers,
later studies, such as Palepu (1986), show that these early results can not be confirmed
convincingly. Martin and McConnell (1991) compute (cumulative) industry-adjusted
abnormal returns for takeover targets during their pre-takeover period in order to con-
sider potential industry effects. It follows that those target firms which get another top
manager after their takeover significantly underperformed other firms in their respective

industries, supporting the removal motive for these takeover cases. A second group of
empirical studies concentrates on other measures for target firm performance. A popu-
lar alternative measure is the previously mentioned Tobin's q. The earlier cited Morck,
Shleifer. and Vishny (1988a) study shows that most targets of hostile takeover attempts
not only have a lower Tobin's q than comparable non-targets, but that, in addition, they
are concentrated in low q industries. This is strong evidence for the removal motive in
hostile takeovers, although their second result is somewhat surprising. Lang, Stulz,45

and Walkling (1989) report higher bidder returns in case targets with relatively low q's
are acquired, indicating the importance of bidding firms to generate positive effects in
these cases. The input of better managerial techniques seems a reasonable explanation
for this result. Servaes (1991) confirms this idea; he finds larger target, bidder, and total
returns if the targets have low q's and the bidders high ones.46 Even after controlling
for other, potentially relevant, characteristics of the offer and the bidding contest (e.g.,
friendly versus hostile bids, single versus multiple bidders, the form of the payment, the
time period of occurrence, and the relative size of bidder versus target) Servaes' results
remain significant. Third. some empirical studies rely on analysts' earnings forecasts for
takeover targets to shed some light. on takeover motives. Pound (1988) reports a decrease
in these forecasts for the target firm as a stand-alone unit after observed resistance to an

44For more details, see Scharfstein (1988) in Section 4.2.2.
45The authors themselves argue that the latter result can be best understood by the fact that low q

industries are in decline, implying that some firms have to exit. However, most managers are unwilling
to stop their firms' operations or they proceed, at least, in a too slow pace towards exit. That is,
potential agency problems between the incumbent manager and his shareholders become common place
in such industries. Jensen (1986) distinguishes a specific agency conflict regarding the payout of so-called
free cash flows, which will particularly arise in those firms. Another explanation is the use of relative
performance measures, as stated before.

46The inclusion of bidder's q's is meant to account for potential agency conflicts in the bidding firms.
For more details, see Section 3.4.1.
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initial takeover attempt. This could be int.erpreted as a signal for weak target manage-
ment, since it fears a disciplining takeover. Brous and Kini (1993), however, find exactly
opposite results. Therefore, this type of evidence remains inconclusive.

The earlier mentioned performance studies, comparing pre- and post-takeover results
for target firms, could also provide some evidence regarding the removal of inefficient
management motive. However, as already noted, the conclusions of these studies are
mixed.47

Finally, the extensive case-study of Bhide (1989) is worth mentioning here. He ana-
lyzes all large hostile takeovers  in  1986  and 1987, concluding that about  70  %  of them
are caused by the bidder's intention to significantly change the target firm's strategy. 48

Since most of the target firms had a mediocre pre-takeover performance, as indicated by
different measures, this evidence is supportive of the removal motive; indeed, 90 % of the
successful hostile takeovers in 1985 in his sample are followed by significant management
changes in the target firms.49

3.4 Wealth redistribution

The most straightforward distinction among this set of takeover motives is based upon
the specification of parties involved in the induced wealth transfer. The relevant parties
are the shareholders of the bidder firm, the shareholders of the target firm, and other
stakeholders of both firms.50 Considering these parties, we arrive at the following three
possible wealth transfers: (i) a transfer from bidder shareholders to target shareholders,
(ii) a transfer from target shareholders to bidder shareholders, and (iii) a transfer from
other stakeholders within the target firm to target shareholders. AlI three types of wealth
redistributions can be explained as caused by one or more underlying takeover motives.
Shortly, these motives are as follows.

470ne way to ascertain that this takeover motive is indeed plausible is the relatively large empirical
literature on performance improvements after so- called management buyouts. Through these buyouts
only the ownership of firms changes, whereas no new combination of assets results. Hence, the improve-
ments have to be caused by remedied inefficient target firm behavior. For some interesting results, see,
for example, Lichtenberg and Siegel (1987, 1990), Kaplan (1989a,b), and Smith (1990).

48He qualifies this motive as the restructuring option, including, for example, an increase in target
leverage, divestitures of several units of the target firm, the implementation of large cost reductions,
and the ending of unprofitable investment projects.

49Note that the question remains whether the new owners of the target firm, the bidders, are better
managers. Since similar agency problems can also prevail in the bidder firms, a positive answer is not
always guaranteed. Section 3.4.1 will come back to this issue into more detail.

50Note that we use the concept of the firm as a nexus of contracts between involved parties (stake-
holders) here, as introduced by Alchian and Demsetz (1972) and later on more popularized by Jensen
and Meckling (1976). In this concept, all contracts are between the firm's shareholders on the one hand
and one of the other stakeholder types on the other hand. Examples of these other stakeholders are:

bondholders, employees, suppliers, consumers, and the government as the tax receiving entity.
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One reason for the first wealth transfer is closely related to the previously described
removal of inefficient target management motive. Just as in target firms, managers of
bidder firms may also be able to act in their own interest, because an optimal amount

of monitoring is lacking. This agency problem could involve large investments, such as
takeovers. In these cases, takeovers are not shareholder value maximizing, but simply
the consequence of self-interested behavior of the bidding manager. Her specific under-
lying motives can be several: to pursue a larger size of her firm (in particular when her
compensation is positively related  to  size), to enter new lines of business to protect  her
organization-specific human capital, to entrench herself by increasing the bidding firm's
dependence upon her presence, or simply the ability to spend free cash flows on her
privately desirable projects. A second, and somewhat related, cause for the first wealth
transfer is the so-called hubris hypothesis (Roll 1986). It argues that bidding managers
are often over-optimistic about the value of the target firm and, hence, willing to pay too
much. The main difference with the former reason is that the bidding manager in this
case really intends to profit from the takeover, she truly believes that her valuation of the
takeover opportunity is correct, whereas the stockmarket should then be wrong. How-
ever, her belief is incorrect, since this theory assumes strong-form market efficiency. 51

The underlying idea is that a takeover very often reflects an individual decision, which
is not made that frequently during a manager's career. As a result, a bidding manager
might get infected by stubbornness and arrogance, leading her to pursue a value destroy-
ing takeover attempt.52 Note that some monitoring problems will probably still prevail

in bidding firms with such top managers, since otherwise these huge investment deci-
sions would be made less dependent upon one person. On the other hand, though, both
directors and shareholders might simply have strong confidence about the capabilities of
their manager, giving her enough room to realize her plans.

The second type of wealth transfer deserves more explanation. It implies that target
shareholders lose wealth, enabling the bidder shareholder to profit. This idea might
seem surprising in the light of the earlier cited empirical evidence regarding takeover
gains. There, it was almost unanimously agreed upon that target shareholders gain
significantly from takeovers, whereas the total effect for bidder shareholders was far
less clear. However, the underlying idea for this second wealth transfer concerns the
possibility that target shares are strongly undervalued  on the market, allowing smart
bidder firms to discover such targets. Next, these bidders might announce a takeover

attempt, willing to pay a premium over the existing share price, while still paying less
than the true underlying value per share. As a result, shareholders of the bidding will
gain  if this attempt is successful, whereas target shareholders  will lose, since they forego

51 See  Fama  (1970)  for more details regarding different forms of stockmarket efficiency.
52Psychologists have gathered abundant evidence that individuals do not always behave rational when

faced with uncertainty. See, for example, Kahneman, Slovic, and Tversky (1982). Whereas this might

not pose a severe problem for massive information generating institutes, such as the stockmarkets, it
could be a potential issue for one time-one person decisions.
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part of their securities' real value. Takeover theories, based on this argument, are often
referred to as information theories, since they assume that outsiders possess valuable
information about the target not yet incorporated in its share price. Hence, note that
these explanations suppose that the stockmarket is not efficient in the strong-form. 53

The third wealth transfer is very diverse, since the involved other stakeholders within
the target firm can be several. The main cause for this wealth transfer is the ability
of the bidding firm (or its maliager) to engage into new contracts, either explicit or
implicit, with some of the target's other stakeholders, where the target's incumbent
manager could not force these new arrangements. The consequence is that these other
stakeholders will lose part of their value after the takeover, cashed by the bidder firm.
However, rational target shareholders foresee these actions of the bidder firm and make
it pay for its valuable ability. Especially if more bidding firms are around with similar
capabilities, target shareholders have a strong bargaining position in this case. As a
result, the value is (mostly) transferred to the target shareholders in the end. Since
the installation of these new contractual arrangements is usually accompanied with the
invalidation of the until then existing old contracts, the concerning takeover theories
are often referred to as "breach of contract" explanations. Examples of such potentially
suffering stakeholders in target firms are as follows. First, we have the classic example

in finance, the bondholders. By sufficiently increasing the total amount of outstanding
debt, the bidder firm is able to hurt both its own former debtholders and the target's old
debtholders.54 Second, other, non-security holding, stakeholders might be hurt by the
takeover. Typical examples are fired employees and recontracted suppliers. However,
customers and the tax collecting authorities (the government) belong to this group too.
They might suffer from product price increases and smaller tax payments, respectively.
The specific details per potential stakeholder type are described below.

A final general note concerning these breach of contract theories regards the other
stakeholders' expectations of such (future) bidder firm actions. Since they might get
hurt from a takeover, one would expect them to ask for initial protection (e.g., described
in so-called bond-covenants). Therefore, most of these theories either imply that the
takeover came as a total surprise for the stakeholders or that the changes, brought about
by the bidder firm, could not be effectively prevented, due to implicit contracts/promises
or the huge costs of full protection.

53See an earlier footnote and Fama (1970) for more details regarding this topic.
54 Note, though, that bondholders could also gain from takeovers if the risk of default is somewhat

more diversified.  For more details regarding the resulting trade-off for bondholders, see Section 3.4.3,
more precisely, the part on "suffering bondholders".
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3.4.1  Transfer from bidder shareholders to target sharehold-
ers theories

Managerialism

According to this theory, the manager of the bidder firm is able to maximize her own
utility instead of her shareholders' value. However, this is only possible under certain
constraints. each of which is caused by several potential disciplining devices.55 As earlier
studies already suggested, e.g., Bauniol (1959) and Penrose (1959), Marris (1964) now
presents much evidence supporting the idea that most managers try to pursue growth
of their firm, as far as allowed by the relevant constraints. The underlying idea is that
both the monetary and the non-monetary managerial rewards are more closely related to
the firm's growth rate than to its profitability.56 Even for the organization itself growth

might be favorable. in particular when promotions as managerial rewards are preferred
over bonuses. In this way, more (new) job opportunities are created.

Both Baumol (1959) and Marris (1964) postulate managers maximizing their revenues

subject to a minimum profit requirement, as a first start towards formalization. Mueller

(1969), next, comes up with a formal model of growth maximization, which he compares
with shareholder value maximization. Assuming that the manager and her shareholders
are two completely separate entit.ies, he proceeds to arrive at two explicit reasons for
takeovers (excluding potential synergies): (i) the buying manager has more optimistic
estimations of future net cash flows for the target firm than its manager or shareholders, 57

or  (ii) the discount  rate  of the buying manager is strictly smaller  than  the  one  of  the
sellers. Since most managers will have a preference for control. leading them in general to
have smaller discount rates than their shareholders, this would imply that mergers should
be far more common than tender offers. In addition, the selling manager should have a
relatively large discount rate. as might be the case for old, about to retire, incumbents. 58

The empirical evidence regarding this empire-building motive for takeovers, or shortly

managerialism, is mainly supportive. As already indicated, Ravenscraft and Scherer

(1987) have reported several case-studies stressing the importance of this motive. Fur-
thermore, several other studies find that bidder shareholder returns are higher the better
the bidder's prior performance or the higher its perceived managerial quality (as mea-
sured by Tobin's q): see. for example, Lang. Stulz, and Walkling (1989), Morck, Shleifer,

55 A more precise description of these devices is postponed until Section 4.2.
56Regarding the monetary rewards, for recent empirical evidence supporting this idea, see Jensen

and Murphy (1990) and therein cited references. In addition, Donaldson (1984) presents some interest-

ing case-studies. Concerning the non-monetary rewards, managerial prestige and power are obviously
strongly related to the firm's size

57Mueller distinguishes a merger as the purchase of the target from its incumbent manager and a
tender offer as the acquisition through its shareholders.

58Furthermore, managers under the explicit threat of an unwanted takeover are probably also more
willing to sell their firm to a friendlier bidder Mueller's comment about such a search for another
merger partner  in  fact  is an early qualification  of the nowadays popular white knight notion.
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and Vishny (1990), and Servaes (1991). Similarly, Lewellen, Loderer. and Rosenfeld

(1985) report higher bidder returns if their managers hold a larger portion of their own
shares. A notable exception is Seyhun (1990); he finds that bidder managers do increase
their personal shareholdings in their own firm shortly before takeover announcements.

To summarize, the empire-building motive is very intuitive, in particular when one
considers potential agency problems in large firms with widely dispersed ownership  pat.-
terns. In addition, this argument logically extends the earlier (lesc.ribed rernoval of
inefficient management motive; if targets can be managed inefficiently, the same will
be true for bidders.59 Finally, this motive gives us a nice potential explanation of t.he
mostly uneven distribution of takeover gains over target versus bidder shareholders.  If
both firms' managers care for their own positions, then the target manager requires a
relatively large premium to surrender his seat, while the bidder manager is willing t.o
pay this amount to strengthen her own position.

Protection of organization-specific human capital

Amihud and Lev (1981) model another motive for the manager of the bidder firm to
engage in takeovers, in particular to pursue diversifying takeovers. The idea is that this
manager is faced with a largely undiversifiable risk of losing her job.  That is, the financial
performance of her firm is closely related to her future employment opportunities.  In the
extreme case that the firm goes bankrupt, the manager will be seriously hurt, since her
human capital is rather specific to the organization. In addition, diversification of this
risk through markets is impossible; this kind of capital is not publicly traded. Therefore.
one might expect the manager to stabilize her firm's income stream in order to prevent
financial failure. One way to achieve this is a diversifying takeover; by definition. such
a transaction will diminish the firm's financial risk.60 Note that this motive is another
example of managerialism, since the firm's shareholders do not gain from these takeovers

or might even lose part of their former value. 61

The question remains whether a competitive labor market might deter managers from
engaging in such risk reducing activities. As argued by Fama (1980), a proper functioning
of this market would shift all potential agency costs of these transactions directly to the
manager herself. However, this shift of costs is probably not perfect. First, the threat of
future wage revisions is less powerful for older managers, making them more willing to
buy undiversified targets at the end of their career. Second, most managerial contracts
are specified such that her income is, at least partly, dependent on the firm's (future)
profit, being a stochastic variable. As a result, the manager would like to decrease the
associated risk. Third, the detection of managerial risk reduction as a specific motive

5'An interesting empirical study based upon this idea is Mitchell and Lehn (1990).
60For the consequences of these takeovers for the firm's securityholders other than the shareholders,

see Section 3.4.3.
61 For details, see Section 3.4.1.
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for a takeover is very difficult; perfect monitoring does not occur in reality.
The empirical support for this specific takeover motive is difficult to judge, mainly

due to two reasons. First, some evidence is indirect. Amihud and Lev themselves test
their specific managerialism hypothesis by comparing so-called manager-controlled and
owner-controlled firms. The first types, having a widely dispersed ownership, are more
strongly engaged in conglomerate acquisitions than the second types with concentrated
ownership; in addition, the operations of manager-controlled firms are more diversified.
Although both results tend to support the hypothesis, it remains to be seen whether
such acquisitions are really shareholder value decreasing. Furthermore, the ownership

variable is somewhat biased; owner-controlled firms are less able to make large acquisi-

tions without using the capital markets. Second, the more recent results regarding the
effects of diversifying takeovers for bidding firms are very time dependent. Both Morck,
Shleifer, and Vishny (1990) and Matsusaka (1993) report positive gains for diversifying
buyers during the period 1968-1974, approximately zero returns in 1975-1979, and signif-
icantly negative returns during 1980-1987.62 The evidence regarding recent divestitures,
undoing earlier conglomerations, also indicates managerial motives for diversification. 63

Free cash flow explanation

Jensen (1986) points out a specific agency problem between the manager of a bidder firm
and her shareholders as an explanation for takeovers. The problem concerns the payout
of free cash flows. To maximize shareholder value each manager should distribute free
cash flows to the firm's shareholders; either by paying an extra dividend or repurchasing
part of outstanding equity. However, such payouts reduce the resources under the man-
ager's control, hence, making her less powerful and exposing her more frequently to the
disciplinary forces of the capital market. Therefore, some managers prefer to invest free
cash flows or simply keep them within the firm for future use.64 One way of spending
these free cash flows is the acquisition of other firms. As Jensen argues, such acquisitions

are particularly likely for firms in declining or rather stable industries that generate huge
cash flows.65  Due to the absence of growth prospects, the managers of these firms are
inclined to undertake diversification programs in an attempt to prevent shrinking the
size of their firm, as would be economically efficient. Examples are several firms in the

62This change in market sentiment could have several explanations: (i) governmental anti-trust
regimes have changed over time, (ii) capital markets have grown more efficient over time, making con-
glomerates and their internal capital market less needed, (iii) the first diversifying firms were the best
ones, later imitators did not know how to proceed, and (iv) the stockmarket simply made an incorrect
judgment of the added value of diversifying takeovers in the early years.  The last explanation would

imply a re-evaluation of the popular event study technique.  For more details, see Shleifer and Vishny

(1991), in addition to the two earlier referenced studies.
63See, for example, Bhagat, Shleifer, and Vishny (1990).
64 See Section 4.4.4 for details on a potential role for debt to solve this typical agency problem.
65See Jensen (1993) for more details regarding a firm's difficulties with leaving its industry.



3.4 Wealth redistribution 91

oil and tobacco industry. The single advantage of this free cash flow use is that the funds
are paid out to the target shareholders instead of being invested in even more wasteful

projects.

In addition to the industry-specific examples of Jensen himself, several, more general,

empirical studies grant support to this takeover motive. Lang, Stulz, and Walkling
(1991) use Tobin's q as a measure to distinguish firms that have positive net present
value investment opportunities and those that do not, low q firms probably have few or
none good investment possibilities. This study reports that the takeover gain of these
low q firms falls as their cash flow increases.66 Mann and Sicherman (1991) study equity
issues by firms and the subsequent reaction of investors.  The idea is that such issues

increase the agency costs of free cash flow. However, most incumbent managers are

already longer around and, hence, have a reputation for potential misuse of free cash
flow. A suited proxy for this reputation is the manager's acquisition track record. It
appears that firms which have mostly acquired related assets in the past are faced with
more favorable reactions at an equity issue than others. Hence, investors seem to consider
the free cash flow motive for takeovers as a realistic one.

The managerial entrenchment motive

Shleifer and Vishny (1989) suggest that incumbent managers can entrench themselves by
overinvesting in assets which are highly specific to their own skills. As a result, replacing
these managers is costly and they can heavily engage in discretionary behavior.  For more
formal details concerning this hypothesis, we refer to Section 4.4.4, where the defensive
character of such investments is explained. At this place, it suffices to notice that these
investments in specific assets could also imply takeover activities. That is, the manager
of the bidding firm may be willing to buy and sell assets that make her more valuable to
her firm, although these actions are not necessarily shareholder value maximizing. The
idea is that she would like to invest heavily in those assets for which her managerial

capabilities are best.
The specific type of acquisitions, based on this motive, depends upon the concerning

circumstances. If the incumbent is a very good performer in the firm's existing line of
business, she prefers more investments in similar assets and will, hence, pursue related
acquisitions. If, on the other hand, her potential competitors for the manager's position
start performing better in the same industry, she might opt for diversifying acquisitions
in order to utilize her (remaining) comparative advantages. More specifically, this could
imply that firms that perform relatively well in their industry tend to go for related acqui-

sitions, whereas relatively bad performers choose for unrelated ones. Since the manager
of the bidder firm thus has a private incentive to engage in some specific takeovers, she is

66More specifically, an increase in free cash flow of 1 %, measured as fraction of the firm's total assets,
is associated with a l% value decrease in the firm's equity, Furthermore, other variables that could
possibly influence a bidder's takeover gains are controlled for.
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willing to overpay for her target firms. Hence, earlier cited evidence of bad acquisitions
for poorly managed bidder firms supports this idea.67 Finally, note that divestitures, for
similar managerial entrenching reasons as stated before, are a different story regarding
their effects on selling firm's shareholder value. In these cases, the incumbent manager
is willing to sell one of her business units, since other managers are better able to run
it. As a result, the sale price will reflect these better abilities of competing managers,
pushing shareholder value for the selling firm upwards.

Specific evidence concerning this takeover motive is hard to find and even more diffi-
cult to arrive at. The reason is simple: it requires very detailed knowledge to assess the
value of a business unit under its current manager compared to its potential value under
competing managers. However. the general idea is somewhat similar to the one put for-
ward by Amihud and Lev (1981), a risk-averse incumbent would like to protect her own
position. The important difference is that the last idea implies diversifying acquisitions
to prevent bankruptcy, where the first does not predict a certain type of takeover.

Hubris hypothesis

Roll (1986) comes up with a rather provocative explanation of takeovers. He argues that
at least some takeovers are caused by too high valuations of target firms, as assessed by
bidding firm managers. His idea is best understood by considering the steps in a general
takeover process. First, a bidding firm identifies a potentially interesting target firm.
Second, the bidder value this target, using all kinds of information, some of them non-
public as well. Third, the finally resulting valuation is compared with the target's market
price.  If the market price is higher, a bid is abandoned, nothing happens. However, if the
market price is the lower of the two, a bid is made public.68 As a result of this process,
a takeover is a typical kind of bidding process, where a strict lower bound on the price is
involved: the target's prevailing share price. Differently stated, the sellers of the assets

(i.c., the target firm's shareholders) already know that a first bid is outstanding. 69

Next, assume for simplicity that the takeover under consideration will not generate
any economic gains. However, some stockmarket participants might be irrational and
believe that such gains do exist.m The valuation of a share can now be seen as a random
variable  with the current market price  as mean. Hence, a takeover bid can follow if71

an investor's valuation exceeds this mean: as long as the random variable has a strictly

67Take, for example, Lang, Stulz, and Walkling (1989) and Mitchell and Lehn (1990).
68Note that the bid price in this case is not necessarily equal to the earlier assessed valuation; the

bidder would like to gain a positive amount or have the opportunity to raise her bid later on. In addition,
she might incorporate the possibility of a valuation error on her side.

69 Hence' the next explanation is not relevant for takeovers of non-listed target firms.
70 Remember that a stockmarket with only rational traders is observationally equivalent to a stock-

market with some irrational participants whose exceptional behaviors cancel out
71 Note that the idea of different target valuations among investors as explanation for takeovers in fact

dates back to Gort (1969). However, he assumes both a less efficient and a more imperfect stockmarket,
since individual information is not immediately incorporated in share prices and transaction costs are
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positive variation, the probability of such an erronous bid is positive. The question
remains whether bidding firm managers realize that they can make such mistakes. In
case bidding for takeover targets would be a very frequent activity for a typical bidding
manager, one could easily assume that she will realize this. However, takeover bidding
occurs on average only very rarely for most managers; hence, irrational behavior of the
buyer seems to be plausible. Even more, when one considers the fact that most initial
bidders get usually more and niore convinced of their own valuatioit during a takeover

bidding process. This over-optimistic behavior of involved bidding managers is called
the hubris infection. The result is an overpayment for the target. firm if such a bid
succeeds.72 Rational bidders will realize the  risk  of this so-called " winner's curse"  bias,
as existent in all kinds of auctions. They will not get infected by hubris; however, some
other bidders probably will.

Finally, note that the pure hubris hypothesis is based on strong-form stockmarket
efficiency, implying that no single bidder can gain by trading on private information. This
theoretical idea is merely put forward by Roll to function as an alternative hypothesis
for all other takeover explanations, where some efficiency gains can be made. Hence, the
evidence should answer the question whether hubris hypothesis is realistic.

The pure hubris hypothesis predicts the next outcomes around a takeover attempt: (i)
the combined value of bidder and target should decrease slightly, reflecting the involved

costs, (ii) the value of the bidder should decrease, and (iii) the value of the target
should increase. Furthermore, outcomes  (ii)  and (iii) should be reversed  if a takeover
attempt is abandoned, excluding any incurred takeover costs, both values should return
to their original levels. As stated earlier, the first predicted outcome is disputed; some
studies find positive total gains, whereas others report negative results. The second
prediction is somewhat obscured by the fact that not all announced takeover bids are
totally unexpected.73 In addition, a bid could signal more about the bidder firm than just
the takeover attempt itself. However, as indicatedl before, several studies do seem to find
negative returns for bidder firnis, especially during the last decade. The third prediction
is supported by almost all empirical evidence; this might come as no surprise considering
the mentioned lower bound on the offer price per share. The final two predictions, in
case the bidding firm leaves stage, are encountered with some confirming evidence. 74

rather important. So-called economic disturbances, such as rapid changes in technologies and extreme
movements in security prices, could cause larger value discrepancies between investors, possibly provid-
ing takeover incentives, according to his idea. In particular, a booming stockmarket will increase the
frequency of takeovers.  In this period of (over)optimism, bidder managers are more favored regarding
their takeover plans by investors and target shareholders more willing to sell, since the risk of under-
valuation is rather low. As a result, a link is suggested between macro-economic developments and the
activity on the market for corporate control.

72 Note that a similar explanation implies that part of each takeover premium will result from hubris
infection,  even  if some economic gains might follow  from the takeover.

73See, for example, Schipper and Thompson (1983).
74See, for example, Bradley, Desai, and Kim (1988). Note. though, that their results for unsuccessful
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Varaiya (1988) is a specific attempt to test the former predictions. His results indicate
a high likelihood of the winner's curse among bidders, since less available market infor-
mation about the target firm is accompanied by higher valuation errors from the side
of the bidders. In addition, it turns out that the paid takeover premium in successful
takeovers is negatively correlated with the bidder's abnormal return at the announce-
ment date, supporting the hubris hypothesis. Berkovitch and Narayanan (1993) also
report support for the hubris hypothesis, in particular in those takeovers with positive
total gains.  In this subset of takeovers, the target and bidder gain are negatively related,
although not statistically significant. This means that synergy and hubris are often co-
existent as motives for on average wealth-increasing takeovers. Hence, the pure hubris
hypothesis is not very realistic; valuation errors, though, are.

3.4.2  Transfer from target shareholders to bidder sharehold-
ers theories

The takeover explanations in this second group of wealth transfers are based on stock-
market inefficiencies in the strong-form sense, leading to too low valuations of target
firms. Unlike in the former hubris hypothesis, all following takeover motives assume
that it is possible that not all available information (including all private information of
individuals) regarding a certain firm is incorporated in its share price. Hence, misvalua-
tions are possible. The concerning takeover theories will be called information theories
(as suggested by Bradley, Desai, and Kim 1983). Their underlying idea is that bidding
firms have noticed the undervaluation of some other firms, enabling them to announce
a takeover attempt, since even when paying a premium over the prevailing market price
such undervalued targets might still be a bargain. As a result, the takeover attempt, if
successful,  will  lead  to a wealth transfer from target shareholders to bidder shareholders
in as far as the paid premium falls short of the difference in true value and market value

of the target firm's shares.
Before describing the information theories into more detail, it is useful to shortly

consider whether in reality share prices can be such that they do not fully reflect all
available information regarding a firm's fundamentals. As argued by several authors, for
example, Shiller (1984) and Summers (1986), there is ample evidence that share prices

(just as prices of other speculative assets) are influenced by non-fundamental factors
such as fashions, fads, or bubbles.75 Typical examples are the bullish U.S. stockmarket
in the 1950s and the early 1960s, but also the more recent Japanese situation. Other
studies, such as De Bondt and Thaler (1985), confirm that stockmarkets are too volatile
and tend to overreact. In addition. theories in sociology and psychology are available to

bidders are crucially dependent upon the existence of winning competing bidders. The resulting loss if
a competitor acquires the target might suggest other takeover motives,  such  as real synergies.

75These terms refer to the outcomes of specific diffusion models, trying to formalize the way informa-
tion about speculative assets is generated and incorporated into their prices.
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explain the underlying behavior of groups of investors on the stockmarket.76 As a result
of these non-fundamental factors, share prices tend to be more variable than justified by
their underlying fundamentals. Compare, for example, the far more variable aggregate
stockmarket movement over the last century with the almost trendlike aggregate dividend
stream. Note, though, that the influence of these factors per individual share will differ
from case to case. Finally, although many empirical studies claim to support the idea that
stockmarkets are efficient, the earlier cited advocates of non-fundamental factors argue
that these studies suffer from some major problems, such as the definition of market
efficiency, the concept of abnormal returns, and the lack of a well-defined alternative
hypothesis representing the functioning of non-fundamental factors. 77

The first type of information theory is often mentioned by target management teams
and other opponents of takeovers. It just states that target firms are undervalued by the
stockmarket, for one or the other reason. As argued by Shiller (1988) and others, this
might be simply due to the fact that these firms are overlooked by the investors, they
are not fashionable or glamorous at that time. Bradley, Desai, and Kim (1983) refer to
this theory as the "sitting on a gold mine" explanation, in the sense that most investors
(at least the bidding manager excluded) did not realize the real value of the target.

A more specific reason for a (temporary) undervaluation of certain shares can often
be read in the popular business press: the stockmarket behaves myopically, according
to managers.78 This market pressure for short-term results leads them to focus more
on their short-term performance, possibly distorting their long-run investment decisions.
Furthermore, as surveyed by Abegglen and Stalk (1985), this emphasis on the current
share price is far more important in the U.S. than in Japan. Scherer (1988) seems to share
some of these managerial complaints, when stating that market myopia, particularly
caused by the threat of takeovers, 'could be the most important implication of takeovers'
(p. 78). The underlying idea is that those firms, heavily engaged in long-term projects,
face the risk of becoming undervalued.  As a result, their managers may be forced to
manage share prices, possibly with accounting tricks.  Or, even worse, they might consider
smaller than optimal investments in long-term projects. However, Stein (1989) notes that
the concepts of market myopia and managerial myopia should be clearly distinguished.
That is, managers themselves might also be prone to optimize short-term objectives
rather than long-term ones. To disguise their behavior they will try to blame the79

76For some details, see Shiller (1984, 1988).
77Most of these empirical studies solely come up with the vague concept of an anomaly, being a

departure from market efficiency.
78As a possible reason for a myopic stockmarket, the increase of institutional stockholdings is often

mentioned. See, for example, Marsh (1990). These institutes would have a pressure to generate high
returns on a quarter-to-quarter basis; therefore, financial analysts and fund managers are assumed to
be strongly focused on short-term performance measures.

79 See, for example, Narayanan (1985) for possible managerial incentives to behave myopically. Note,
however, that managerial short-term objectives might  also lead to overinvestment in long-term projects,
as shown by Bebchuk and Stole (1993).
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stockmarket. The corresponding shares are, however, well priced; the managers are
simply not doing a good job, making their firms potential takeover targets.

Finally, several studies hypothesize the possibility that firms are undervalued, and,
hence, are forced to behave myopically, due to possible stockmarket imperfections. That

is, the stockmarket functions efficiently, but is imperfectly informed. Stein (1988), for
example, argues that a manager may have superior information regarding the state of his

firm ex-ante. As a result, the stockmarket has to come up with an estimate of the firm's
value initially, thereby undervaluing some firms, while overvaluing others. The threat of
a takeover will now force the manager of an undervalued firm to behave myopically by

boosting the short-term earnings.80 One potential solution for this problem would be a
better communication of relevant information from the firm to its investors, in as far as

possible.
The second type of information theory assumes that the takeover attempt itself gener-

ates new information about the target firm, regarding its full potential. The underlying

idea is that a superior informed outsider, i.c., the bidding manager, exclusively knows

how to implement a higher-valued strategy within the target firm. However, this new
strategy could also be chosen by the incumbent manager of the target; that is, it does
not involve any synergies following from a combination with the bidder firm. Therefore,
the announcement of a bid attempt, including the bidder's future plans for the target,
makes all other market participants realize that the target firm has far more potential
than presumed until then. If the target manager picks up these new ideas himself, he is
able to install the changes, increasing the share price, while preventing a takeover.

1,81This so-called "kick in the pants explanation of takeovers (or their threat) is quite
similar to the earlier mentioned removal of inefficient management motive; however, their
main difference concerns the fact that the target manager is not aware of these better
ideas before the takeover attempt in the information theory. Hence, he was supposed

to maximize shareholder value, in contrast to the former agency-theoretic explanation.

In addition, the fact that some things have to change within the target firm makes this
information theory different from the first one. The informational imperfection of the
stockmarket differs likewise: "sitting on a gold mine" assumes an incorrect or neglected
evaluation of an existing situation, whereas "kick in the pants" supposes the market is
not aware of any superior strategies for the target firm.  As a result, the first theory really

refers to undervaluation, whereas the second implies a correct valuation of the current

situation, but the failure to price underlying firm potential.82
Summarizing both information theories, they have in common that the positive revalu-

ation of the target shares does not require a successful takeover attempt. However, in case

80A related argument features in Chapter 5. Miller and Rock (1985) use the same imperfect market
information idea to explain a firm's dividend policy,

81According to Bradley, Desai, and Kim (1983).
82Hence, as noted before, the "kick in the pants" explanation closely resembles the inefficient target

theory in the sense that a too low valuation of the target would be a better name than undervaluation.
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the announced attempt would be successful and the paid premium insufficient, wealth is
transferred from the old (target) shareholders to the new (bidder) shareholders.83 This
independence of takeover success is the basis for many empirical tests of information
theories.

The first empirical evidence regarding information theories focuses on the share price
effects for target firms in unsuccessful takeover attempts. The underlying idea is that
the announcement of the bidder's withdrawal implies a loss of potential synergy oppor-
tunities, whereas a revaluation of the target shares is independent of this withdrawal.
Dodd and Ruback (1977) and Bradley (1980) come up with support for the information
theories in this way, the increase in the target share price turns out to be permanent and
higher than the initially offered bid premium. Bradley, Desai, and Kim (1983), however,
suggest that the uncertainty regarding any possible future bids for the same target firm
is not resolved at the moment the initial bidder withdraws her offer. Therefore, they
measure the share price consequences for all initially unacquired target firms, dividing
the total sample into two groups depending upon their eventually successful acquisition
over the next five years. It appears that those targets remaining independent during this
period see their share price bounce back to its original level, as prevailing just before
the initial attempt was announced. The eventually acquired target firms, on the other
hand, remain higher valued after the withdrawal of the first bid, as the market correctly
expects future successful takeover attempts. The share price patterns for firms in both
groups are quite different after the withdrawal news; the eventually independent firms
are confronted with a gradually decreasing share price, whereas the others are faced
with a rather constant price waiting to jump in reaction to a subsequent bid. Hence,
this type of evidence shows that the earlier support for information theories was rather
prennature.

84

The issue of market versus managerial myopia has received much attention too. Jensen

(1988a,b) offers evidence indicating that stockmarkets are not myopic. He distinguishes
four kinds of supporting facts. First, he observes that price-earnings ratios differ widely
among securities, implying that the stockmarket does not only value current earnings,
other aspects, such as growth opportunities, have to be relevant too. Second, several
high-tech start-up companies seem to be very attractive for investors in spite of their
relatively low first earnings figures (due to huge investments). Consider Netscape as
a current example of such a firm. Third, Jensen refers to McConnell and Muscarella
(1985), who report a positive relation between share price reactions and unexpected
changes in corporate investments. Hence, the market seems to care about investment

83Therefore, target shareholders could have a preference for bidder firm shares instead of cash as
payment for their properties in a takeover, if undervaluation is suspected.

84Similarly, Bradley, Desai, and Kim report losses for unsuccessful initial bidders if their target is
acquired by a rival firm, while no effects can be seen if the target remains independent. Once again,
this evidence seems to support a synergy explanation for takeovers rather than alternatives, such as an
undervaluation of the target firm.
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projects, even if they are long-term oriented.85 Similarly, Hall (1988) studies the rela-
tion between R&D expenditures and takeovers. She finds no significantly higher R&
D expenditures for acquired companies than for comparable non-acquired firms in the
same industry. Furthermore, the R&D figures for pre- and post-merger firms are not
different from those for non-merged firms. Finally, Jensen's fourth argument concerns

the abundant evidence on semi-strong efficiency of the stockmarket, as stated in each
finance textbook.86 Summarizing, Jensen considers a myopic stockmarket doubtful; my-
opic managers, on the other hand, seem to exist, particularly if their compensation is
positively related to short-term accounting earnings.

Next, the claimed pressure of institutional shareholders on managers to show high

earnings on a quarter-to-quarter basis is tested as a potential reason for a myopic stock-
market. Evidence, reported in a study of the Office of the Chief Economist (SEC,
1985), shows that increased institutional shareholdings are not associated with increased

takeovers and not with decreases in R&D expenditures. In addition, this study con-
cludes that firms with high R & D intensities are not more vulnerable to takeovers; share
prices appear even to respond positively to announced increases of these long-term ex-
penditures. Marsh (1990) refutes the idea of an institutional pressure for short-termism
too. His results show that the average holding period of the main institutions has not
changed over the last decades. Managerial myopia seems to be more suspect: many man-
agerial remuneration and reward systems are short-term oriented, executives in both the
U.K. and U.S. are becoming more and more mobile giving them shorter time horizons,
and the relationships between head offices and divisions tend to lead to more asymmet-
ric information between top management and the firm's divisions (particularly in largely
divisionalized firms) making myopia more probable.

A different approach to test whether takeover bids convey (positive) information to
the market about the stand-alone value of target firms is followed by Pound (1988).
His research is based on earnings forecasts by financial analysts. If takeover bids would
convey positive information to the stockmarket about the valuation of target firms, then
the earnings forecasts for these firms as separate entities would systematically be revised
upwards after bid announcements. However, the main result is that, on average, takeover
bids give rise to little new information, positive or negative, about the expected future
performance of target firms as stand-alone units (even more surprising, the average

85 However, capital expenditures concern a wide variety of investment projects. not necessarily isolating
the projects which solely generate returns on the (very) long-term. In addition, the reported market
reaction to the investment announcements could also occur because of their positive signal regarding
current earnings of other, already existing, projects. If these current earnings are higher than expected,
they allow an unexpected increase in new capital expenditures.

86See, for example, Chapter 15 in Elton and Gruber (1984) and Chapter 13 in Brealey and Myers

(1988). Note, however, that this argument does not refute myopic behavior of the market, even when
all currently available public information is incorporated in share prices, short-term cash flows might
still be overvalued and long-term ones undervalued. This could be exclusively known by some persons
(e.g., insiders) who, however, fail to fully profit from their superior knowledge.
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revision is downwards).87 Brous and Kini (1993), on the other hand, arrive at exactly
opposite results, they report an upward revision of earnings forecasts which is especially
large for a target firm with a relatively low Tobin's q.

Finally, there is some empirical evidence stating that takeovers occur in waves. As,
for example, Golbe and White (1988) show, the activity of mergers and acquisitions is
positively related with the level of the stockmarket. Since these waves are economy-wide,
they weaken the case for the synergy or replacement of inefficient management expla-

nation; it seems somewhat strong to assume that either explanation would occur in all
industries at the same time. However, recognizing the complementarity of an acquisition
of assets and a takeover as two alternatives to reach the same goal, one would expect
a negative relation between takeover activity and stockmarket level.88 Therefore, other
reasons have to explain the apparent positive relationship. One possibility might be
that overvalued bidders are the ones buying undervalued targets, if any of the latter are
available.89 This idea implies that there is a reasonable difference of opinion among in-
vestors regarding the value of several shares. De Bondt and Thompson (1992) find some
support for this explanation; the annual turnover rate on the stockmarket turns out to be
positively related to the overall takeover activity, where turnover is a reasonable proxy
for the diversity of opinion among investors. In addition, the same study shows that firms
matching poorly performing, successfully acquired, targets outperform stockmarket in-
dices in the years after the completion of the takeover. This result questions the validity
of the removal of inefficient target management explanation, since these matching firms
are not acquired, while still being outperformers. Hence, the undervaluation argument
(for whatever reason) is more plausible; after a while, good earnings figures make in-
vestors aware of their former valuation mistakes.90 Similarly, Holderness and Sheehan
(1985) suggest that so-called raiders might simply be superior security analysts, able to
detect (temporary) undervaluations.

This last type of empirical evidence will probably receive more attention in the near
future, since we are left with 'an unresolved puzzle', as Golbe and White (1988, p. 297)
state.

87However, some caution is needed. First of all, Pound assumes the stockmarket to be efficient in
the semi-strong sense, since the (new) information of analysts' reports is supposed to be (immediately)
incorporated in the share prices. Second, share valuation is based on the expected future performance
of the corresponding firm, where the concept of future is normally longer than the next single year as
used in Pound's test.

88That is, if shares are valued relatively low, takeovers are more attractive; otherwise, the simple
purchase of (groups of) assets is preferable.

89This is another reason to opt for a payment in shares, this time it favors the bidder shareholders.
90Note that the removal explanation might still make sense here. Incumbent managers of these

matching firrns could be frightened by the takeover of a colleague in their industry. As a result, they
wake up and improve their operations significantly.
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3.4.3   Transfer from other stakeholders to target shareholders
theories

The takeover theories in this group all assume that the target shareholders can gain
from takeovers by simply making other stakeholders suffer losses. Therefore, the follow-
ing explanations are ordered on the basis of potential victims among the set of other
stakeholders.

Suffering bondholders

In the spirit of Modigliani and Miller (1958), several studies have shown that takeovers

can not create value due to purely financial efTects when capital markets are perfect.91

However, some wealth transfers among participating firms' securityholders can still take

place, while preserving total value.

First, as originated in Lewellen (1971), there is the possibility of a wealth transfer
from both the bidder and target shareholders to the corresponding bondholders. The
underlying idea is that takeovers reduce the risk of default if they combine two firms
with not perfectly correlated cash flows. Asa result, the market value of outstanding
debt for both bidder and target will rise in value.92 Since total firm values remain the
same, the shareholders will suffer from this value increase, the market value of equity
has to decline. Note that this argument is correctly worked out in Higgins and Schall

(1975), Galai and Masulis (1976), and Kim and McConnell (1977), whereas Lewellen
had the original idea but failed to analyze it properly.93 This wealth transfer is referred
to as the co-insurance or diversification effect.

A inherent problem of this wealth transfer is that shareholders will lose wealth; first,
this is not (fully) confirmed by the empirical evidence, and, second, it is not in line
with shareholder value maximizing behavior on the side of the incumbent managers. 94

Therefore, Higgins and Schall (1975) suggest that the bidder firm could repurchase all its
outstanding debt just prior to the takeover, while reissuing it after the takeover at new
conditions. Less costly, though, is the alternative to increase the overall amount of debt
after the takeover until that level where the probability of default remains unchanged.

9 i For example, Myers (1968), Schall (1972), and Rubinstein (1973).
92 Note  that the total amount of existing  debt is assumed to remain constant.
93Lewellen assumes two market imperfections, i.c., costly bankruptcy  and the tax-deductibility  of

interest, to arrive at another kind of wealth transfer. More specifically, he supposes an internal optimum
for a firm's capital structure, based on these two imperfections; the declining risk of default now enables
the firm (as resulting from the takeover) to increase its total amount of outstanding debt until the
level where the default risk would be similar to the situation before the takeover. Since debt has a
tax advantage in this set-up, the resulting total firm value increases, but is appropriated by the firm's
shareholders. For the consequences of taxes, an important market imperfection, see shortly.

94 Regarding bidder firm shareholders,  this  type of transfer could  make some sense, there are empirical
tests reporting losses for these shareholders, while the bidder manager could have a preference for a
smaller probability of bankruptcy. However, a totally different picture exists for the target shareholders.
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This increase would then negate any co-insurance effect, canceling out the former wealth
transfer.

Second, as put forward by Jensen and Meckling (1976),95 the potential agency prob-
lem between a firm's shareholders and its bondholders could make shareholders opt for
those investment projects that increase the firm's risk. The result of this so-called asset
substitution problem is an increase of the default risk, implying a loss for the bond-
holders and a similar gain for the shareholders. Since takeovers are a specific type of
investment, this kind of substitution could also apply to takeovers, if a bidder firm (or
better stated, its shareholders) decides to buy that target that increases the bidder's
financial risk. The resulting wealth transfer is referred  to  as the incentive effect.

To test the validity of these potential wealth transfers, most empirical studies use a
sample of conglomerate takeovers, being the most straightforward candidates for acqui-
sitions based on purely financial reasons.

First, Kim and McConnell (1977) report positive, though not statistically significant,
abnormal returns for the bondholders. Furthermore, the bidder firm does increase its
leverage after the takeover. Both results do support the existence of a co-insurance effect,
being canceled out by the increase in leverage.96

Second, Asquith and Kim (1982) criticize the event date as chosen by Kim and Mc-
Connell; in addition, they opt for daily abnormal returns instead of monthly. Their main
results, however, are similar: (i) target shareholders gain significantly positive returns,
and (ii) all other securityholders (bidder share- and bondholders plus target bondhold-
ers) neither gain nor lose. They include an extra feature in their test: attempts to isolate
both the co-insurance and the incentive effect. The idea is that the first effect would
imply a negative correlation between bondholder returns and the correlation of both
firms' cash flows. The second effect would make bondholder and shareholder returns
negatively correlated. Regarding both effects, no supporting evidence is found: (i) the
first implied correlation is not found at all, and (ii) the second correlation turns out to
be positive, though not significant. Summarizing, Asquith and Kim conclude that both
potential wealth transfers do not occur, making another idea far more plausible: the
market resolves any potential conflicts between securityholders. This idea has two sides:

(i) shareholders negate the co-insurance effect by simply issuing more debt, and (ii) bond-
holders negate the incentive effect by writing restrictive bond covenants.97 Eger (1983)
supports the likelihood of (i), since bondholders do gain at the expense of shareholders
in those mergers in which leverage is not increased.

Third, and finally, Dennis and McConnell (1986) include all kinds of securityholders in
their empirical analysis. However, the main result is reconfirmed; senior non-convertible

95But also by others, e.g., Galai and Masulis (1976) and Myers (1977).
96Similarly,  even for strongly leverage increasing corporate control changes, such as leveraged buyouts,

the evidence shows that bondholders lose just little, by far not enough to explain the corresponding
gains for the involved shareholders. See, for example, Asquith and Wizman (1990).

97See, for example, Srnith and Warner  (1979).
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securityholders do not gain or lose any significant amount after takeovers. The inclusion
of preferred shareholders (both convertible and non-convertible) and convertible bond-
holders does not change the results: (i) convertible securityholders of the target gain
significantly just as the corresponding shareholders, and (ii) all securityholders of the
bidder gain nor lose a significant amount. Therefore, one could argue that instruments,
such as bond covenants and convertible bonds, are invented to protect bondholders from
the incentive effect, enabling them to share in any positive gains resulting from the
takeover.

98

Suffering employees and suppliers

Whereas bondholders have the opportunity to prevent a potential wealth transfer by

engaging in specific contractual arrangements, other stakeholders do not always have
access to similar protective measures. As Shleifer and Summers (1988) argue, several of
these other stakeholders rely on so-called implicit contracts regarding their relationship
with the firm's owners, the shareholders. These implicit contracts specify future actions
for both contracting parties in case certain circumstances will occur. However, their
main difference with explicit contracts is that their precise contents are not written
down, but implicitly agreed upon. The underlying reason is that the relationship is too
complicated, implying that a fully specified explicit contract is impossible, or at least

far too costly, to describe. In order to support implicit contracts, the corporation (or,
in fact, its owners) has to be trusted to comply with them. Hence, this trust that the
firm will not take advantage of implicit contracts is a valuable asset, since it prevents the
firm from writing costly explicit contracts. The question remains why firms are trusted

in this way.
Shleifer and Summers suggest several reasons. First, it might be the case that the

incumbent manager (as an agent for the firm's owners) has a preference to obey current
implicit contracts in order to build up a certain reputation. This reputation will allow
him then to enter into these relatively cheap contracts in the future too. Second, the
firm's shareholders are better off by employing really trustworthy managers, in particular,
when implicit contracts are highly valuable in the industries their firm is working in. This
trustworthiness can be made more credible by sufficiently entrenching the incumbent
against any type of takeover or by choosing a chief executive officer out of the employees

who have a long record working for the firm itself. The latter would give the crucial
stakeholders the idea that the manager in charge will be loyal towards their claims.

This brings us to the relevant issue here which types of other stakeholders are likely
candidates to suffer from a breach of implicit contracts. As argued by Williamson (1985),
long-term contracts are useful when relationship-specific investments are at stake. That
is, these arrangements are necessary to give stakeholders the right incentive to make such

investments, since they promise ex-ante a reasonable part of any future gains resulting

98Hence, explaining the positive relation between shareholder and bondholder returns.
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from the investments. Hence, once these long-term contracts are implicit, the concern-
ing stakeholders, having made the required investments, become potential victims of a
breach of trust. The most straightforward examples of these potential victims are em-
ployees (both current and former, now retired) and suppliers. The promise of lifetime
employment to promote the obtention of job-specific skills and of long-term delivery to
influence the location decision of suppliers are typical implicit contracts in such cases.

Finally, the idea of breaching implicit contracts can explain takeovers.  As men-
tioned before, most incumbent managers are committed to the other stakeholders' claims.
Hence, they will usually refuse to breach implicit contracts, otherwise they would not
have been appointed at their current position. Therefore, target shareholders have to
look for other means to expropriate those stakeholders that have invested in long-term
relationships with their firm, though not based on explicit contracts. At this point a
bidder firm can come in, its manager is not committed to any parties in the target. So,
this firm could launch a takeover attempt, offering target shareholders a certain pre-
mium over the prevailing target share price. If successful, most probably the incumbent
manager of the target will resist such an attempt,m a wealth transfer will result from the
other stakeholders to the target shareholders (plus a part to the bidder firm). In order
to achieve expropriation, the bidder will have to cut wages, lay off personnel, revert pen-
sion assets, and/or renegotiate former promises to suppliers. Note that the incumbent
of the bidder firm will logically not have a reputation for upholding stakeholder claims,
therefore, the raider and her own, usually small, organization fit this explanation well.100

In addition, many raiders are more known for their qualities as tough bargainers than
being excellent managers within a specific industry. The former theory explains why.

The implications of this takeover theory are difficult to test. The underlying reason is
that target stakeholder losses after a takeover can be either due to removal of former in-
efficiencies or to wealth expropriations as discussed before. Shleifer and Summers (1988)
present two case studies in which their suggested wealth transfer is highly likely. In the
first study, wage concessions by several employee unions after the takeover are calculated
to be that large that they can explain the total takeover premium (and even more). The
second case is merely meant to highlight the potentially far-reaching consequences of
stakeholder losses. 101

Brown and Medoff (1988) come up with a large sample of takeovers to shift attention
from the highly publicized, but very infrequently occurring, hostile takeovers carried out
by well-known corporate raiders. Although the latter acquisitions often lead to huge
employment losses, Brown and Medoff's results show that such consequences can be
hardly generalized. The average wage decline is just about 4 %, where post-takeover

99Hence, the explained takeover type is normally hostile.
HOTO regain the advantages of implicit contracting for the target firm, the raider would better sell the

firm shortly after her acquisition.
101 Layoffs might  not only involve the former employees themselves, but concern whole communities

too. For example, sale prices of used homes could tumble down.
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employment even grows by 2 % on average.
Rosett (1990) compares union wealth concessions with paid takeover premia. His

results do not support the former takeover explanation; on average, union employees'

wealth losses can only explain 1 or 2 % of target shareholder gains, when real wage levels

of the first six years after the takeover are used. Furthermore, union members even tend
to gain during the first six years after hostile takeovers. 102

Finally. Pontiff. Shleifer, and Weisbach (1990) look at pension assets reversions as
potential sources of takeover gains. Their underlying idea is that some pension plans

pay retired employees more than they are legally obligated to.103 Such plans may be

terminated and replaced by others, where the firm may keep any remaining assets, this
is called a pension plan reversion.  The main empirical finding is a significant  rise of such
pension reversions following takeovers, even more frequently after hostile acquisitions.

However, the concerning wealth transfer  can  only  make  up for about  10  to  1 3%o f the
paid takeover premium. 104

Summarizing, the previously described wealth transfer seems to make sense in daily

practice, but is normally insufficient to be the sole reason for a takeover.

Suffering consumers

The former explanation already introduced the issue of takeovers' social consequences.

When one includes (potential) consumers of final products as a group of stakehold-
ers within a firm, another related motive for takeovers can be considered. It explains

takeovers, in particular the ones in which firms merge horizontally, as attempts to raise

profits through an increase in market power. The idea is that a decrease in the num-
ber of firms within an industry enables the remaining firms to collude at the expense

of the consumers. That is. either tacit or explicit collusion diminishes competition and
results in higher product prices. This standard idea in economics, see for example the

analyses of Cournot and Nash, is based on a positive relationship between the level105

of concentration within an industry and the remaining firms' market power. Combining
this assumption with the possible existence of entry barriers, it is straightforward to
conclude that more monopoly rents will become available when an industry becomes

102Bhagal, Shleifer, and Vishny (1990), however, do not agree with this result. Their analysis of hostile
takeovers shows that layoffs are important, although they can not fully explain paid takeover premia.

103More specifically, the explicit pension contract does not include cost-of-living adjustments, whereas
the issuing firm does provide its former employees with fixed mal payments.

104 Ippolito and James (1992) perform a similar study, using a sample of leveraged buyouts. Since many
of these buyouts follow unsuccessful hostile takeover attempts, it is reasonable that they offer oppor-
tunities for implicit contract breach too. Indeed, their main finding is a significant increase in pension

terminations after successful LBO attempts; furthermore, the excess assets in overfunded pension plans
can explain a large part of the premia paid to shareholders in LBOs.

105As described in Tirole (1988)
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more  concentrated.106

However, some factors could hinder collusion among firms. First, so-called detection
lags make it harder for firms, even within an concentrated industry, to observe any
deviations from collusion pacts.107 Second, most products are somewhat differentiated
(e.g., regarding quality and location), making price coordination among producing firms
more difficult.108 Similarly, any asymmetries in the firms' cost structures worsen natural
coordination too.

Apart from this question whether collusion is sustainable, it seems reasonable to as-
sume that takeovers can be motivated as an attempt to acquire more market power. The
resulting higher potential for collusion could imply that prices go up, making consumers
suffer. As usual, target shareholders will realize this opportunity for the remaining bidder
firm and will ask for sufficient compensation. Hence, wealth would then be transferred
from consumers to these shareholders' pockets.

The initial empirical evidence regarding the collusion hypothesis of takeovers tries to
distinguish this motive from the increase in efficiency explanation by checking shareholder
value consequences for rival firms in the same industry. The underlying idea is that both
the collusion and the efficiency explanation predict the same effects for the merging firms,
whereas the effects for rival firms could be different for both explanations. That is, each
event increasing the chance of a successful takeover would lead to positive consequences
for rivals if the collusion idea were valid and to effects of any sign in the efficiency case. 109

Similarly, any event decreasing the probability of takeover success, such as a challenge
by the anti-trust authorities, is predicted to have exactly opposite effects.

Stillman (1983) analyzes a sample of 11 challenged horizontal mergers during 1964-
1972.110 He reports no significant anti-competitive effects of these mergers, since the
share price of rival firms only went up significantly in two cases when the merger attempt
was announced.

Eckbo (1983) arrives at a similar result, based on a broader and more up-to-date
sample. Although both the merging firms and their rivals profit initially from the merger
announcement in his sample, a second major event, the official filing of a suit by the
anti-trust agencies, leads to slightly positive effects for the rivals, where the collusion
hypothesis predicts a share price decline. In addition, a control sample of vertical mergers

106In an overview of existing empirical evidence, Scherer (1980) indeed shows that most studies tend to
find a negative correlation (weak, but statistically significant) between concentration and profitability.

107See, for example, Stigler  (1964).
108De Jong (1989) even claims that there is intense competition between large firms in strongly con-

centrated industries, because the decisions to be made are so numerous that collusion is simply not
feasible.

109The consequences of the efficiency explanation can be diverse: (i) negative if a successful takeover
would imply tougher competition, (ii) positive if a success would demonstrate the rivals how to achieve
higher efficiency themselves too, or (iii) insignificant if both effects exists and cancel out.

110 He has chosen such a sample to bias against the collusion hypothesis, since challenged horizontal
rrlergers are considered suspicious.
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shows effects for rival firms similar to those in case of horizontal mergers. Hence, Eckbo
concludes that the merger announcement provides rival firms with a signal how to achieve

higher efficiency.
Eckbo and Wier (1985) use the introduction of an extra provision for the anti-trust

authorities to better recognize truly anti-competitive mergers to reconfirm the above two
results. Even these improved abilities to detect potential collusion situations do not lead
to empirical evidence supporting the collusion hypothesis. It might have gotten even

worse, if the new rules would prevent more economically efficient takeovers from being

initiated.
The last example in this list of initial empirical evidence is Eckbo (1985). He extends

the former conclusions by reporting some robustness results, all failing to support the
collusion explanation. More specifically, other variables than share price effects of rival
firms, such as the expected product price, do not show the effects as predicted by this
explanation. In addition, the earlier results do not depend upon the possibility that a
kind of monopoly already existed before the merger was announced.

The recent evidence, however, is more supportive of the collusion explanation or at
least more critical towards earlier results. First, McAfee and Williams (1988) show
that event studies may fail to detect any anti-competitive effects of mergers if the rival
firms are that large and diversified that their overall profit figure is hardly influenced by

merger related events. Second, the mere existence of an active anti-trust policy could
have prevented the really anti-competitive mergers from occurring. Therefore, Prager

(1992) reviews a historical merger case when no official anti-trust policy was at hand.
He shows its highly anti-competitive effects, favoring the current strict anti-trust rules.

Finally, Mullin, Mullin, and Mullin (1995) report convincing evidence casting doubts on
the earlier conclusions resulting from event studies. Their case study reports a challenged,

though finally successfully completed, horizontal merger, ex-post known to have an anti-
competitive impact, without any abnormal returns for the rivals as predicted by the
collusion hypothesis. Hence, an event study could easily lead to incorrect interpretations.

Suffering tax authorities

A last explanation for takeovers is their use to attain tax savings. Since both the firm and
its shareholders normally have to pay taxes, it is useful to distinguish specific takeover
motives related to corporate taxation and to shareholder taxation. 111

As put forward by Auerbach and Reishus (1988b) amongst others, there are three
possible takeover motives meant to minimize taxes at the corporation level. First, it
is worthwhile to combine a firm with sizeable embedded losses with another firm with
sufficient earnings in order to optimally use the tax deduction opportunities, resulting
from the first firm's losses. The same applies to a firm that has (investment) tax credit

111 Depending upon the specific tax code, the next analysis will differ per country. However,  we have
tried to generalize taxation issues as far as possible.
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possibilities, but a non-positive taxable income. The underlying idea is that both net
operating losses and tax credits can only be used to offset tax payments during a limited
time period. More specifically, they can be carried backwards or forwards for only a
certain number of years. Hence, when they are due to expire shortly, another firm with

sufficient earnings could try to use them. Since tax losses and tax credits can only be
carried forward at their nominal levels, firms feel a pressure to use them as early as
possible.

Second, the acquisition of a firm with tax-depreciated, though still very valuable,
assets can be attractive. The reason is that the bidder firm will step up the basis value
of these assets by acquiring them for a higher price than their book value. As a result,
the combined firm of bidder and target can increase its total depreciation allowance
compared to the situation before the takeover. This higher depreciation amount leads
to a lower taxable income. In periods of high inflation or in specific industries with
accelerated depreciation possibilities, this strategy could turn out profitable. However,
a potential disadvantage is the capital gains tax target shareholders might have to pay
over the difference between sale price and former book value. Such a sale will only be
tax exempt if the acquisition of the target is considered to be a liquidation where the
proceeds are paid out to the shareholders.

Third, a takeover could have had tax motivations if the total amount of outstanding
debt has increased after the takeover, enabling the combined firm to deduct a higher
amount of interest payments. This argument is based on the theory that each firm
will have some kind of interior optimal capital structure, resulting from a trade-off of
such factors as the tax advantage of debt, (direct and indirect) bankruptcy costs, and
agency costs of debt and equity.112 Several arguments could explain an increase in debt
after a takeover: (i) if bankruptcy is costly, a takeover that decreases the probability of
default allows the combined firm to raise its amount of debt,113 (ii) one of the former
two managers was too risk-averse or simply maximized his own goals and, hence, used
a suboptimal amount of debt,114, or (iii) operating efficiencies within the combined firm
lead to a scale increase, implying that both more equity and debt will be outstanding. 115

Concerning shareholder taxation, the trade-off between (future) capital gains tax and
simple income tax on paid dividends is important.116 First, shareholders of a cash-rich
firm may be better off if their firm acquires a target firm instead of paying out all its
cash  in the form of dividends. The former  will lead  to a higher basis for future capital
gain taxation, while the latter implies a higher income tax.117 Second, shareholders of

112See, for example, Harris and Raviv (1991) for an overview article concerning capital structure
determinants.

113See Lewellen (1971) and related remarks earlier in this section.
114See Grossman and Hart (1982) and Jensen (1986).
115Hence, the debt/equity-ratio will remain the same.
116 See Miller and Scholes (1978) for details.
117Furthermore, a takeover investment leads to a lower corporate tax too.  Note that such an acquisition
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a (potential) target firm face a similar trade-off: if their firm rernains independent they
will be taxed on any future dividends and. eventually, on a final capital gain; otherwise,
a takeover would imply an immediate capital gain tax (if the acquisition is paid in cash)
or a similar position in the new, combined firm (when paid in shares).

118

Although all these tax based motivations could play a role in a firm's takeover decision,
two important things have to be kept in mind, as properly argued by Gilson, Scholes, and
Wolfson (1988). First, takeovers are generally not the only way to achieve a certain tax
cost saving,in almost all cases, several alternatives are available.119 Hence, optimally,
one only chooses a takeover when it is more profitable than any other possible alternative.

Second, most tax gain strategies have their costs too; others will be more heavily taxed

(now or in the future), transaction costs have to be made, and informational problems
could arise. Summarizing, takeovers are, at best, motivated by a tax reason too.

The available empirical evidence supports this last statement. Auerbach and Reishus

(1988a) report that the existence of net operating losses and/or tax credits could be
potential reasons for 20 % of the takeovers in their sample. The average resulting
tax advantage in these cases equals 10 % of the target firm's value. 120 However, the
"step up" motive does only play a significant role in a very few cases. Note, though,
that the authors admit their difficulties to estimate its value effects. Finally, the to-
tal amount of outstanding debt does generally increase after a takeover, but the more
relevant debt/equity-ratio does not. 121

In a subsequent study, Auerbach and Reishus (1988b) try to find out whether the
earlier measured tax benefits of takeovers were the real reason for the acquisition.  For
that purpose, they come up with a control sample in which they couple artificial bidder
and target firms to generate pseudo-mergers, being comparable to the original, real
takeovers. The analysis now shows that net operating losses and/or tax credits are also
existent in the same proportion in the control sample. Hence, this type of tax saving
might just have been a side effect of the original takeovers.122 In addition, the other two
reasons are also available in the control sample, making them less credible as significant
motivations. Finally, one should keep in mind that the sample did not include any

has to have a positive net present value, otherwise, a dividend payout is always preferred.
118Note that the latter, the means of payment in a takeover, is also tax related. Payment in cash implies

a direct capital gain, whereas payment in shares lead to a deferred capital gain. In addition, a share-
holder's portfolio gets usually more diversified after a share financed takeover without any transaction
costs involved.

119Take, for example, sale and lease back constructions for some assets, debt-financed share repurchases,
or a general change in the firm's asset and liability structure.

120Hence, measured as a fraction of the target's equity, this number may resemble the earlier reported
takeover premia for target shareholders.

121The first result is also found by Kim and McConnell (1977)
122It Could have been in a reason in those cases where the bidder firm had the net operating losses

and/or tax credits without the opportunity to use them. However, this would imply that bidder share-
holders should have a better deal than target shareholders, which is generally not found.
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takeovers after 1983; that is, most takeovers in the so-called junk bond era were not
considered.123

Hayn (1989) tries to relate potential tax gains in takeovers to the respective gains for
shareholders of both the bidder and the target. She distinguishes tax-free and taxable

acquisitions, where the first is usually represented by mergers (using shares as payments)
and the latter by tender offers (paid in cash).124 It turns out that the abnormal share-

holder gains in mergers are strongly related to available net operating losses and/or tax
credits, whereas abnormal returns in tender offers closely resemble the potential value of
a step up in the basis of acquired assets. Hence, these tax attributes could have played a

role in the takeover decision; however, it remains to be seen whether the right variables
to control for other motivations are included in her test.125

3.5  Implications for takeover barriers

In this chapter we have tried to explain takeovers. Since firms' intentions for takeovers
are difficult to trace directly in a systematic way, measurable consequences of takeovers
were considered first. The main empirical findings were as follows: (i) target shareholders
gain significantly in takeovers, (ii) bidder shareholders are worse off; it is highly likely
that most of them lose in the most current takeovers, (iii) overall shareholder gains

are doubtful, and (iv) the effects on operating efficiency are widely discussed too; until
now, no general agreement is reached.126 Based on these results, we proposed a specific
classification of takeover causes, being determined by their effects on overall wealth. As
a result, wealth creation and wealth redistribution theories were differentiated. Keep in
mind, though, that most wealth creating takeovers will also make some parties suffer;
however, their main economic effect is positive. In addition, several causes will usually
lead to a specific takeover, hence, the former takeover theories should not be treated as
mutually exclusive explanations.

A closer examination of the main empirical findings gives us an indication of the
explanatory power of each takeover theory. First, it is undisputable that at least some
takeovers lead to significant improvements in operational efficiency. However, the un-
equal distribution of synergy gains over target and bidder shareholders remains to be
explained. The straightforward answer that most synergies are crucially dependent on

123Kaplan (1989b), for example, did find a large decrease in tax liability after buyouts, where large
amounts of debt were involved. However, even here it seems doubtful whether tax reasons were the
most important motive. See Jensen (1991) too.

124An interesting feature here is that the generally higher takeover prernia in tender offers could be
explained by the immediate capital gain tax in case cash was received. Hence, the after-tax shareholder
returns would then be more similar.

125As Hayn admits, for example, the used performance measure might be inadequate to account for
any inefliciencies in the target prior to the takeover.

126Hence, case and clinical studies have become more popular.
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the target firm is not satisfying; this seems highly unlikely in general. In specific cases,
though, the answer is correct; takeovers, leading to the removal of inefficient target man-
agers, give rise to such a distribution of gains. Second, it is likely that wealth transfers
can explain certain takeovers. An agency problem within the bidder firm explains the
positive gains for target shareholders and the negative ones for their bidder counterparts.
In addition, it implies approximately offsetting gains. Undervaluation makes the huge
target shareholder returns difficult to understand, although it is difficult to test whether
they could have been even larger. The bidder shareholder gains could indicate strong
competition for underpriced targets; however, the question remains why a bidder would
continue its chase for a bargain until it even loses money. Finally, the potential losses for
other stakeholders seem plausible, in particular for some specific takeover cases. A more
accurate measurement for a full sample would clarify their general explanatory power.

Summarizing, takeovers certainly can be socially optimal; however, it is not said that
all of them are. On the contrary, some of them clearly have pervasive, negative effects;
this could make a case for more stringent control over takeover activities. Such control
would have to come from inside the firm in the first place.127 That is, more strict
regulation would harm any socially desirable takeover attempts too, whereas insiders
(e.g., the board of directors) are better able to differentiate among certain types of
takeovers.

This brings us to the implications for takeover barriers, as following from the general
classification of takeover causes. Obviously, takeovers generating extra overall wealth
should not be obstructed at all. However, even in these cases some parties will be hurt
(e.g., ousted incumbent managers) and, hence, try to erect takeover defenses. Therefore,
the managerial motivation for takeover barriers should be critically analyzed, in partic-
ular when hostile takeover attempts are expected or already announced. The target's
board of directors and main shareholders have an important role here. It is even better
to prevent such situations by exerting a stricter control on managerial behavior ex-ante
and by handing him the right incentives to work for his shareholders' goal. Sometimes it
is claimed that takeover barriers allow the target firm to appropriate larger part of the
overall gains, making their introduction tempting for target shareholders. However, even
when this would be true, the use of barriers should not be supported. It has negative
side effects, potential bidders are less willing to initiate takeover attempts, and other
ways are available to achieve the same goal. For example, a more active role by the
target firm to initiate bidder competition would have similar effects, just as the threat
to install any potential improvements independently, that is, without the explicit help
of the bidder firm.

On the other hand, purely wealth redistributing takeovers should be prevented by
all means. Hence, they would support a demand for takeover barriers.  But, just as
before, other solutions are possible too, most of them preferable over takeover barriers.

127See Fama and Jensen (1983a).
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First, it is straightforward to prevent such takeovers at their source, that is, stricter
control over bidder managers would do a good job. By making a takeover decision the
outcome of a group process, both the board of directors and the large shareholders could
prevent a one man performance. Second, there are always other protective measures for
potentially suffering stakeholders. In case of undervaluation, a better communication of
the firm's current and future situation is needed.128 Other, less disclosing, techniques
such as share repurchases are now possible too. Vulnerable stakeholders, like eInployees
and suppliers, could ask for protection, just as bondholders have done by demanding
strict covenants. However, more explicit contracts are not always possible, let alone
reasonably priced. Therefore, it might be better to give these stakeholders a part of
the eventually to be distributed pie. Examples are so-called employee stock ownership
plans and cross-shareholdings between a firm and its suppliers.129 If takeovers are purely
meant to generate tax savings, more restrictive tax laws are needed.130

Finally, one might expect a careful scrutiny of takeover barrier proposals from the
firm's shareholders too. They will realize that a lower likelihood of a takeover could
preempt them from very lucrative takeover premia. That is, more activism from share-

holders, both in general to control their agent, the incumbent manager, and more specif-
ically in case of takeover situations, is desirable.  If they want their firm to maximize
shareholder value, more explicit signals of their existence are needed.131

To conclude, the former overview of takeover explanations has shown that takeover
barriers are not desirable in general.  That is, they are probably more harmful than
helpful. Furthermore, other mechanisms could do a better job.  A well functioning board
of directors, both within the bidder and the target firm, is a good example. Its members
should be independent and provided with the right incentives to exert control.132 Higher

payments, preferably related to the firm's share price, and an explicit demand for a
stronger involvement could be used to achieve this goal. In addition, all groups of
stakeholders within the firm should be made aware of their firm's ultimate goals. This
does not only imply a better communication and understanding of goals, but could mean
the assignment of an explicit part of the total rewards too.

128The increased attention for investor relations makes sense in this respect.

129See, for example, Prowse (1992) and Berg18f and Perotti (1994).
130However, one should be careful here. Since tax laws apply to all takeover attempts, too tight

legislation could have devastating effects. See, for example, Mitchell and Netter (1989). They blame
anti-takeover tax proposals for (part of the) stockmarket crash in October 1987.

131See, for example, Denis and Serrano (1996).
132See, for example, Hirshleifer and Thakor (1994) for more details and Kini, Kracaw, and Mian (1994)

for empirical evidence.



112 Creation versus redistribution of wealth



Chapter 4

Takeover barriers: their economic
analysis

4.1 Introduction

In this chapter we will provide an overview of the most important models concerning
potential roles for takeover barriers. The models are classified on the basis of the specific

type of barrier they aim to explain, in a way similar to the order of description in Chapter
2. As far as the crucial elements of the models are concerned, they will be clarified into
more detail. Furthermore, note that there are some anti-takeover measures for which
no economic models exist. This might be either due to the straightforward function
and effects of the barrier or simply reflect an open spot in the literature. Other types of
barriers, however, have received more than average attention,in their cases, the overview
will specify the common and distinguishing elements of the considered models. Finally,
the crucial role of this chapter in the total thesis should be stressed. It functions as the
linking pin between the previous description of takeover barriers on the one hand and
the economic models in the later chapters on the other hand. In this respect, the chapter
provides a clear-cut characterization of the earlier mentioned ideas on takeover barriers
and, at the same time, it gives an overview of the existing economic analyses of barriers.
This last role enables a better positioning of the models in Chapters 5,6, and 7 within
the existing literature.

We have seen a potential role for takeover barriers in the last chapter: they could be
used to prevent wealth redistributing takeovers. However, since target shareholders earn
on average high premia in takeovers, it is very doubtful whether they will support the use
of takeover barriers for this reason. In addition, there are always some individuals losing
in a takeover situation, no matter how much overall wealth is created. A good example
is the target manager, he may lose his job or at least part of his power. This indicates
a potentially large disagreement between manager and his shareholders regarding the
desirability of takeovers. If this difference in opinion is caused by the manager's willing-
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ness to protect his job or prestige at the expense of the shareholders, the latter have to
prevent their manager to adopt any takeover barriers. Section 4.2 gives an overview of

possible disciplinary forces on potentially deviant managerial behavior, one of which is
a disciplinary takeover. The precise role of such a takeover is explained in detail. The
underlying idea is to give a clear notion of any suspicious managerial arguments for the
need to install takeover barriers.

The contents of the Sections 4.3 to 4.5 is rather different. These sections try to explain
several potential roles of specific takeover barriers, many of which lead to (surprisingly)
positive effects for the target shareholders. As a result, shareholders do have to realize
that takeover barriers are not exclusively meant to protect the incumbent manager's
position. The crucial elements of each described role are stressed, in order to allow a clear
distinction among the potential roles per barrier type. Section 4.3 starts with potential
roles of the target's ownership structure, being the more interesting passive barrier type.
That is, the roles of the other passive barriers, federal and state law provisions, are
mostly straightforward, since they are explained in the legal codes. Section 4.4 deals

with the active ex-ante takeover barriers. All four types will be considered, although
the target's share type structure and its capital structure will be the most interesting.
Section 4.5 analyzes the potential roles of active ex-post takeover barriers. The common
element of these roles is their aim to generate a higher takeover price for the target than
offered initially; for example, by setting up a so-called bidding contest.

Finally, Section 4.6 provides a summary of the analyzed roles, stressing the main
ideas once more. In addition, it previews the relationships with the models in Chapters
5 through 7.

4.2 Disciplinary forces on managerial behavior

4.2.1 Introduction

Since most (larger) firms are characterized by a separation of management and ownership,
there is a need for shareholders to discipline managers who are inclined to take self-
interested actions. This disciplinary role can be performed by different forces.

First, direct monetary incentives will try to prevent the manager from the pursuit
of non-shareholder goals. However, as standard moral hazard theory shows,1 the use of
direct monetary incentives (even when seen in a broader sense as including promotions,
tolerance of perquisite consumption, and so on) suffers from the fact that it both has
to function as a payment for the risk-averse manager to engage in risky activities and
to provide him with the right incentives at the same time, where the shareholders are
assumed to be risk-neutral. Or, in model language, the optimal compensation schedule

i See, for example, Mirrlees (1976) and HolmstrBm (1979) for the so-called parameterized distribution
formulation of the standard moral hazard problem,
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has to fulfil both M's individual rationality constraints and the incentive compatibility
restrictions. It is easy to see that these two goals might lead to a conflict, implying that
there exists no optimal solution for the incentive scheme, in some simple examples.2

Second, the shareholders could use other pieces of information than the direct individ-
ual performance of M to base the managerial compensation on. The performance of the
firm relative to the aggregate performance in the industry might be a suited candidate
in this sense, since it filters out the industry effects on the firm's performance. This
so-called idea of yardstick competition was proposed by Holmstrom (1982).3 In case of
unobservable or unverifiable managerial effort, such extra performance measures could
improve the managerial incentive package. However, this type of managerial compensa-
tion is crucially dependent upon the constraint that the to be compared units have faced
the same or at least strongly positively correlated conditions.  If this is not the case, then
yardstick competition has its problems too.4

Third, competition on the labor market for managerial services will give managers
incentives to perform satisfactorily. This labor market will attract both internal and ex-
ternal competitors for the position of the incumbent manager. The internal competition
consists of the incentives of subordinate managers to replace their inferior superior.  The
talented outsiders will always look for a firm with a reward system highly sensitive to
performance, implying that firms can create larger external competition by incorporat-

ing such systems. In addition, the incumbent manager's discretionary behavior will be
bounded by his concern for his own career, both within and outside the firm. These kind
of competitive pressures are, amongst others, studied by Fama (1980).

Fourth, competition on the several markets at which a firm is trading can put a
disciplinary threat on managerial behavior. Hart (1983), for example, has argued that
competition on the product-market leads managers to take efficient decisions, even if
outside data (such as competitor's profits and the market price) are not available to
the shareholders. The idea is that inefficiently high costs within the firm can not be
transferred to its consumers, since there is heavy competition. Hence, inefficiencies will
create losses. This disciplinary force of competition is stronger if some competitors do
not have as strong a separation of ownership and control as the firm itself has.  Note that
the non-availability of outside data would make yardstick competition impossible here.

Fifth, a disciplinary force could stem from internal monitoring systems, e.g., through
the board of directors.5  The idea is that the board has the actual corporate control, that
is, it can hire, fire, and set the compensation of the incumbent manager. However, as
already argued by Alchian and Demsetz (1972), such systems are doomed to fail when

2Grossman and Hart (1983) derive sufficient conditions guaranteeing the existence of an optimal
solution.

3For other formalizations, see, eg, Nalebuff and Stiglitz (1983) and Shleifer (1985) too.
4See, for example, Jensen and Murphy (1990) for empirical results on the use of monetary incentives

to solve the moral hazard problem; both direct and indirect performance measures are evaluated
5See, for example, Fama and Jensen (1983a,b).
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the monitors do not have the right. incentives to monitor. In case the directors are no
residual claimants, that is. if they are not fully compensated for their activities through
a payoff in the firm's shares, this kind of monitoring will not be optimal. Hence, the
ultimate monitoring role will be in the hands of the shareholders themselves. This brings
us to the last disciplinary force.

Finally. the capital market can discipline managerial behavior. First, a competitive
capital market will imply that the terms at which outside financing can be obtained
induces the incumbent to efficient decisions. However. this is not new: as already argued

before, a firm's exposure to each type of competitive market will discipline the manager.

Therefore, the extra force of the stockmarket will be the one Marris (1964) and Manne

(1965) already pointed out. If the manager will fail to maximize his firm's profits, then
this will lead to a lower corresponding share price, thereby inducing other (outside)
entrepreneurs, mostly denoted by raiders, to buy the firm, replace its management, and
install a profit maximizing policy. In this way, the threat of such disciplinary takeovers
will mitigate managerial incentive problems. Note that the stockmarket as a whole
performs this disciplinary role; the individual shareholders do not have to monitor the
incumbent manager just on their own.

Formalization of this disciplinary role of (the threat of) takeovers took a while since

1965. The analysis by Grossman and Hart (1980) was a first step, although their main
focus concerned the free-rider problem as a huge obstacle for both synergistic and disci-
plinary takeovers.6 They argued that shareholders are initially able to write a contract
with their manager, but this contract will become outdated as the environment changes.

As a result, the manager can take inefficient actions from some moment onwards and,
hence, divert some value to himself. The takeover mechanism now comes in as a means
for the shareholders to renegotiate the initial contract, since, as raider R has taken over,
a more efficient contract, i.e., better suited to the new environment, will be written.
The exact sources of the contractual inefficiencies, such as, why the contract will become
outdated, and why the underlying reason (whatever it may be) can not be incorporated

in a special kind of managerial incentive contract, were only considered rather recently.
Scharfstein (1988) analyzes these issues into more detail.

4.2.2    Disciplinary role of takeovers

Scharfstein (1988) assumes that the firm under consideration is held by atomistically
small, risk-neutral shareholders. These investors are that small that it does not pay
for any of them to monitor the incumbent manager M. The latter is supposed to be
risk-averse, he likes to receive income. but dislikes to exercise effort. Furthermore, he
has agreed to a contract the shareholders offered him at time 0. This contract is meant
to govern the mutual relation of the shareholders and M. The shareholders try to set it

6See Section 4.3.2 for more details of this model, as the starting point for the potential defensive role
of ownership structures.
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up in such a way as to provide the right incentives for M. making him work to maximize
their (expected) value. In particular. it implies a managerial salary, being dependent

upon future verifiable variables, such as firm value.
Since all available information is symmetric at time t = 0, the managerial decision to

sign the contract implies that his expected utility from running the firm is at least as
large as his reservation level (set equal to 0). From that time onwards, the shareholders
can only observe the value of the firm, whereas they do not know how this value has
resulted. By assumption, this value v is as follows

v a O+a, (4.1)

where O refers to the state of the world after t=0 and a t o the managerial effort.
Furthermore, it is assumed that b €  {01.02}, with 01  < 02, that is, 01  is the bad state
and 02 the good one.7 Managerial effort a is a non-negative continuous variable. At
1 = 0, the prior information is Pr{8 = 0,} = %, Vi E {1,2}, with qi + e - 1.  As
shareholders can only observe and verify firm value v, managerial compensation will be
made dependent upon this value.

The idea now is that M, in contrast to the shareholders, does observe the prevailing
state of the world, before he chooses his action. This private information drives the
results of the model. If v turns out to be low, shareholders can not determine whether
this is caused by low effort (i.e., shirking) on M's side or by an unfavorable environment.
Therefore, M has an incentive to report a bad state of the world when a good state is
in fact occurring, since this would allow him to shirk. The managerial compensation
contract now has to be made such that M is induced to report the true state of the
world. Such a contract, referred to as truth revealing, is set up in the following way.

Suppose the managerial utility function is as follows:

U(I- h(a)) =
(4.2)

f  I - h(a)   if I - h(a) 2 0:
   -00          if I - h(a) < 0,

where I refers to managerial income, which is determined by the observed u, according
to the agreed contract. To incorporate the previously mentioned managerial preferences,

h(a) is strictly increasing and strictly convex in a.8 The truth revealing contract, speci-
fying the variables  {v„ I,},  will  now  be such  that

2

maxv..1.   F q,(vi - I,) (4.3)
1=1

subject to  It 2 h(t,1 - 81), (4.4)

4 2 h(v2 - 02), (4.5)

7Two states of nature is just a simplifying assumption.
8Note that M is infinitely risk-averse towards a negative net income, i.e., if I - h(a) < 0. The reason

might be that a non-negative managerial income is needed to keep M alive or that it is simply illegal
to pay wages leading  to a negative net income.
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UtIl - h(ul - 01)) 2 Uch- h(vi - 01) 1, (4.6)

Uill- h(t,2 - 02)) 2 U(It - h(vi - 02))· (4.7)

That is, the contract will maximize the expected payoff for the shareholders, being firm
value minus managerial income, under the conditions that M will accept the contract
(inequalities (4.4) and (4.5), the so-called individual rationality constraints, guarantee
M at least his reservation utility) and that M will exercise that effort to reach u, in state

8, (inequalities (4.6) and (4.7), the so-called incentive compatibility constraints, make a
firm  value v,  the most attractive in state 8,) Summarizing, the shareholders set  v,  and
I, such that their expected payoff is maximized, while M exercises effort vi - 0, in state
8„ leading to firm value v, and handing M an income I,·.9

The interpretation of the contract is as follows. First, suppose that shareholders could
observe the state of the world: in this case the incentive compatibility constraints would
disappear. As a result, shareholders would set I, = h(u, - 0,), leading to the optimal
values v; and I; such that 1 = h'(vi - 8;). These so-called first-best values pay M just
enough salary to break even while he will exercise optimal effort a' E vi' - Of'. However,
the first-best outcome can not be achieved here. The problem is that the first-best income

I; is too low to make M report the true state if it is good; differently stated, M has
an incentive to shirk if the state is 82, since he now prefers (v;,IT) over (vi, IM) Hence,
incentive compatibility constraint (4.7) makes shareholders increase I · This leads to
the second-best outcome, where the shareholders set Il to satisfy (4.4) and 4 to fulfil
(4.7). The result is Ii = h(ul - 81) and 12 = h(V2 - 02) + h(vi - 01) - h(vt - 02)·10 The
component  h(ul  - 01) - h(vi  - 02)  is an informational  rent  for  M:  he  can  earn it based

on his private information.

However, the introduction of another agent into the model, the raider R, makes a
better outcome for the shareholders possible. The idea is that R observes 8 too, just
as M, without incurring any costs. This informational advantage over the shareholders
implies that R can immediately figure out what effort level M has chosen, simply the
difference between u and 8. R is now more likely to announce a takeover attempt if M
has shirked, since she knows that the state of the world is good, while the firm value is

low. That is, due to M's behavior, v is too low considering the favorable environment,
making a takeover attractive. M, on his turn, realizes that shirking is more risky with
an informed raider, making him work harder in the good state. So, part of the former
informational rent is lost; shareholders gain because the threat of a takeover makes M
work harder, allowing them to pay a smaller informational rent than stated before.

The exact role of R is as follows. To incorporate the possibility of synergies after a
takeover, in addition to R's disciplinary force, it is assumed that a takeover by R would

9This implies that a firm value v 0 4 leads to severe punishment for M. making his net income
I - h(a) negative.

ioNote that /2 > h(t,2 - 02), since 01 < 02 and h(·) strictly increasing.
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lead to a firm value

u=at°+E, (4.8)

where 2 refers to (potential) synergies.11 Although i is privately observed by R, all others
know that it is drawn from the cumulative distribution function G(E) (with corresponding
density function  g) with support  [£,21.12   To get around any potential problems created
by specific types of takeover technique,13 it is assumed that the shareholders specify two
prices p, in the managerial contract at which they are willing to tender their shares to R.
That is, a managerial report 0, (necessarily supported by the corresponding firm valite
u,) will automatically imply a tender price  p,  in  case R shows up. Furthermore,   M  is
supposed to lose his job after a takeover: his utility will decrease to 0.

Since  R  will  be the single owner after a takeover,  she will always choose effort  a-
Gross firm value (i.e., excluding effort costs) will now equal 0, + a* + 2, leading to a net
value y,* + E with y'. E 0, + a= - h(a'). As a consequence, a takeover will result iff

y' .  +  2  2 p J, (4.9)

where the left-hand side refers to R's net gains and the right-hand side to her takeover
costs in the form of the takeover price. Note that the state is here assumed to be 0„
where  M has reported 83, leading  to a takeover price pj.14 Hence, the probability  of a
takeover is F,J E l- G(p, - yi'). The shareholders now realize that optimal takeover
prices are the best balance between a higher tender price and a lower probability of R
showing up.

The new contracting problem for the shareholders is now easily derived. They write
an initial contract {v„ Ii,p,}, being the optimal solution to

2

max...1.,p.    qi{(1 - Ii,)(vi - I,) + Fi,p,} (4.10)
i=1

subject to  4 2 h(vi - 01), (4.11)

12 2 h(u2 - 02), (4.12)

(1 - Fil)U(Ii - h(vi - 01)) 2 (1 - F12)U(I2 - h(v2 - 01)), (4.13)

(1 - F22)U(I, - h(v2 - 82)) 2 (1 - Fvt)U(4 - h(vi - 02)),  (4.14)

where the incentive compatibility constraints now include the no-takeover probabilities
1  -  F,j. For similar reasons as before, the second incentive compatibility constraint is
again crucial. However, its form is different than before. If the probability of a takeover

11These synergies are net of any involved transaction costs C and independent of 0
12c may be negative, whereas c has to be positive; that is, the probability of sufficient synergies is

positive.
13For example, the free-rider problem, see Section 4.3.2.
14Ifi=j, M has reported the true state to the shareholders.
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islif M reports a bad state while it is not (i.e.. F21 = 1). then the need to pay M an
informational rent has disappeared: /2 can be set to its first-best level h (t,; - 82 ). R's
threat is beneficial to the shareholders. since their expected payoff increases, while M is
still forced to report the truth.  Even if 61 < 1. the threat of a takeover is valuable, since
it allows the shareholders to pay only the fraction (1 - 15,)/(1 - F22) of the informational
rent h(vi - 01 ) - h(vi - 82 ), where Fet 5 F22 because Pl #5 P,· Summarizing, atakeover

15threat is more valuable, the larger the difference 62 - /221 is.
To conclude. shareholders may face problems in awarding their manager for his efforts

from the moment they can not observe the true state of the world anymore. The idea is
that they can not punish their manager too severely in case firm value is too low. because

this might be simply due to an unfavorable environment instead of managerial shirking.

However, the introduction of a raider, who in fact is a perfect monitor, changes things.
Her takeover possibilities could function as a discriminator between the two possible

sources of poor performance. That is. she is far more likely to announce a takeover if
M has shirked than after a truthful report by M. As a result. shareholders do not have
to  pay  a full informational  rent  to  M: the threat  of a takeover substitutes  part  of  the

managerial incentive.
Getting back to the discussion about the desirability of takeover barriers, the for-

mer analysis has shown that the possibility of disciplinary takeovers is valuable for the
shareholders of the target firm. Hence, managerial arguments supporting the adoption
of takeover barriers have to be critically analyzed by the shareholders. Are the barriers
meant to protect M's shirking opportunities or can they be valuable for the shareholders
too? The next sections will show other roles of barriers than the one described here.
most of which do turn out to be shareholder value increasing.

4.3 Passive takeover barriers

4.3.1 Introduction
As shown in the former section, there is a simple way to prevent disciplinary takeovers:
maximize shareholder wealth and communicate this to t.he stockmarket. However, if M
decides to behave otherwise, then the share price will fall short of its maximum level.
Although a disciplinary takeover is a likely answer to this deviant managerial behavior,
this solution is not as straightforward as it first looks. Grossman and Hart (1980) discuss
the problems a raider faces when she attempts to acquire sufficient shares in the target
firm. If share ownership in the target is very diverse, R will be confronted with the
so-called free-rider problem. As a result. a first role for the target ownership structure

iscomparing the new maximization problem for the shareholders with the earlier one, without R's
role, immediately shows that shareholders will be at least as well off. The idea is that the optimal
solution of the first problem is feasible in the new one too, simply setting Pi sufficiently large leads to a
contract equal to the optimal one in the first maximization problem.
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as a potential takeover barrier becomes clear. Due to its surprising results, the analysis
of Grossman and Hart got significant follow-up. First, several solutions for the free-rider
problem were suggested, ranging from dilution possibilities and two-tier tender offers to
an initial toehold for the raider. Second, attempts were made to make the analysis more
precise and realistic. These resulted in a better specified role for the target's ownership
structure as a potential takeover barrier.

This section analyzes the most crucial elements of this development, making share-
holder behavior an important factor in takeovers.16 The fundamentals of the current
discussions on corporate governance date back to these elements, at least in as far as the
role of shareholders is concerned.

4.3.2 The free-rider problem of tender offers
The main conclusion of Grossman and Hart (1980) is that under some circumstances it is
possible that both kinds of takeovers (disciplinary and synergistic) are never profitable,
no matter what the ex-ante share price of the target is. The reason is a free-rider problem
in tender offers. Target shareholders try to benefit from value-increasing changes, as R
aims to install in the target, by refusing to tender their shares to R for her announced
offer price. The idea is that they realize that R is able to gain from this takeover attempt,
otherwise she would not have launched it at all. Hence, target shareholders will hold
out their shares in an attempt to capture the full takeover gains without incurring any
takeover costs. Since R has to pay these costs on her own, she might end up withdrawing
her bid, being unable to recover the costs. This brings us to the heart of the problem: each
shareholder as an individual has the incentive to hold out as long as possible, whereas all
shareholders together would like to see a successful takeover attempt. However, under
some circumstances shareholders might be expected to act more as individuals than as
a collective unit when confronted with a tender offer.

The specific conditions leading to this, somewhat surprising, outcome that no takeover
attempt can succeed are the following. First, all shareholders are assumed to be that
small that each individual tender decision has a negligible influence on the final outcome

of the bid.  That is, no matter what his decision will be, each individual does not
determine the ultimate success or failure of the bid on his own. This characterization of
shareholders is referred to as a situation of atomistic or atomistically small shareholders,
or a continuum of shareholders. Second, the raider and the shareholders base their17

actions on rational expectations. In general, this means that agents are fully aware of
the future effects of their actions when deciding.  In this specific tender offer set-up,
it implies that a certain future bid outcome can only be realized if all involved parties
anticipated it. Third, R is assumed not to be one of the target shareholders before

16 Note that the other passive barrier, federal and state law provisions, are not discussed here. Their
role is straightforward.

17 Section 4.3.4 will explore the consequences of a relaxation of this condition.
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her bid announcement. In case she were (known as the case where R owns a so-called

initial toehold in the target). she would be able to recover (part of) her total costs with
the value increase on this toehold, due to the share price increase. This could possibly

solve the free-rider problem; R might now be able to pay all other shareholders the
expected ex-post value per share, guaranteeing a tender offer success, while still making
a net profit.18 Note that this requires a certain minimum level on the magnitude of the
toehold.

Summarizing, Grossman and Hart (1980) come up with a first role for the target
ownership structure in the takeover process. If shareholders are atomistically small, all
takeover attempts. no matter what type, are doomed to fail. Hence, such an ownership

structure is a potentially huge takeover barrier.

4.3.3  Solutions for the free-rider problem
Grossman and Hart (1980) themselves come up with a first solution for the free-rider
problem. The idea is to create a difference in the post-raid firm value for any small
remaining target shareholders on the one hand and for R on the other hand, where the
first value should be strictly lower than the last. Hence, the value of a target share after
a successful takeover attempt is now dependent upon the identity of its owner. Suppose

the value of a post-raid target share will be 1/1 if it ends up in R's hands and Vs if it
does not.19 A successful tender offer now has to specify a bid price P per share such that

P 2 Vs 20 Hence, R will set P at its minimal level Vs and earn a profit 1/R_ Vs- C per

share, where C is the takeover cost per share. If 1/  _ Vs is large enough, R is able to
recover her total takeover costs; hence, profitable takeover attempts are possible now. 21

This idea of shareholder discrimination is referred to as dilution of the property rights
of minority shareholders.

Note that any dilution possibilities for a potential raider have to be specified ex-ante,
for example in the corporate charter, otherwise, a raider will not launch any takeover
attempt through a tender offer. Hence, shareholders might be better off by explicitly
allowing future raiders to expropriate part of their value, being somewhat paradoxical
at  a first view. However, many actual takeover bid laws do not seem to be aware22

18 It is not necessary that R and the shareholders possess the same information regarding the potential
value of the target under R's control. The simple fact that a bid is announced by a raider without a
toehold signals to the shareholders that the bid price is strictly lower than the ex-post firm value, as long
as any takeover costs are involved. Hence, only irrational bidders could convince target shareholders

to tender.  See, for example, Roll (1986), his argument focuses on the so-called hubris disease of some
bidders. For more details on the initial toehold, see Section 4.3.3.

19The subscript S refers here to small remaining target shareholders.
20Indifferent shareholders are assumed to tender their shares.
21 In a set-up of asymmetric information, Vs will simply equal the expected value of a minority share,

where minority refers to the character of any remaining target shareholders, whose shares have not been
acquired.

22In fact, the initial owners of a firm realize that their firm will ultimately end up in the hands of
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of this advantage, looking at their often strong opposition against such dilutions. The
former discussion might lead to a reappraisal of current takeover laws meant to protect
the rights of minority shareholders in tender offer situations.

Specific examples of dilution possibilities for a majority shareholder-owner are as
follows. Allow her to pay herself a (too) large salary, to grant herself some extra (newly

issued) shares at a discount, or allow her to sell some assets/output of the firm below
their market value to one of her other firms.

Finally, note that the possibility of dilution has an incentive effect for M too. Suppose

the maximum level of dilution is 0 per share, implying that Vs = VR - 0. Hence, target

shareholders, expecting that a tender offer P will succeed, will tender their shares if
P 2 max{ 1 R- ,1/M}, where VM refers to the current value per target share. Introducing
uncertainty regarding the target value under R's management and her real takeover costs,
leads to an ex-ante takeover probability, being

Pr{min{0,  R - VM} 2 C}, (4.15)

as derived from the condition that R has to gain a non-negative profit. The idea now
is that M can influence this probability by increasing VM Hence, just, as in Scharfstein

(1988), the threat of a takeover could have a positive effect on M's efforts. Next, target
shareholders can determine the optimal amount of dilution. They have to consider the
following three effects of a larger 0 on the market value of their shares: (i) the expected
bid price, E{P}, will decrease, (ii) the probability of a raid will go up, and (iii) M's
effort will increase. Hence, the optimal 0 trades off the first effect versus the last two.

A second solution for the free-rider problem, the so-called front-end loaded two-tier
tender offer, actually is a specific type of dilution. as we will see shortly. The idea of
a two-tier tender offer goes back to Bradley (1980), although its formal introduction is
generally attributed to Bradley, Desai, and Kim (1988). Strictly considered, Bradley
(1980) deals with partial offers as a way to circumvent the free-rider problem.

The use of partial offers is best explained with an example. Suppose that the value
per target share under M's control VM = 20, where R could improve this to 1/R = 22,
in addition, there are 100 target shares outstanding, out of which 51 are needed for
control. R now comes up with a conditional and restricted offer P = 23 per share,
where she is only willing to accept exactly 51 shares. Furthermore, she is assumed23

to  liquidate the target after a successful offer  and  use the total proceeds  on  her  own,
thereby totally expropriating the remaining minority shareholders. Each shareholder
will now tender all his shares, since 23 exceeds the ex-post value per target share; hence,

atomistic shareholders. Hence, they will opt for dilution possibilities in the corporate charter when they
take their firm public.

23Note that it is not necessary to condition the offer, since P is sufliciently large. However, it guar-
antees R no losses, in case not enough shares are tendered.
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the tender offer succeeds for sure. R will spend an amount 1173 to acquire the target,
while selling it for a total worth of 2200; so, the takeover is profitable too. The free-rider
problem is solved. The general idea is clear; R can circumvent the free-rider problem by
announcing a partial offer for exactly 51 % of the shares. Since the resulting majority of
shares guarantees R full control over 100 % of the target, while only having to pay for
51 % of its shares. R is able to offer a bid price per share at least equal to the ex-post
value. Any losses made in the acquisition process can be recovered by expropriating the

remaining minority shareholders.
Bradley (1980) also refers to empirical evidence supporting this idea. He observes

that most successful bidding firms lose on their acquired target shares after a partial
offer, but at the same time gain a positive abnormal return on their own shares.24 Note,
though, that it implies a frequent use of conditional and restricted tender offers too.

This example, and its general idea, is in fact an extreme form of dilution, setting
Vs = 0 or, similarly, 0 = 1/R. Moreover, the offer perfectly resembles a two-tier tender
offer, although a price for any remaining target shares is not officially announced at the
time the bid is made. However. the same outcome results for a two-tier tender offer,
where R offers to buy exactly 51 % of the target share in the first tier at a premium
over the expected ex-post price, while at the same time announcing a price 0 for the
second tier. The fact that the price for the first tier contains a premium is referred to
as front-end loading. The price for the second tier is the so-called back-end price. 25

Bradley, Desai, and Kim (1988) come up with potential devices to protect minority
shareholders from front-end loaded two-tier tender offers. First, they suggest an ideal
solution: target shareholders should try to act more collectively. This could. however, be
supported by introducing supermajority rules, leading to a smaller fraction of remaining

minority shareholders. Second, firms could opt for a legal solution by adopting fair-price
amendments. enforcing strict lower bounds on the back-end price.26 Third, the target
could try to initiate competition among bidders, possibly making M himself one of the
competitors, in an effort to prevent a too low first tier price. 27

A third solution to the free-rider problem, as already indicated by Grossman and Hart
(1980), is an initial equity stake of R in the target firm before she announces her takeover
attempt. However, this stake has to have a minimal size, since R has to be able to recover
the total takeover costs. Straightforward calculations show that such an initial toehold

24The bid price is about 49 % higher than the target's pre-announcement share price, whereas the
ex-post price of the remaining target shares is just 36 % higher than this initial price.

25 As Spatt (1989) notes the sole difference between dilution and two-tier ofTers is the possibility of
signaling with the latter. That is, both the front-end and the back-end price can be used by R to signal
her private information concerning, for example, undervaluation and potential synergies.

26This amendment was very popular shortly after the first observations of two-tier tender offers.  For
more details, see Sections 2.2.3 and 4.3.3

27In the example, bidding competition of M could force R to increase her first tier price P to at least
39.21, being the total value of the target under M's control, divided over 51 shares.
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for  R.  referred  to  as  aR,  has  to  be at least equal  to  C/( |/R -  1/.M).28

Shleifer and Vishny (1986b) come up with an argument why it. may be reasonable
to expect that a raider already has built up an initial stake before her takeover an-
nouncement. The idea is that a large shareholder has a stronger incentive to monitor
managerial behavior than atomistic shareholders, since monitoring is costly. In an own-
ership structure with only atomistic shareholders, there will be no monitoring, as all
shareholders realize that monitoring costs are borne privately, whereas its benefits are

public. However, a large, non-atomistic, shareholder will engage in some monitoring,
though the amount will never reach its socially optimal level, as costs and benefits are
asymmetrically distributed. It now follows that these monitoring activities could precede

a takeover attempt by the large shareholder, since she is aware of the target's operations
and their potential improvements.

The crucial elements of the analysis in Shleifer and Vishny (1986b) are as follows.
They assume a target ownership structure with R owning a fraction 0 < aR < 0.5 of
the shares and the remaining shareholders are atomistic, while 50 % of the shares are

needed to acquire control. If R invests in monitoring and research, she may find a value

improvement ZE l/R- 1/M for the whole target firrn,29 however. such investments are by
no means a guarantee for success. Moreover, such value improvements can be either due
to managerial suboptimal behavior or to synergies, making R a better manager for the
target. The remaining shareholders know that 2 is drawn from a cumulative distribution
function F(Z) with support (0, Zma„]. Next, considering her toehold aR and the, possibly

found, improvement Z, R may decide to announce a takeover, trying to acquire 0.5 - afl
of the remaining shares in a tender offer. This will cost her C, in addition to the costs
of buying the extra 0.5 - aR shares.

R realizes that she has to pay a premium P - Vw over the intrinsic value per target
share in case of a tender offer, since the other shareholders will figure out that a bid
announcement implies a certain minimum value for Z exceeding 0.31' So. in case of a
takeover attempt, she will set P such that

P -VM= E{210.52 2 (0.5 -aR)(P- 1/M)+C}. (4.16)

where the condition in the expectation of Z refers to the information shareholders gener-
ate from the announced attempt. That is, they realize that R has to make a non-negative
gain from the takeover. It is crucial here that R can gain an amount of 0.5Z, while only

28To prevent shareholders from holding out. R has to pay at least P = 1/R per share; hence. she is
only able to gain on her toehold.

29To remain in line with earlier notation, assume here that the number of outstanding shares is
normalized to 1.

 Note that P - Vw is generally not equal to the takeover premium, being P minus the prevailing
share price before the takeover. The reason is that this prevailing share price will normally exceed  VM,
since the existence of the large shareholder made the market aware of potential value-increasing takeover

attempts.
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a total premium (0.5 - aR)(P - VM) to remaining shareholders has to be paid.  From
this equation, it is immediately clear that (i} remaining shareholders figure out that
Z E  [2(0.5 - aR)(P _ 1/M) + 2C, Z,-], and (ii) a minimal value for aR is extremely
important, since aR = 0 would bring us back to the free-rider problem.31 Hence, if
Z 2 Zmin(aR) E 2(0.5 - aR)(P - 1/M) + 2C, R will come with a takeover attempt, and
all remaining shareholders will tender, making it successful. If not, no attempt will be
announced.  So, the probability  of a takeover is either  0 or  1.

This outcome has several nice economic properties. First, it follows from (4.16) that
the optimal bid price P'(OR) decreases in am If R initially owns more target shares,
then Zmin will decrease, since the other shareholders know that R can make a bid already
profitable for lower values of Z. Second, the probability of a takeover increases with aR.
A larger initial toehold decreases the optimal bid premium and it allows R to recover
her costs C on relative more own shares. Both consequences decrease Zmin

Summarizing, the free-rider problem prevents R from announcing a takeover attempt
if she does not own an initial toehold, due to the simple fact that target shareholders
interpret the announcement by increasing Zmin from 0 to P - VM + 2C. However, this
increase is less severe if aR is positive; as a result, R is able to recover her costs C for
certain value-improvements Z. One could thus conclude that any extra information for
the target shareholders regarding Z™in is a further disadvantage for R. Suppose, for
example, that shareholders know that R could either try to acquire the target through
a tender offer or through a proxy contest. The last method would cost R, say Cp, but
has the advantage that no shares have to be bought. If R now still decides to acquire
the target through a tender offer, shareholders can figure out that 0.52 - (0.5 - aR (P -

141) - (2 max{aRZ - Cp,0}, which leads to a higher value for Zmin if Cp is not too
large.

A weak element in the former analysis is the issue how R could have acquired her initial
stake aR· We have already seen that the optimal bid premium P4 - VA, iS decreasing

in OR, while the probability of a takeover is increasing in aR. Since the second effect
outweighs the first one, the expected takeover premium is increasing in R's initial toehold.
Hence, the prevailing target share price before any takeover announcement is positively
related to aR too. This creates a problem for R to build up her stake. That is, all
atomistic shareholders realize that R will always have an incentive to increase her stake
after having successfully acquired some shares initially. So, R can not buy her first
shares if identified as a potential large shareholder. Therefore, she can only try to build
up an initial stake by buying secretly. From the moment she has been identified as32

a potential raider, any further increase of aR is impossible. A solution to this problem
might be that any existing non-atomistic shareholders could be willing to sell their total
fraction to R; however, it remains to be answered how such "older" large shareholders

31 Hence, equation (4.16) would have no solution.
32This possibility is mostly limited, due to legal disclosure rules and a constrained depth of the

stocknnarket.
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got there in the first place.33

Kyle and Vila (1991) formalize the idea that R can only build up a toehold by secretly
buying shares on the stockmarket. They show how R's ability to buy a  is related to the
depth of market, regarding trading in the target's shares. The idea is that R can only
engage in secret buying if sufficient so-called "noise" traders are around. These traders
are agents on the stockmarket who purely trade (i.e., buy and sell shares) for liquidity
reasons, implying that their trades are uninformative with respect to consequences for
the underlying firm value. If there is a sufliciently large amount of noise trading, i.e., the
market for the target's shares is deep, R is able to find some camouflage for her buying
activities by buying in times of heavy sales by the noise traders. The total market is now
unable to derive specific information regarding the target from heavy trading. In order
to pick the right moment, R has to observe the aggregate activities of the noise traders.
If they are strongly on the sell-side, R might decide to buy her desired fraction  R, if
not, R could also gain by short-selling some target shares. Quite naturally, a takeover
attempt by R will not be made in the latter case.34 This idea suggests that bidders
have on average higher initial stakes in those targets. whose shares have relatively high
turn-over levels on the stockmarket.

Another extension of the former role of a large shareholder concerns the fact that
Shleifer and Vishny (1986b) can not explain why some takeover attempts do not succeed.
In their analysis, the probability of a takeover is either 0 or 1; moreover, if an attempt
is announced, it is sure to succeed. Hirshleifer and Titman (1990) discuss the idea that
takeover attempts, made by R with initial toehold aR, can fail. A crucial element in
their idea is that target shareholders are assumed to follow mixed strategies when they
are indifferent between tendering to R or not; note that Shleifer and Vishny assume that
all shareholders tender when being indifferent (see (4.16)). However, a specific reason
for such behavior is not given, besides the observation that personal differences among
shareholders could make some of them tender at a specific bid price, while others will
not.35  As a result of these mixed strategies, R is faced with an uncertainty regarding
the successfulness of her bid.  It is supposed that the probability of bid success is strictly
increasing in the bid price P, to reflect the similar empirical observation, as found by
Walkling (1985)

Defining this probability as Pr(P, aR) for a tender offer, conditional on obtaining the
majority fraction of 0.5, R has to choose P such as

m#x   [0.5Z - (0.5 - aR)(P - VM)] Pr(P,OR) - C, (4.17)

33A similar problem exists when R wants to sell her fraction of shares.  If any new candidates for the
position of large shareholders can not be found, she can only sell her shares at a substantial discount
over the prevailing market price.

34Hence, heavy noise trading can also prevent some profitable takeover attempts.
35For example, personal characteristics, such as liquidity or capital gains tax considerations, could

make shareholders heterogenous.  The idea of shareholder heterogeneity is also used in Stulz (1988) and
Bagwell (1991), see Section 4.4.4.
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provided that this amount is positive at its optimal level P-. Under specific conditions
regarding the probability of bid success function. it can be shown that OP.  iDZ B strictly
positive. Hence, this analysis derives the interesting result that the bid price P' is fully
revealing with respect to the privately known value of Z. That is, larger values of Z
imply higher offers: more specifically. the only possible equilibrium is now P- = Z, in
order to make shareholders indifferent between tendering or not. Although this idea lacks

some specifics regarding the coordination of shareholders' tendering strategies leading to

Pr(P, aR), it leads to the economically intuitive outcome that R's stronger desire for a
successful bid if her synergy value is higher makes her bid higher. 36

An interesting feature of this analysis is its application regarding takeover probability
decreasing effects of several takeover barriers. Take, for example, the poison pill. Most
poison pills impose an extra cost per share for R in the sense that she has to bid a
price higher than the expected ex-post value per minority share. The reason is that any
remaining target shareholders after a successful tender offer have the possibility to use
their flip-over rights; that is, they can buy shares of the surviving firm at substantial
discounts.37 Hence, we will now get P* =Z+ h(Z), where h(Z) refers to R's extra cost
per share. It seems reasonable to assume that h(Z) is increasing in the improvement
Z per share, since the flip-over rights apply to the value of the surviving firm. The
resulting probability of takeover success will now be smaller. making poison pills truly
defensive. However, since the bid price has increased. both effects have to be evaluated
simultaneously (that is. calculate consequences for the expected takeover premium), when

discussing the desirability of poison pills from a shareholder perspective.

Finally, Chowdhry and Jegadeesh   ( 1994) analyze a similar  idea  that R attempts
to signal her private information on the exact amount of synergies Z to the target
shareholders. However, the bid price P is not the signal in their model, but R's initial
stake aR is. That is, they show that the size of this toehold is positively related to the
value of Z. More specifically, if R has discovered a relatively low value of Z, she will
initially acquire a smaller stake than a high synergy type bidder. This signal will be
credible for reasons similar to the ones in Hirshleifer and Titman (1990): if bid success

is again uncertain and dependent upon bid price P, the risk of an unsuccessful takeover
attempt is larger for high synergy type bidders. as they have a higher potential gain at
stake. So, high synergy bidders have to acquire larger stakes in order to be able to offer

higher bid prices P.
To circumvent the awkward assumption of Hirshleifer and Titman (1990) regarding

the probability of bid success, Chowdhry and Jegadeesh (1994) introduce a role for  M.
He is assumed to own a stake aM in target's equity, while at the same time consuming
private benefits of control. Since these private benefits are supposed to be unknown to
R, the probability of takeover success can be easily made dependent upon P. That is,

36A crucial assumption is that bids can only be made once. Otherwise. high-Z bidders could start
with underbidding and increase their bid if necessary.

37See Section 2.2.3 for more details.
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M will always compare his private control benefits and his potential premium on the
stake aM·38 The remainder of the analysis is exactly similar as before. Note, though,
that R again has to engage in secret buying, while acquiring her initial to e l 101 d .

4.3.4 The free-rider problem reconsidered
The studies in the former section tried to come up with solutions to the free-rider problem
in tender offers. However, others argue that the formalization of the problem was not
very accitrate and some of its assumptions not in accordance with daily practice.

A criticism of the first type stems from Bradley (1980). He argues that the result
of the analysis, as considered by Grossman and Hart (1980), is not complete. That is,
they only show that the outcome, in which each atomistic shareholder expects the offer
P<VRto succeed and, hence, will not tender any share(s), is not an equilibrium, since,
contrary to the expectations, this offer will fail for sure. However, the offer with P > VM,
expected to fail, is not an equilibrium outcome too, since all shareholders will now tender
their shares, making the offer a success. So, as Bradley (1980) states, the sole result of
the Grossman and Hart analysis is the non-existence of an equilibrium in pure strategies
if VM<P<VR. However, that does not rule out equilibria in mixed strategies, as we
will see shortly.

Bradley (1980) continues to show that a small change in the Grossman and Hart set-up
suffices to derive a unique Nash equilibrium in pure strategies, in which all shareholders
free ride. Hence, although their analysis was not complete, the free-rider problem of
Grossman and Hart still is a crucial issue in takeovers. The change is as follows. Where
Grossman and Hart assume that R announces an any-and-all (unconditional) tender offer
to acquire target shares, Bradley supposes R to come up with a conditional tender offer,
where the minimum number of required shares is (at least) equal to the amount needed
to obtain full control over the target. Note that such a bid is intuitive in the sense that
R now prevents the possibility of an unsuccessful offer, while having (over)paid  for any
tendered shares.

After such a conditional offer, each shareholder i will tender his share(s) iff

Pr{bid succeeds  i tenders}P + Pr{bid fails  i tenders}VAI >
Pr{bid succeeds li retains}VR + Pr{bid fails li retains}VM,    (4.18)

where the assumed atomistic character of shareholders implies that the probabilities are
independent of the stated conditions.39 Rearranging now shows that i will only tender if
P > VR, which provides R with a negative profit. So, if P < 1/R, it is a dominant strategy
for each i not to tender, implying that this free-riding behavior is a Nash equilibrium in

38The probability of takeover success will now be Pr{BM S aM(P-VM)}, where BM refers  to  M's
control benefits. Note that this probability is increasing in P.

3'In case of an unconditional offer, the payoff of tendering w en the bid fails equals P instead of VM
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the chosen set-up. It is straightforward to show that this equilibrium in pure strategies

is unique. 40

Bagnoli and Lipman (1988) agree with this criticism of Bradley, although their main
problem with the Grossman and Hart analysis considers its assumption of atomistic
shareholders. This would imply that there is an infinite number of shareholders, all of
which are unable to influence the outcome of a tender offer by their individual tender
decision. First, it is doubtful whether this type of very widely held firms is common in
practice.41 Second, even if a firm is very widely held, its total number of shareholders is
always finite. This last aspect turns out to be crucial.

Using this crucial aspect, Bagnoli and Lipman are able to show that for both types
of tender offers, unconditional and conditional, there exist equilibrium outcomes, such

that (i) 1/M<P<VR, (ii) R earns a strictly positive (expected) profit, and (iii) the
bid succeeds with strictly positive probability.42 Hence, in a set-up with a strictly finite
number of shareholders there is no extreme free-rider problem, as in Grossman and
Hart. The important underlying idea for this result is that several shareholders face
the opportunity of becoming pivotal with strictly positive probability in all possible

tender offers, where pivotal implies that these shareholder individually decide on the
final outcome of the bid with their tender strategy, given the strategies of the other
shareholders. More specifically, a pivotal shareholder has to tender a strictly positive
number of shares to make the bid successful: if he does not, the bid will fail.  As a result,
a pivotal shareholder can not free ride on these shares, whereas he could in the set-up
of atomistic shareholders. R can now acquire these shares of pivotal shareholders for a
negligible premium over 1/M, allowing her a strictly positive profit.

The following examples will illustrate this general result of Bagnoli and Lipman,
purely based on the assumption that the total number of shareholders, N, is strictly
finite.

•   Example 1: equilibria in pure strategies.
Suppose that K shares are needed for R to acquire control over the target. It is
now easy to see that all outcomes in which the total number of tendered shares

is exactly equal to K are equilibria, that is, no single shareholder can profitably
deviate from this strategy given the strategies of the others, since 1/R>P>VM
The resulting probability of success  for the tender offer  is 1. Finally,  R  will  earn

K(VR - P) in all these equilibria, which is strictly positive. Note that R will set
P slightly above 1/M in order to maximize her profit.43

40If all shareholders believe the bid will fail, none of them will tender a single share, according to
(4.18). Hence, the bid does indeed fail. If, on the other hand, they believe the bid to succeed, then they
do not tender too, since P < VR.

41 According to, for example, Denlsetz and Lehn (1985), many firms, even very big ones, are charac-
terized by having just a small number of large, powerful shareholders.

42This probability might even equal 1 in some cases.
43For each target ownership structure, there are many equilibrium candidates like this. For example,
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In this example, each shareholder selling shares to R in equilibrium is pivotal, that
is, he is not able to free ride on R's improvement for any of his tendered shares.
R is now able to gain at the expense of these pivotal shareholders, as shown in
her profit. However, this implies a problem with these equilibria: no shareholder
is willing to lose any gains in this way, although all of them realize that in total at
least K shares have to be tendered. The question, hence, is who will coordinate
the tender behavior of all shareholders in such a way that the preferred outcome
results. Where it will be difficult to come up with coordination leading to the
former outcomes, the next example shows that the focal principle could solve the

problem.

• Example 2: equilibrium in mixed strategies with unconditional offer.
A so-called focal equilibrium is characterized by the fact that the players in the
game do not need to be explicitly coordinated to play their strategies leading to
this equilibrium. An implicit type of coordination, based on, for example, sym-
metry and uniqueness, will do the job in these equilibria. The players will simply
opt for their optimal strategies, independent of one another, since their logic tells
them to do so. Hence, such an equilibrium outcome can be a realistic one. 44

Suppose that all shareholders own a single share and use identical tendering strate-
gies of the following form: tender the share with probability q, where 0<q< 1.45
If all other shareholders except i follow this strategy, it is easy to derive that i will
randomize too iff

K-1 /N-1\
P = VR - (1 1 - 1''M) E      j    /1 qj(1 - q N-1-j  (4.19)

j=0

where the left-hand side refers to i's gain if he tenders and the right-hand side to
his gain if he does not.46 The right-hand side is continuous and strictly increasing
in q, hence, implying a one-on-one relationship between P and q; the symmetric
equilibrium is unique for a certain bid price P. Since VM<P<VR, we have
0<q<1.
R's expected profit now equals

K ( .: } ''(1 -,),-'t'» t. i (  ' } q'(1
- q)N-ljvR-NqP=

in case each shareholder only holds one single share, there are as many as ( K N)o f these pure strategy
equilibria. In addition, note that there are no pure strategy equilibria in which the number of tendered
shares  is not equal  to  K.

44More details on the focal principle and its practical relevance can be found in Schelling (1980).
45That is, they randomize over tendering and non-tendering with probability q.
46The right-hand side follows from  Kw Pr{T_,  <  K} + 1/R Pr{T_;  2 K}, where f_i refers to the

number of shares tendered by all shareholders other than i
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-(VR- VM)39 (N-1    K-1(1 - q)N-K.         (4.20)CK-1
This amount is strictly positive. However, its interpretation is illustrating; it can
be rewritten as (VR _ 1/M)Nq Pr{T_, =K- 1}. This shows exactly how R gains
at the expense of pivotal shareholders. The last term is the probability that i is
pivotal, in which case he makes the bid successful with probability q; he is willing to
tender his share for (slightly more than) VM, allowing R to gain 1/R- VM Finally,
the last term, N, refers to the number of pivotal shareholders.47 Finally, R will
choose that offer price maximizing her expected profit. In this case, it follows that
P= has to be such that q = K / N.48

• Example 3: an equilibrium for conditional offers.
Suppose R announces an offer with P = 1/M + E (E strictly positive, but very
small), conditional on all shares being tendered. This is an equilibrium, since all
shareholders will tender all their shares. Moreover, R's expected profit is now
maximized, making it approximately 1/R - VM times the number of outstanding
shares. The probability of success  is  1. The chosen condition  for  the  bid  to  be
executed is such that R makes each shareholder pivotal.49
A similar offer, conditional and restricted on exactly K shares being tendered and
accepted, shows that dilution, as proposed by Grossman and Hart, can be harmful
in case of conditional bids. Suppose 0 is the maximal amount of dilution per
share R is allowed to expropriate.  If 0 2 141 - 1/M, the same conditional bid
P = VM + E with the common pro-rata rationing device leads to an equilibrium
outcome.50 The success of the bid is certain and R's expected profit is almost

K(VR - 1/M) + 0(S - K), where S is the total number of outstanding shares.  It is
possible that R is socially inefficient (that is, 1/R < VM)' but still willing to offer
P if 0 is sufficiently large, hence, making the equilibrium feasible. So, less efficient
raiders may be able to successfully (even with probability 1) acquire targets, due to

47Holmstrom and Nalebuff (1992) show the link between R's expected profit and the expropriation
of pivotal shareholders in a similar way. Using the indifference consequence of randomization, it follows
that P = KM + (111 - VM) Pr{T_, 2 K}. The expected total surplus per share is (VR _ VM) Pr{T 2
K}.    Hence, per share  R is expected  to  give  away  P -  1/R  of this total surplus, leaving  her  with

(VR - KM) Pr{T 2 K} - (P - 1/R) per share. This equals (VA _ vM)q Pr{T_i =K- 1}.
48The expected number of tendered shares is now K, just enough for the bid to succeed. Hence, all

shareholders will strongly feel the possibility of becoming pivotal, a strong advantage R.
49This effect could also be reached for unconditional offers: choose for the extreme supermajority

rule where K equals the total number of outstanding shares. Hence, somewhat surprisingly, extreme
Supermajority rules  are an advantage   for R. However,   such   bids   are very risky  for R, since   (i)   not
all shareholders are always aware of an outstanding bid, (ii) it is now very easy for parties with other
objectives than share value maximization to block the takeover attempt, for example, M, and (iii) R
does not exactly know how many shares will be never be tendered due to (i) and (ii).

5oNote that it is assumed that no single shareholder holds enough shares to block the attempt on his
own.
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dilution. That is, dilution is not only superfluous in reality, it can even be socially
inefEcient.

Summarizing, the examples clearly show that there always exist equilibria. in which

(i) VM<P<VR, (ii) R earns a strictly positive expected profit, and (iii) the bid
will succeed with a strictly positive probability,51 if the number of target. shareholders
N < 00. The idea is that R can always make at least some shareholders pivotal with
a positive probability. Furthermore. R is able to gain a profit at the expense of these
pivotal shareholders, since they are willing to tender a certain number of shares for a
negligible premium over VM.  So, in reality shareholders do realize that their tender
decision might be influential.

After Bagnoli and Lipman, several studies have focused on the same assumption of a
strictly finite number of shareholders. Bebchuk (1989), for example, tackles Grossman
and Hart's free-rider problem by looking for equilibrium candidates with tender offers
succeeding with a probability strictly between  0  and  1.  His  idea is exactly the same as

in Bagnoli and Lipman, however. his analysis suffers from a major weakness. Appendix
4.A.1 discusses the inconsistency. An interesting feature in Bebchuk's analysis is the
consideration that an outside raider now has the choice between two tender offers when
attempting a takeover. She can either choose an offer with P = 1/>i - 0, using possible
dilution opportunities, and a guaranteed success or she might decide for a lower bid P
with V M<P<V R-0, which could probably fail. However, if the second bid succeeds,
R can still use any diluting devices.

Finally, the analysis of Holmstriim and Nalebuff (1992) is worthwhile mentioning.
First of all, this analysis combines the one share per shareholder set-up, as earlier men-
tioned in Example  1,  with the possibility of an initial toehold  for  R.   The idea is  that
both the finite number of shareholders assumption and the initial toehold allow R to
earn a positive expected profit. As might be expected, R's chances for success are even
larger in this combined set-up. However, the optimal tender probability (and, hence,
optimal bid price), maximizing R's expected profit, is incorrectly derived, overestimat-
ing the extra advantage of the toehold. Appendix 4.A.2 derives the correct result and
shows how large the impact of a small toehold for R can be regarding the increase in the
probability of bid success. The interesting implication is that a relatively small toehold
will generally do, enabling R to acquire this amount of shares while staying within the
limits of disclosure rules.

Second, Holmstr6m and Nalebuff provide useful inputs to generate a more detailed
link between a general ownership structure and the possibilities for R to earn a positive
expected surplus. Their focal equilibrium candidate is used in Chapter 7 to assess the
actual force of the target's ownership structure as a takeover barrier.  That is, the

51 If the bid will fail with probability 1, it can not be part of an equilibrium.  It is easy to show that
(P- VM)/(I/R- VM) > 0 is a lower bound for the probability of bid success.  Use the fact that a pivotal
shareholder is indifferent between tendering (at least) two different number of shares.



134 Takeover barriers: their economic analysis

important question, how strong the ownership barrier really is, is answered in that
chapter. Where Grossman and Hart conclude that an atomistic ownership strudure
makes it impossible to acquire the target, the analysis in Chapter 7 shows that this
result changes when the finite number of shareholders assumption is incorporated.

Third, the main idea in Holmstr6m and Nalebuff concerns the important role of the
so-called indivisibility problem which shareholders face when deciding upon tendering.
In the one share per shareholder set-up, this problem is the most severe. That is, each
shareholder is now confronted with a 0-1 decision: either tender or free ride on the single
share. This is a problem, since tendering implies that no proceeds can be gained on
the in this way generated higher probability of bid success, while free riding means that
these proceeds could come in, although the probability of bid success is now strictly
lower. If individual shareholdings would be divisible, each shareholder would have the
option to tender just a fraction of his shares. Taken to the extreme, Holmstr6m and
Nalebuff show that the case of infinitely divisible shareholdings per shareholder will lead
to the result that all shareholders tender exactly K/S of their total holdings for 1/M per
share-unit and keep the remainder.52 R will now obtain control with certainty, leading

to a value VR per share-unit. The total surplus will thus be divided as a part It:/S for
R and the remaining fraction, (S - K)/S, for the shareholders. The main implication
of this result is that share splits will make takeover attempts more likely.53 Empirical
evidence showing a (relative) share price increase around a stock split supports this main
result. See, for example, Grinblatt, Masulis, and Titman (1984). Moreover, the former
implies that large nominal values of shares are on average a stronger takeover barrier
than smaller values.

Concluding this section, we can say that the free-rider problem is somewhat less severe

than earlier indicated by Grossman and Hart (1980). However, the specific ownership
structure does influence the takeover process, in the sense that it allows R a certain
maximal expected profit. Therefore, the role of the ownership structure as a takeover
barrier remains valid. Chapter 7 develops a more complete understanding of its precise
role.

4.4 Active ex-ante takeover barriers

4.4.1 Introduction

The idea of this section is to present possible roles of active ex-ante takeover barriers,
as put forward in the literature. We will mainly discuss the crucial factors determining
these roles in a fairly straightforward and abstract way. However, the economically

52Remember that S refers to the total number of outstanding target shares.
53Note that such splits do not change the ownership structure: concentration measures will remain

the same.
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intuitive reasons for specific uses of these barriers are highlighted too. Note that the
next overview of ideas (including the ones regarding active ex-post barriers, as discussed

in Section 4.5) is not meant to be exhaustive. Its function is twofold: (i) to give an
overview of those economic roles of takeover defenses that require a somewhat deeper

understanding, in order to explain the crucial elements unequivocally; most of these roles
are somewhat less clear at first sight than, for example, the reason for a classified board,
and (ii) to present the most important models as currently known in the field. As sucll,
the overview presents the current state of the art, while at the same time providing the
opportunity to position the ideas of Chapters 5 and 6 within the literature. The order
of the overview is similar to the one used earlier in Chapter 2.

Finally, remember that ex-ante defenses are by definition used before a takeover at-
tempt is announced, hence, they can not depend upon the characteristics of any bidder.
However, some firms might expect a particular type of raider to show up in the (near)
future and, therefore, try to act strategically. A main distinguishing feature of ex-ante
defenses, though, is their rather general way of functioning: most of them are permanent
barriers, whereas ex-post defenses are mainly created on an ad hoc basis. For modeling
purposes, this feature is often crucial.

4.4.2 Anti-takeover amendments
In Chapter 2 we have seen that this class of takeover defenses is rather rich: supermajority
amendments, fair-price amendments, classified boards, and the authorization of preferred
stock are its most commonly used elements. Several roles for these defenses have already
been mentioned.

First, as, for example, suggested by Linn and McConnell (1983) and DeAngelo and
Rice (1983), a main role might be an attempt of M to entrench himself from disciplinary
threats of the market for corporate control. This agency argument is already explained
in Section 4.2. Second, some of these amendments can be used to protect target share-
holders against dilution strategies of future raiders. As argued in Section 4.3.3, raiders
could decide for such discriminating devices in order to circumvent the free-rider prob-
lem; a typical example is the two-tier tender offer. The adoption of a supermajority
and/or fair-price amendment can now be interpreted as a defensive reaction of a poten-
tial target against these devices. The supermajority rule implies that fewer shareholders
can be discriminated in the second tier of an offer, whereas the fair-price amendment
requires at least an equal bid price for any remaining minority shareholders if R decides
for a so-called clean-up (second tier) offer.54 This second role would explain why most
shareholders generally approve the adoption of anti-takeover amendments. Regarding
the first potential role, the reason for such approval is less clear. However, Harris (1990)

54Since the fair-price amendment suffices to guarantee protection of minority shareholders, a super-
majority rule should be treated with care. Its adoption might also involve arguments that decrease

shareholder value. See, for more details, Section 4.4.3.
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explains rather strikingly that it may be in the interests of target, shareholders to provide
M with some entrenc·hing opportunities after all.

Her idea is that anti-takeover amendments could turn out to be ef[ective for target
shareholders if their main consequence is an increase in M's bargaining power when
confronted with a (future) takeover bid. More precisely, Harris assumes that a potential
raider R has to bargain with one of the target's participants regarding the distribution of
the total synergy gains.  If the bargaining party for the target is one of its shareholders. he
will only care about the consequences for the value of his shareholding. The incumbent

manager M. however. cares about his private benefits of control too. Hence, he could
be a tougher bargainer. Anti-takeover amendments should now be meant to make M
the bargaining agent representing the target.55 In this way, shareholders are able to use
an agency problem between M and themselves (M's private benefits of control) to their
own advantage.

The crucial ingredients are as follows. The total synergy gains, 1/R - VM, available
after a takeover. are supposed to be unique in the sense that they can only be earned
by the specific combination of target and bidder (firm).  If the attempt succeeds, the
target will be run by R. whereas M willlose his job.  M is assumed to derive BM private
benefits of control from leading the target: these benefits are at stake in a takeover.  The
takeover attempt will be friendly: R will try to negotiate a fair distribution of the total
synergy gains among herself and the target. Finally. M owns an equity stake aM in his
own firm. Assuming Nash (1950) bargaining over the total gains VR - KM.56 the result
from bargaining between M and R is such that

 (1- S)(V/1 - 1/M)] . [80.w(VR - 1/w)- BM], (4.21)

is maximized with respect to b. where 6 refers to the fraction of the total gains allocated
to the target. Since BM > 0, we now have that 6' > 1/2; if R would have bargained
with a "normal" target shareholder, the result would have been worse for the target. i.e.,
6' = 1/2 would have been the (standard) outcome then. 57

Another role for anti-takeover measures might be to generate extra information for
the target shareholders. If this new information is beneficial, adoption of such measures
could be valuable, although the direct adoption effect is negative. Hence, the indirect,

55 Since fair-price amendments and supermajority provisions are mainly meant to unify target share-
holders, the best candidate for this purpose would be classified board schemes. Since most boards of
directors are dominated by the incumbent manager or his allies, it is more likely that the board will
agree to a takeover price if M has accepted it too.

56 Note that other bargaining principles will lead to similar results, although the exact division of
VR-VM will differ. The general ideas do however remain.

57More precisely, 6' = 1/2+ BM/[2aM(VR - VM)1: hence, aM should not to be too large compared to
BM.  Moreover, 6'  has to be smaller than 1, otherwise R would not want to close the deal. That leads

tooM(VR-VM) 2 BM. IfaM is smaller than this lower bound. a golden parachute is a good solution,
since a larger value for aM has a negative effect on 6*
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informational, effect has to outweigh the direct effect. It depends upon the specific infor-
mation structure how this will work. There are two possibilities: (i) target shareholders
could use adoption of these measures to extract more information regarding R's abilities
to run the target firm. or (ii) target shareholders consider adoption as a credible signal
of undervalued target shares.

Sarig and Talmor (1991) discuss the first possibility. Their analysis centers around the
use of supermajority voting rules. The crucial assumption in their model is that target
shareholders need to know the abilities of the manager in charge to make the correct
investment decisions. While the shareholders are totally familiar with M's character,
they are uncertain about R's abilities. The trade-off now focuses on the choice for the
somewhat less capable, though well-known, M as manager or the better, though less
known, candidate R. To balance the fact that R will always have a disadvantage, since
she is less known, it easily follows that target shareholders will only allow those takeovers
in which R is far better than M. This argument, hence, supports those anti-takeover
amendments that favor M slightly over R; however, if R is far better than M, the
amendments should not obstruct R's takeover attempt. 58

The second possibility is based upon asymmetric information between target share-
holders and M regarding the exact value of the target shares. If the shares are under-
valued, due to the lack of precise information of stockmarket participants, M has an
incentive to adopt anti-takeover measures in order to signal this undervaluation. The
idea is that M would like his shareholders to get their full value in a potential (future)
takeover attempt. To make the signal credible, adoption should have a discriminatory ef-
fect too; the decrease in the probability of a takeover after adoption of most anti-takeover
amendments takes care of this aspect. This idea is worked out in Chapter 5.

A crucial difference between these two information generating roles for ex-ante
takeover defenses is their implication for the time period during which the defense should
be used. The first role implies that the measure should be a permanent defense, as target
shareholders will always be less familiar with R's type, whereas the second role makes a
case for more temporary use, since the undervaluation might disappear after a while.

4.4.3 Dual-class recapitalizations
Corporate governance rules determine how investors can influence M's behavior. As far
as shareholders are concerned, two rules give them the opportunity to set the easiness
with which M can be replaced through a takeover.59 First, the distribution of voting

58A weak element in Sarig and Talmor's analysis is their assumption that the current shareholders
will still be important for investment decisions after the takeover. In addition, it remains to be seen
how anti-takeover amendments exclusively block slightly better raiders.

"We will only discuss corporate governance rules related to equity here. However, of similar interest
is the corporate governance discussion regarding debt-like instruments. For some recent contributions
covering all types of corporate governance, see, for example, Harris and Raviv (1989), Aghion and Bolton
(1992), Berg18f and Von Thadden (1994), and Dewatripont and Tirole (1994). In Chapter 6 we will
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rights over the firm's shareholders determines which shareholders are crucial, in the sense

that their willingness to sell votes to a potential raider will be of large importance. For
example, if M owns a huge number of votes himself, it will be difficult to replace him
through a takeover. At the same, the joint distribution of voting rights and cash flow
rights is crucial too. It determines how much contenders for control (e.g., M and R) have
to pay to acquire votes. A clarifying example is the extreme situation of two types of
shares, one with only voting rights and the other with purely cash flow rights, the votes

are now relatively easy to acquire, since buyers not to pay for connected cash flow claims.

Second, the so-called majority rule determines how many votes an outside contender has
to acquire to obtain full control over the firm. A standard example is the simple majority
rule; it sets this number at 50 % of the total number of votes plus one. Supermajority
rules set this bound strictly larger.w The influence of majority rules is straightforward;
the higher the required majority is set, the more difficult it is for the outside contender
to successfully replace the incumbent.

Before discussing the general ideas. regarding the roles of voting structure and major-
ity rule, it is useful to make two remarks. First, although it might seem straightforward,
it is important to notice what the most important reason is why voting rights are as-
signed to shareholders. The answer is that it gives them the ultimate form of control
over the incumbent manager to which they have delegated daily control over the firm.
Since this delegation may create agency problems, as seen earlier. the distribution of
voting rights is important, especially in case share ownership is widely dispersed. Al-
though performance-based compensation schemes could be of help in dealing with those
problems, they are not always optimal for a variety of reasons. Hence, voting rights are
an extra device. bringing in the disciplinary force of a takeover threat. Second, the next
analysis is more general than the title of the section suggests. We will consider the broad
issue which type of security-voting structure is optimal for equity-type instruments, that
is, how many different types of shares are optimal, where optimality is defined with
respect to the total value of all outstanding share types.61 Within this framework, dual-
class recapitalizations are just one way to change an existing voting structure. Other
types of changes are possible too: important is what the ultimate consequences of such
changes are. Hopefully, those will have become clear after the following analysis.

The optimal security-voting structure is of course dependent upon the ownership
structure of the firm. In a set-up of atomistic shareholders, no single shareholder has
the incentive to monitor M. Hence, the link to the market for corporate control is very

shortly discuss some of their general elements, although our main focus there again is the equity side.
60 Hence, the next analysis is also related to supermajority amendments as takeover barriers. Since

majority rules are closely related to the topic of different share types, we analyze them here too.
61 Note that a share  type is determined  by its relative amount  of cash flow versus voting rights per

share. For example, with only one type of share outstanding, this relative amount has to be 1; i.e., the
one share-one vote structure. However, two different share types will have two different relative amounts
of cash flow versus voting rights.
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important now. Grossman and Hart (1988) consider this set-up in their evaluation of
corporate governance rules. Although Harris and Raviv (1988b) opt for a somewhat
different ownership structure, the main results of both studies are similar.62 Hence, in
what follows, we will mainly focus on Grossman and Hart.

The private benefits of the contenders for control play an important role in the analysis
of corporate governance rules. The idea is that these benefits determine the severeness
of the agency problem between the manager in charge and the shareholders. Considering
only two contenders for control, M and R, these benefits are defined as BM and BR,
respectively. Examples of such benefits are: perquisites of control, synergy benefits

(for R), dilution opportunities (for R), and the possible diversion of resources from
the shareholders to subsidiaries of the manager in charge. Furthermore, contender j
tj  = M,R) will operate the firm in such a way that 4 security benefits are generated;
that is, this is the total value of to be distributed (future) cash flows.

The crucial elements of the analysis are now as follows.  It is assumed that an en-
trepreneur wishes to take his firm public, without the intent to keep a single stake. As a
result, he will write that corporate charter maximizing his proceeds when issuing secu-
rities. Two important elements in that charter are the security voting structure and the
majority rule. This set-up implies that only shareholder value is important; any private
benefits, for example, those of the manager in charge, are considered irrelevant.63 Next,
for simplicity, assume that only two classes of shares, A and B, are possible.64 Shares
of type A have superior voting rights; that is, vA 2 1/2 2 VB, where v, (i = A, B) refers
to the fraction of the total number of outstanding votes attached to all type i shares. 65

In addition, type i shares have a fractional claim s, on all (future) cash flows; again,

SA + SB = 1. Finally, the fraction K of the total number of outstanding votes is required
to obtain effective control  over the target.66

The main idea is that the optimal corporate charter has to be such that a future
raider R will have maximal chances of winning a takeover contest with M if her security

62Two crucial assumptions Grossman and Hart (1988) are the atomistic ownership structure and the
impossibility to trade votes separately from their corresponding cash flow claims. Hence, a contender can
not solely bid for the vote part of a share. Harris and Raviv (1988b) use somewhat other assumptions.
They do allow votes to be traded separately and assume another ownership structure, in which all
shareholders do realize that their votes might be pivotal. Hence, they will not always tender their votes
to the highest bidder, since a win by this bidder may lead to inferior security benefits, as might be
feared in Grossman and Hart. So, the main results are still very sinlilar. Gromb (1993) derives other
results, using the fact that shareholders are never atomistically small.

630ther results will naturally follow  in a different set-up; for example, Aghion and Bolton   ( 1992)
assume that the manager's preferences are significant too.  If so, it may be efficient to hand some control
rights to him. Good examples of such firms are family-run companies.  See also Chapter 6.

64All results remain valid under a more general setting.
65 So, VA + UB = 1.
66Note that x < 1/2 might seem somewhat striking, however, for issues of generality we will not

restrict K initially.  But, K < 1/2 does have one disturbing implication in case of more than one outside
raider is competing: it could imply more than one winner.
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benefits are larger than M's and minimal chances of takeover success in the opposite
case. The reason is straightforward: this type of charter will maximize total shareholder
value.  However,  the entrepreneur does  not know  which  values  (V, 81),  with j = M,R,
will prevail in the future, hence, he will choose that specific charter maximizing his

issuing proceeds while averaging over all to be expected future values of (Vj, Bj). It is

assumed, though, that, at the time a control contest arises, the variables (VM, BM) and
(VR,  BR) are common knowledge. If R now decides that a profitable takeover attempt
is possible, she has to come up with a tender offer. Since all information is public, she
will only announce an offer that surely succeeds. If an offer is not profitable, she will do
nothing; M remains in control.67

Suppose first that only unconditional (any-and-all) offers are allowed. The winner of
the control contest can now only gain on his or her private benefits; the security benefits
are totally allocated to the firm's shareholders. The reason is the assumed atomistic
ownership structure.   R can never offer  less  than s, max{VM, 1/R}  for the  type i shares,
since otherwise the shareholders will hold out.68 As a result, the entrepreneur will make
the corporate charter such that: (i) the winning contender has to pay max{VM, VR} for
both classes of shares, and (ii) a large amount of the winning contender's private benefits
can be extracted too and reallocated to the shareholders.69

Regarding the first condition, it is easy to see that it is optimal to let both contenders

compete over as many cash flow claims as possible, that is do not give any contender
the possibility to acquire cheap votes (a cheap vote has s,/v, < 1). The idea is that each
contender, while looking for votes, now has to acquire the attached cash flow benefits
too, maximizing shareholder value. At the same time, the first condition implies that
it is optimal to treat both contenders symmetrically, that is, set K = 1/2. If not, one
contender has a relative advantage, making the winner of the contest more dependent
upon the relative amounts of private benefits. The second condition is crucially depen-
dent upon the potential of heavy competition between M and R over pure votes (that
is, shares without any dividend rights or a share type with s, = 0). An amount equal
to  min{ BM, B }  can  now be extracted. Hence, the ideal corporate charter leads  to  an

amount max{ 1/M, 1/'R  tmin{BM, BR}for the shareholders. However, a typical corporate
charter will not always lead to this amount, since (i) both conditions can be conflicting,
and  (ii) the final amount is dependent  upon the future realization  of  (1/j, B,)  for  both
j = M,R.

If min{BM, BR} = 0,70 this maximal amount can be reached though. The idea is

67Note that a real counter-offer by M will never occur, however, its mere possibility is relevant for
R's decision to bid.

68This consequences makes a restricted offer sometimes attractive. More details about this offer type
will follow shortly.

69The first condition is called the allocative role and the second one the surplus-extraction role of the
corporate charter.

 That is, at least one of both values equals 0.
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simple.  If the contender with the larger security benefits is also the one with the positive

private benefits, each voting structure and majority rule will do. The atomistic ownership
structure already guarantees  max{VM, VR}  and the other contender  can not intervene
by using his or her private benefits. Therefore, the other situation is more interesting.
Suppose VM = 50,1/R = 100, BM = 25. BR = 0. SA = 0.4, vA = 0.6 and K = 0.5.  M
could now use his 25 to compete with R; that is, he can buy type A shares for a price of
45 (being, sAVM + BM), which can not be topped by R, who can pay at most sA 1''R = 40.

Hence, this voting structure is not optimal.71 The problem is that shares A are relatively

cheap (SAIVA = 2/3 versus SB UB 3/2). A choice for sA 20.5 would give the optimal

result. In general, this situation leads to an optimal outcome if the one share-one vote
rule is chosen, i.e., issue just one class of shares sA = vA = 1. The majority rule is
irrelevant now. 72

The next two examples show the potential problems of the one share-one vote struc-
ture if min{BM,BR} > 0. First, suppose that VM = 50, 1/R = 100, BM = 25, BR = 50,
and K = 0.5. The one share-one vote structure now leads to a shareholder value of 100
and R as winner of the contest. However, this structure is unable to extract any private
benefits of the winning contender. A better alternative now is the voting structure with
the two extreme securities vA = 1 and 313 - 1. The atomistic ownership structure now
guarantees a payoff 100, while the competition for the pure votes leads R to pay 25
for them; otherwise, M would defeat her offer. Hence, the maximal amount of 125 can
now be reached. Second, suppose that VM = 50,1/R =  100, BM = 20, BR =  10, and
x = 0.5. Again, the one share-one vote structure only delivers 100; however, the pure
vote structure is now even worse, leading to 60. The two earlier mentioned conditions
are clearly conflicting here: (i) the allocative role, best served by the one share-one vote

structure, fails to extract any part of Bj, and (ii) the surplus-extraction role, best served
by the pure votes set-up, fails to lead to an outcome in which the contender with the
maximum security benefits wins.   In this case, the mixture sA  = 0.8, vA  =  0.5 is op-
timal; M now forces R to pay at least 150 for type B shares, since he will buy them
(and block R's attempt) for this price otherwise.73 Total shareholder value will now be
0.8 · 100 + 0.2 · 150 = 110, that is, maximal. The idea is that the surplus-extraction role
now asks for relatively cheap votes, though not too cheap.

Summarizing, if the probability of future takeover contests with both BM and BR
positive is very small, the one share-one vote rule is a very good choice for the en-
trepreneur. However, if not, this voting structure could fail to lead to the extra amount

of min{B f, B. } in some future contests. Hence, the relative amounts of max{ 1 M' UR 
and min{BM, BR} become important.  If the latter is relatively small, the one share-one
vote structure is still a very good solution. Otherwise, it could be worthwhile to con-
sider alternative structures, such as the pure votes structure or a mixture of the two.

71Total shareholder value would now be: 40 + SBVM = 75 <  100.
72Note, however, that other combinations of voting structure and majority rule are also optimal.
73M can offer at most PB for type B with SB PB - VM')= BM.
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In the last case, dual-class type shares will be optimal. Note, though, that a manage-
ment sponsored change in the existing charter, aiming for a dual-class structure, where a
small group (especially insiders) will own the superior voting shares, is a totally different
story. Since such changes are very likely to entrench M, they have to be regarded with
considerable suspicion.

Finally, a short remark regarding the optimal majority rule. As seen before, this rule
is not important if min{BM, BR}  = 0; otherwise, the best solution is to set K =  1/2.
This would treat both contenders for control symmetrically. In addition, K is relevant
in case restricted offers are allowed. The idea is that the contender with the smaller
security benefits can better compete using his or her larger Bj now. Since restricted
offers allow this contender to acquire exactly enough votes, the resulting loss on security
benefits can be minimized. As such, he or she will buy either exactly A o r l-K o f the
outstanding shares in the cheapest way. To prevent him or her from winning too cheaply,
the optimal choice is again K = 1/2.

4.4.4 Ex-ante changes in capital and asset structure
Concerning the potential defensive roles of the target capital structure, an important
idea is that debt securities have no voting rights, whereas shares do.74 As a result, debt
and equity play a different role in takeover contests. R has to acquire a majority of
the outstanding votes to win the contest. Debt can now be used to influence the total
number of outstanding votes. For example, a debt financed share repurchase decreases
the total number of votes.  So, the relative amounts of equity and debt, where we
generally consider only one share type and either risky or riskless debt, can play a role
in the takeover process.75 Closely related to this idea of voting rights is the role of the
fraction of target shares as owned by M. Since M needs only a fraction 1-K o f the total
votes to obstruct a takeover attempt, he could use a debt-for-equity exchange to enhance
his defensive force. That is, if he does not participate in the exchange, his relative voting
power will improve. These two issues combined lead to the first defensive role of ex-ante
changes in the target capital structure: it could make a takeover attempt more difiicult
or even impossible.

The crucial elements of this defensive role are as follows.  The idea is clearly formalized
by Harris and Raviv (1988a). They show that the target capital structure can influence
the outcome of a (future) takeover contest.76 By increasing the amount of outstanding

74We will mostly consider the target firm to be in normal business conditions, that is, a (future)
bankruptcy is not very likely.  lf so, the control rights, attached to debt, become crucial too. However,
in most takeovers,  R  is only interested  in the votes attached to shares,

75We assume the issued security types to be exogenous, in contrast with the former section where
equity types were derived endogenously.

76In fact, they also suggest that the capital structure could be used to determine the takeover method,
distinguishing three methods: (i) an unsuccessful takeover attempt, (ii) a successful attempt, and (iii)
a proxy contest. However, this influence is not relevant for our purposes here.
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debt, while at the same time repurchasing equity of target shareholders, M is able to
decrease the total number of votes.  If he desires to remain in control over the target
firm, he will refuse to sell any of his shares in the repurchase. In theory, he is now able
to repurchase as many shares as needed to give him effective blocking power regarding
any future takeover attempt. However, issuing more debt has disadvantages too: (i) it
decreases the probability of a takeover premium as could be paid for his stake aM and
(ii) it increases the probability of bankruptcy, potentially causing M to lose his private
benefits of control. M's trade-off when faced with a potential takeover attempt is thus:
either choose not to increase debt and allow the superior R to acquire the firm or opt
for that amount of debt that blocks the attempt.77

There are only two contenders in the contest, M and R; a win by either one of them
leads to a target value 1/M or 1/R, respectively, with 1/M < 1/R. Initially the target firm
is totally financed with equity, since M will not issue any debt if there is no need to,
and M owns a fraction aM of the shares; the value of the target is now VM. His private
benefits of control are defined as BMiD), where D refers to the amount of outstanding
debt. By assumption, B f is decreasing in D and BM(D) 2 0, VD 2 0. M has now the
following choice: (i) issue no debt, set D = 0, and let R acquire the firm, or (ii) issue

that amount of debt, Dm.., such that the subsequent repurchase enables him to end up
owning 50 % of all outstanding votes.78 In terms of M's final payoff, he will choose for

(ii) iff

aMVM + BM(Dmn) 2 aMVR (4.22)

That is, the potential gain on his shares after a successful takeover is too small to cover
his private benefits of control. The other target shareholders will not prefer this outcome,

though. Therefore, they might decide to grant M a golden parachute if he decides to
surrender and to forego the defensive share repurchase.  Note that the maximum payment
the other shareholders are willing to make equals (1 - aM)(1/R - 1/M)

A second defensive role for the target capital structure is based upon the possibility
of heterogeneity among target shareholders. If the supply curve of target shares is suffi-
ciently upward sloping as a consequence of this heterogeneity, a debt-for-equity change
will be defensive even if aM = 0. As Bagwell (1991) shows, the underlying reason is
straightforward. After the repurchase only those target shareholders will remain that
are less willing to sell their shares, that is, they have on average a higher reservation
value per share than all original shareholders had. A potential takeover attempt will now

77Note that M is in fact deciding upon the specifics of a share repurchase, since the proceeds of debt
issue are used to repurchase equity. In addition, R has to be superior in the sense that she is willing to
pay a premium over the prevailing target share price.

78A simple majority rule is assumed. Straightforward calculations show that Dmax E (1 - 2aM) VM.
Note that M has a first-mover advantage here in the sense that R can not acquire any target shares
before the repurchase has taken place.
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become more expensive and, hence, less likely.79 The important question is whether tar-

get shareholders can be heterogeneous. According to Bagwell, this might be the case, as

a potential reason for individual shareholder differences regarding the reservation value

per share, she comes up with the capital gains taxation. Since the capital gains tax, to
be paid when shares are sold, is based upon the difference between sale price and initial
purchase price, it can be expected that these amounts differ per individual shareholder.

Stulz (1988) comes up with a nice idea regarding the optimal managerial equity stake

aM asa consequence of shareholder heterogeneity. He combines the fact that M is not
really willing to tender any of his shares to R. aiming to protect his private benefits,

with the previous heterogeneity argument. The reason why this leads to an optimal aM

is as follows. Assuming that M will not tender any share no matter what bid price P,

we know that R has to acquire 50 % of the votes from the remaining target shareholders.

So, a larger value for aM implies that a larger fraction of these remaining shareholders

have to sell their shares to R to make the bid successful. Hence, heterogeneity now leads

to a higher bid price P. However, assuming constant synergy gains, this higher bid price

implies a lower probability of a takeover attempt. Combining these two effects, it easily

follows that the optimal aM maximizes their product, the expected takeover premium.

Hence, shareholder value can be increased if the initial managerial stake is too low

or too high.80 If the optimal aM turns out to be larger than its current value, the
shareholders have to find a way to increase it. Possibilities are (i) the before mentioned

debt-for-equity exchange, (ii) a share repurchase financed with internal funds, (iii) a
supermajority rule, (iv) issue superior voting shares exclusively to M, or (v) enable R

to vote on shares not owned by him (e.g., through ESOPs or pension funds). Finally,

note a crucial difference with the previous analysis of Harris and Raviv (1988a): the
shareholders are now assumed to decide whether to engage in a repurchase, where M is
in Harris and Raviv.

A third defensive role of capital structure is based on the previously mentioned voting
rights argument and the fact that an extra dollar of risky debt is worth more the better
the manager in charge is. The idea for this role is suggested by Israel (1991, 1992).
He assumes that R is better able to manage the target than M; more specifically, the
aniount of future cash flows when R would control the target stochastically dominates

the amount of future cash flows M could generate.81  As a result, the expected cash flows

will rise after a takeover. Furthermore, R herself has no debt outstanding, implying that
a takeover would make risky target debt less risky and, hence, more valuable. Since R

79 Note that the upward sloping supply curve effect has to be sufficiently strong in order to reach this

outcome, since the repurchase has positive effects for R too. First, R has to buy a smaller number of
shares in her takeover attempt, since less votes will be outstanding, and, second, the total equity value

will be lower due to the debt issue.
80Note the difTerence with the idea in Morck, Shieifer, and Vishny (1988b) They hypothesize an

optimal aM too, but their argument to increase aM concerns its incentive effect
81 First-order dominance is assumed.
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is not interested in acquiring risky target debt, she only cares about votes, this value
increase will remain in the hands of the target's debtholders. The total synergy gains

(that is, the increase in expected cash flows), which are independent of the amount of
target debt, will be divided between R and the target (both its share- and debtholders).
As the value increase for the risky debtholders is increasing in the amount of outstanding
debt, this implies that a higher amount of risky target debt leaves a smaller fraction of
the total synergies for R and the target shareholders. Assuming that the last two parties
share their gains in a prespecified way, a larger amount of risky target debt allows the
whole target firm to appropriate a larger part of the total gains. The idea is that the
target debtholders capture 100 % of the resulting value increase, while the loss for the
non-debtholders is shared by R and the target. Hence, more risky debt makes the target
firm better off after a takeover.

However, similar to the idea in Stulz (1988), a smaller potential gain for R implies a
lower probability that she will announce a takeover attempt. Hence, the optimal amount
of risky target debt results from the trade-off between a larger part of total takeover gains
and a lower takeover probability. Assuming that debt markets are competitive, target
shareholders are able to cash in any expected value increases when issuing risky debt.
This means that the larger appropriation of synergy gains, after increasing the amount
of risky debt, fully benefits the target shareholders. So, target shareholders choose that
amount of risky debt that maximizes their expected takeover premium.

The crucial details of this role for risky debt are as follows. The target firm will
produce a stochastic cash flow, to be paid out to its securityholders. The distribution of
this cash flow depends upon the ability of the manager in charge. In general, CF, is the
(future) target cash flow, where i refers to the ability of the manager in control.  If j  > i,
CFj stochastically dominates CF, in the first order. Standardizing the ability i to values
between  0  and  1,  it is assumed  that M's ability equals 0, while R's ability f follows  a
uniform distribution over [0,1]. Hence, there is always a chance of a synergistic takeover.
Total firm value is now equal to the expected cash flow; that is, we have 14, = E{CFo}
and VR = E{CFf}·

The amount of risky target debt is defined as F. Knowing that its market value
D(F, i) is dependent upon the ability i of the target manager in control, we have that

D(F, i) E Pr{CF, 2 F}F + Pr{CF, < F}E{CF,ICF, < F}. (4.23)

Next, the value increase of risky target debt after a takeover by a raider R with ability r
is equal to AD(F, r) E D(F, r) - D(F, 0).  It is easily seen that this rise is increasing in
F, realizing that R's cash flow dominates M's. Since debtholders have a higher priority
than shareholders, the remainder of the target's cash flow determines the market value
of target's equity. More precisely, the market value of target shares equals  E(F, i)  E
E{CF,}  -  D(F, i). The total synergy gains,  1/R  -  1/M,  will be distributed over target
debtholders, target shareholders, and R, after R's ability has become known. This
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division will be as follows

1/R- VM = E(F, r) - E(F, 0)+ D(F, r) - D(F, 0), (4.24)

where the first two parts belong to R and the target shareholders, while the last two
exclusively benefit target debtholders. At this point, we can already see that a larger
value  for F leaves a smaller   part  of the synergy   pie  for   R  and the target shareholders.
They divide their part in a prespecified way, such that the bid price offered for 100 % of
the target's equity equals

P(F,r) a (1 - 6)(E(F, r) - E(F, 0) - C), (4.25)

where C refers to the takeover costs for R. The idea is that both parties distribute
their synergy part after deducting C first. The parameter 8(0<6<1) refers to the
bargaining power of R.82 As a result, the target firm fully appropriates the increase
AD(F, r) if F is set larger, while the loss, the decrease AE(F, r) E E(F, r) - Elf, 0), is

only felt partly. Hence, larger values for F benefit the target in as far as the division of
synergies concerned.

Since R receives the remainder, being  AE(F, r) - P(F, r).  we can derive  that  the
ex-ante probability of a takeover is

ir(F) E Pr{E(F.f) - E(F, 0) -C k 0}, (4.26)

which is decreasing in F. The trade-off is now complete. Assuming that target share-
holders capture any potential future benefits of the debtholders, the expected takeover

premium equals

x(F)E{P(F, i:) + AD(F, f)IE(F, f) 2 E(F, 0) -C}. (4.27)

Finally, note a crucial difference between this analysis and Harris and Raviv (1988a) and
Stulz (1988) on the other hand. Israel does not assume an agency problem between M
and his shareholders. Hence, there  is  no  role  for  aM · However, Israel (1992) manages
to include an extra role for the managerial equity stake without introducing this agency
problem. The idea is that risky target debt can again be used to appropriate any cash
flow improvements after a takeover, but aM can be useful to extract R's private benefits
of control. Setting aM and F such that aM 2 1-K gives M a crucial role in the takeover
process. Hence, he is able to extract R's private benefits.83

A fourth and final defensive role of ex-ante changes in the target capital structure
is based on the incentive effect of debt.  The idea goes back to Grossman and Hart

82In assuming this mechanism to arrive a the tender price P, the specifics regarding the tender offer
are circumvented.

83Interestingly, these two variables,  F and OM, imply a subtle difference between target debt and  M's
personal debt. The latter is needed if M's initial wealth falls short of being able to acquire aM.
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(1982) who suggested that an incumbent manager would issue debt in an attempt to
convince his shareholders that he would not waste their money. The underlying reason

is simple. In a world in which shareholders can not monitor M's behavior, it is good
to have disciplinary threats forcing M to invest in profitable projects. If not, a wealth
constrained entrepreneur can never attract equity to finance his projects, hence, good
opportunities may be lost. One possible threat comes from debt: M's failure to fulfil
debt obligations will lead to bankruptcy and M losing (part of) his private benefits of
control. Hence, if M issues debt, he is able to attract equity too and the investment
level can increase.84 Note that this argument is closely related to Jensen's (1986) free
cash flow-theory, although Jensen does not explain the existence of equity. His idea is
that M has a tendency to spend free cash flow to invest in certain projects, whereas,
by definition, its payout to shareholders will maximize shareholder value. Debt can now
prevent this overinvestment behavior. 85

Sinha (1991) uses this bonding role of debt to explain that a debt issue by the target
firm will decrease its chances of becoming target in a disciplinary takeover attempt.
The moment M fears such an attempt can be expected shortly, he has an incentive

to issue (more) debt in order to convince his shareholders that he will improve his
investment strategy. Since the bankruptcy threat makes this signal credible, the value
of the target firm will rise after the issue and chances for a disciplinary takeover will
decrease. Note, though, that M has to spend the proceeds of the debt issue immediately;
he is assumed to use them for a share repurchase. M's trade-off when determining the
optimal amount of debt now boils down to balancing the threat of a takeover versus the
threat of bankruptcy. 86

Finally, we will consider a potential defensive role for ex-ante changes in the target's
asset structure. Its idea is that M could try to make his firm more dependent upon
his presence, as worked out in Shleifer and Vishny (1989). By investing in so-called
management-specific assets,  it will become more costly  for the target  firm to replace

him, since other managers are not able to utilize these assets as well as M. As a result,
these entrenching assets could hurt shareholders if they allow M to fulfil some personal
goals at the expense of his shareholders, such as extracting a higher salary or making
room for discretionary expenses. The crucial element is that these management-specific
assets are assumed to be irreversible: that is, an alternative manager, for example R
after a takeover, is unable cut back their levels. Note that the threat of a disciplinary

84 Note that equity will only play a role if there are uncertainties involved in the investment function.
In addition, although debt leads to more investments (without  debt no investments would be possible),
its level will still be below optimal.

85stulz (1990) combines the arguments of both Grossman and Hart (1982) and Jensen (1986) to arrive
at a role for both equity and debt. His idea is that debt is needed to prevent overinvestment, while
equity might be necessary to prevent underinvestment.

86An important difference with Grossman and Hart (1982) is that debt had a resource effect in addition
to its incentive effect in the latter. Sinha assumes no such resource effect; M is supposed to be endowed
with some initial wealth to finance his project, any issue proceeds will be paid out immediately.
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takeover can not prevent such behavior, on the contrary, it will even induce these specific
investments.  The best candidate to discipline M seems to be the board of directors
here, since it has to approve initial investment plans. However, it will be difficult for
directors to disapprove investment proposals within an area in which M is the leading
expert, especially when one considers the fact that (outside) directors can be relatively
unfamiliar with the firm's main business.

Summarizing, the argument is that M prefers to overinvest in certain assets to make
his firm more dependent upon his presence. Note that where, for example. Baumol

(1959) and Marris (1964) suggest a general managerial preference for overinvestment

( M prefers growth over value), this idea explains a specific type of growth.87

4.5 Active ex-post takeover barriers

4.5.1 Introduction
The common element of all these defenses is their use in reaction to a specific takeover

attempt. Hence, the characteristics of the involved bidder and her possible competitors or
successors become an important element in the analysis of ex-post defenses. In addition,
ex-post defenses can be exclusively directed to one bidder without affecting others and
their consequences may depend upon the specific bidder. As we will see shortly, this
common element of ex-post takeover defenses is crucial in determining their potential
defensive roles.88

First, litigation is a technique to delay the announced plans of a bidder. It uses the
plans to argue their desirability.   In  the end, it might  even  lead  to the withdrawal  of
this bidder. Second, changes in the capital structure of the target, after a bidder has
shown up, can be used to block the takeover attempt by announcing a share repurchase
for a price equal to the bidder's offer. Third, changes in the target's asset structure
could make the deal less attractive for a specific bidder. Since each bidder may have
her own reasons for a takeover, these changes, such as so-called crown jewel sales, will

87Hence, it could even explain some firms' acquisition strategies, M is supposed to be willing to
expand in those lines of business in which he excels. At the same time, though, if M is underperforming
his colleague firms in the same industry, he would like to diversify into those areas where his comparable
advantages are. Such diversifying acquisitions could be shareholder wealth decreasing. See Chapter 3
for more details.

88Note that we will not discuss several ideas concerning competition among bidders, although they
are closely related. For example, the role of bids in signaling bidders' private benefits from a takeover
(as  opposed to signals of benefits common  to all bidders), the explanation  of the often large jumps
in bid prices during a bidding contest (potentially caused by investigation costs of bidders and/or the
bid revision costs),   and  the  role  of the chosen means of payment (cash, equity, and/or   debt)  are  all
very relevant in the takeover process, but behind the scope of this thesis. For more details, see Hansen

(1987), Fishman (1988, 1989), Berkovitch and Narayanan (1990), Eckbo, Giammarino, and Heinket
(1990), Hirshleifer and Png (1989), Brown and Ryngaert (1991) and, Daniel and Hirshleifer (1995).
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have an impact that differs per bidder type. Furthermore, they introduce the possibility
of another bidder, M himself, in the sense that he could try to preempt the bidder's
plans by installing (some of) the announced changes himself. Fourth, the payment of

greenmail when repurchasing shares from one shareholder, who is a (potential) bidder,
mostly at a substantial premium over the prevailing market price per share, is meant
to eliminate any kind of offensive behavior on the part of this shareholder. Quite often,
this exclusive repurchase is combined with the agreement that the involved shareholder
will remain passive during a certain period of time (a so-called standstill agreement).

Just as in the previous section, we will explain the crucial elements of each potential
defensive role and explain its economic intuition. Once again, the overview of ideas is

not exhaustive, but merely meant to discuss the current state of the art.

4.5.2 Litigation
Litigation can take many forms. Although most of them are meant to delay R's takeover
attempt, some can defeat an outstanding offer too. Typical examples are anti-trust
lawsuits, which, when awarded, preclude any future takeover attempts from the same
bidder. So, we will distinguish two different roles of litigation: (i) to eliminate the
(first) bidder, and (ii) to delay the announced takeover attempt. The underlying reasons

for the first role are as follows. First, M might care too much about his own private
benefits of control instead of his shareholders' wealth. Second, the offered bid price can
be inadequate, in the sense that it is too low compared to the true underlying value of
the target firm. Third, M may know that subsequent takeovers bids are forthcoming.
An important issue now is whether these bids will be higher than the first offer. The
most important reason for the second role is to initiate a bidding contest (a so-called
auction for the target firm), by allowing other bidders to enter the scene. Sometimes,
these other bidders are invited by the target firm; they are referred to as white knights.
The target's benefits from a bidding contest are straightforward: it will have a positive
effect on the finally successful bid price.

The first role of litigation is analyzed in Baron (1983). His model uses a set-up in
which M can have private benefits of control and, in addition, has superior information
regarding the true underlying value of the target. Furthermore, it is public information
that more takeover bids are forthcoming in the future; however, the precise offer prices
of these future offers are unknown, since all of them are assumed to be independent. The
crucial elements of the model are as follows. First, it is uncertain whether M is enjoying
any private benefits of control.  That is, shareholders can not automatically deduce from
M's resistance to the first offer that he is solely resisting for his own sake. However,
by introducing dynamics in his model, Baron shows that target managers, after having

resisted once, are more likely to be judged as having strictly positive private benefits.
Second, the imperfect information of stockmarket participants regarding the true target
value implies the possibility of undervaluation. As a result, M could resist the first offer
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for being simply too low. Finally, the certainty that future bids will arrive provides
another incentive for M to resist the first offer.

Due to the asymmetric information between M and the shareholders, M's resistance
to the first offer, which is assumed to eliminate the first bidder, is a signal for both
the possibility that he might enjoy private benefits and the underlying target value.

Hence, resistance will imply an updating of shareholders' beliefs. First, the posterior
probability of private benefits for M will increase over its a priori level. Second, the
posterior distribution of underlying target value will shift towards the upper tail of the a
priori distribution. Note that the second bidder will use this more detailed information
when deciding upon her offer price.

The final outcome is best described in terms of the evolution of the target's share
price. Assuming only two time-periods, i.e., only two offers are made, this share price
will develop as follows. First, it will go up after the first bid Pi is announced. However,
it will remain somewhat below Pl, since shareholders realize  that  the bid might  be
rejected. If M does reject the first bid. the share price will go down, although not as
far back as its initial level. The underlying reason is that the signaling effect regarding
the likelihood that M enjoys private benefits outweighs both the expectation of a future
offer and the updating of underlying target value, where the last effect prevents the share
price to fall back to its initial level. As such, the model explains the empirical evidence
in Bradley, Desai, and Kim (1983), who find that targets of unsuccessful tender offers
have different share price developments after the first offer's failure, depending on the
market's expectation regarding their acceptance of future offers.

To incorporate the idea that future offers can be expected to be related to the first
offer, Giammarino and Heinkel (1986) come up with a somewhat different model. Their
analysis concentrates on the fact that the first offer might be a signal of potential syner-
gies for other bidders. That is, it seems reasonable to argue that information regarding
synergies is asymmetrically distributed, where the first bidder has the superior informa-
tion.    Assuming that these synergies are totally identical  for all bidders (i.e., synergy
benefits are the same for all bidders, nothing is bidder-specific), resistance of the first
offer can be worthwhile to allow other bidders to update their information concerning
synergies and possibly come up with a higher second offer. However, the initially unin-
formed second bidder does not necessarily come up with an offer. since the updating of
target value may not be such that a takeover will be profitable. In addition, the second
offered price has to exceed the first one. Hence, target's resistance of the first offer,
although shareholder value maximizing ex-ante, may turn out to be inefficient ex-post.
The crucial element of the model is that the uninformed second bidder has an advantage
over the first bidder in the sense that she has the final bid opportunity. Like in Baron

(1983), this implies that litigation has to eliminate the first bidder. Since the informed
bidder realizes that the second bidder might come in, she will offer a higher bid price

than otherwise.  So, the possibility of a white knight will pay off for the target firm,
although not necessarily.
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Where both previous analyses discuss litigation as a way to eliminate the initial
bidder, its second role is probably at least as important in practice. The idea is that a
delay of the first bidder's takeover attempt is valuable in order to give other potential
bidders more time and information clearly makes sense. Competition among bidders,
in the form of a bidding contest, has a positive effect on the final bid price. This idea
is analyzed in De and Knez (1994). However, this conclusion is very straightforward.

The role of litigation becomes more interesting when the entrance of a second bidder is
uncertain. De and Knez show that litigation or its mere threat is still value maximizing
in this case. Furthermore, most surprisingly, even if it is known ex-ante that the potential
second bidder is not able to install the same amount of synergies as the first bidder, her
potential entrance after litigation will pay off for the target firm.

The idea is that the potential entrance of a second bidder will influence the initial
negotiations between the first bidder and M. Assuming that a bid price will result from
Rubinstein (1982) bargaining over the amount of synergies, the potential value of the
target firm under the second bidder enforces a lower bound on the bid price to be offered
by the first bidder. That is, if '1/Rl and Vm refer to the target firm value under bidder 1
and bidder 2, respectively, with Vin  < 1/Rl, the bid price of Rl  has to be

Pl E max  Vm, 1,/M + i- 3[Vm - XM   i                            (4.28)

where 6 is Rubinstein's discount factor, measuring the players' attitude towards patience.
If 1/'R2 > VM + 6/(1 + 8)[1/Ri _ VM], the new lower bound is valuable for the target
shareholders.

To conclude, litigation or its mere threat could serve the interests of the target share-
holders  if  it  is  used to delay Rl's attempt  and to invite other bidders,  even if their
entrance is uncertain. Furthermore, the elimination of Rl as a consequence of litigation
can be useful too. However, M's role in the whole process has to be considered with
care. Finally, note that litigation is a typical ex-post defense, as it exclusively applies to
certain bidders only.

4.5.3 Ex-post changes in capital and asset structure
The main distinctions between these takeover defenses and their ex-ante counterparts
are twofold. First, they can be used directly against the now known bidder, where ex-
ante defenses are based upon a certain anticipated general type of bidder. In particular,
ex-post defenses can be discriminatory between several bidders, while ex-ante types can
not. Second, ex-post defenses can make use of the announced actions and/or plans of the
bidder to be more effective. For example, a share repurchase in reaction to a takeover
attempt has to offer a premium over the existing target share price at least as large
as the bidder is willing to. Or M could try to defend against the announced takeover
attempt by selling those assets in which the bidder is particularly interested.
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Concerning ex-post changes in the capital structure, M has the opportunity to engage

in a share repurchase program exclusively directed towards R. This activity is called
greenmail, since the repurchase often involves a large premium over the prevailing share
price, implying that R has successfully blackmailed M and receives a payment in the
famous greenbacks. Due to its specific character. we have devoted a separate section to
this targeted share repurchase type of defense. In what follows in this section, we will
exclusively deal with ex-post changes in the capital structure that apply to all target
shareholders.

Bagnoli, Gordon, and Lipman (1989) discuss a potential defensive role for ex-post
share repurchases. The idea is that M may realize, after the initial offer is made, that
the offer is inadequate compared to the true underlying target firm value, although his
reason to resist the offer is partly based upon private arguments too.89 As a result, he
may decide to react with a share repurchase in an attempt to raise the target share price
above the level as offered  by  R.    To  make this repurchase, a signal for undervaluation,
credible, it is assumed that M holds a strictly positive amount of shares in his firm, i.e.,
OM > 0. If aM = 0 and M's private benefits are strictly positive, a repurchase can never

be credible, since no matter what underlying firm value, each offer will be resisted by
M arguing that it is inadequate. But, if aM > 0, a repurchase is more costly for M if
his firm is overvalued than if it is undervalued. Moreover, the more interesting case is
the one in which target shareholders first have to decide upon the repurchase and next
about R's offer.90

The details of the idea are as follows. To incorporate adequate offers, it is first assumed

that information concerning target value is asymmetric, in the sense that shareholders
do not know the precise values of both VM and VR·  Next, R comes up with an any-
and-all tender offer PR per target share, exceeding the until then prevailing target share
price  E{ Vw}.    R  is  not  able  to  increase  this  bid  at a later stage.    M  can now react
with a repurchase, announcing a restricted offer PM for a fraction A of the target shares.

If so, target shareholders first decide upon tendering any shares to their own firm and
next about selling any remaining shares to R. In this way, R has the advantage that
less shares (and, hence, votes) are needed to acquire control over the target, since any
repurchases shares are directly retired. During the process, target shareholders try to use
the new information  (i.e.,  PR,  PM,  and  A) to update their beliefs regarding underlying

firm  value; the posterior expected target values are referred  to  as  VA  and  KO ·
It is now straightforward to see that a blocking share repurchase has to be such that

V6- 0Pm
PM 2 V f, and VQB E    1-3    2 PR, VB S A, (4.29)

where the first condition follows from the free-rider problem and the second one is needed

89Note that these two arguments also prevailed in Baron (1983).
90In a reversed set-up, the outcome is trivial. M will simply set his repurchase price higher than R's

offer, making R's attempt a failure with certainty.
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to defeat R's offer no matter how many shares are repurchased.91 Since M owns some
target shares, he prefers to set PM as small as possible. Hence, he will set PM = PR,
while at the same time PM = 1/ . It now boils down to the question whether M will
prefer to resist in this way or to simply cash in R's offered takeover premium. His choice
for resistance signals that underlying target firm value should exceed a certain lower
bound, while otherwise he would have decided to do nothing. This lower bound is larger
if M is announcing a repurchase for a larger fraction A.  Hence, M is able to influence

allowing him to set PM = PR = 145.
Concluding, a target share repurchase can be very powerful, it will defeat R's attempt

certainly. However, in a set-up where M is also concerned about shareholder value, this
type of defense will only be used if the target shares are sufficiently undervalued.

There are several defensive roles for ex-post changes in the target's asset structure.
First, these changes could be meant to preempt any plans of R. If these changes are the
main source of R's potential takeover benefits, this kind of preemption benefits target
shareholders. Hence, preemptive asset restructuring could lead to positive target share

price reactions. In addition, it will most likely decrease R's incentives to proceed92

with her takeover attempt. Second, defensive asset restructuring could also be meant
to make the target less attractive for R in the sense that her plans are made more
difficult. For example, M could threaten to sell those assets considered most valuable
for R, or, similarly, he could announce the purchase of assets that make the target less
desirable for the bidder.93 Needless to say that such (threatened) restructurings make
a successful takeover less likely. However, the intriguing question remains whether they
serve the interests of the target shareholders. At first sight, the answer seems to be
negative, since these restructurings deprive target shareholders of a potentially large
takeover premium. Hence, protection of M's own position is suspected as underlying
motive. But, Berkovitch and Khanna (1990) show that the answer can be positive too.

The underlying idea is as follows.  Take the situation in which the first bidder, Rl, has
announced an offer for the target firm. The amount of potential synergies is supposed to
be 14 1 - 1/M· If it is known that no other bidder can beat this value increase, entrance
of competing bidders can not be expected as long as making a bid is costly. 4 Stated
differently,   it is useless to enter a costly contest   i f  you   are   sure   to   lose.     As a result,   a
bid slightly above the prevailing target share price suflices for Rl to acquire the target.
Discriminating asset restructuring can now be useful. It has to be such that other bidders
do have an incentive to enter the contest. More specifically, the target has to decrease

91 Note that the first condition implies  that the second  one is satisfied if valid for  B = A.
92Since most incumbents have a preference for too many assets, this type of restructuring usually

concerns one or more divestitures.
93This last example is closely related to litigation, since such purchases could   lead to anti-trust

lawsuits.
94The same idea remains valid in a set-up with asymmetric information regarding possible synergies

per bidder.
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its attractiveness exclusively for the initial bidder Rl to the extent that VRi - VM will
go down.  If the cost of making a bid is CB, entrance of a second bidder R2 is possible if

URl - VM has diminished to VR, - VM - CB, where Vm is the value of the target under

R2, with 1/Ri > VR2 by assumption. The subsequent, competition between Ri and /4
pays off for the target. since it will inflat.e the takeover premium from almost nothing to

 R2  -   Af  -  CB ·95
Note that the actual use of this discriminating defense is not needed, since its mere

threat will already force Rl to increase her offer. The threat has to be credible, however.

Therefore, the defense needs to have some irreversible consequences. This restricts such
defenses to some typical examples: (i) the so-called crown jewel defense in which one of
the bidders is promised a valuable asset of the target for a bargain price if she would

lose the contest. and (ii) the acquisition of an asset leading to anti-trust problems for

the expected winner of the contest.

4.5.4 Targeted share repurchases and standstill agreements
In a targeted share repurchase the target firm buys back shares from one of its sharehold-

ers. In most cases, the incumbent M is suspicious about a potential takeover attempt
by this shareholder or that she might consider some other, mostly offensive, attempt

to influence the firm's strategy.96 In order to prevent such influence, M could decide

to buy out this potential opposition force. The shareholder, on her turn, is aware of

her threat, and will often ask for a substantial premium over the prevailing share price

before agreeing to the selective repurchase. As mentioned earlier, this type of defense

is referred to as giving in to greenmail. Note that most greenmailing shareholders are
requested to sign a standstill agreement too, prohibiting them from owning any shares

in the target for a prespecified period.97

Greenmail and standstill agreements are very controversial. First, the issue is whether
an exclusive repurchase involving a substantial premium is justifiable with regards to the
principle of a uniform and equal treatment of all shareholders. Second, the underlying
reasons for M to engage in a targeted repurchase are somewhat suspicious. Most poten-
tially offensive shareholders, which are bought out in a repurchase, can be expected to be
well informed about the target firm and its business. Hence, their ideas, if expressed at

95Of course, under the condition that VR2 - VM > CB Another way to derive a similar outcome is
to let the target pay R2's bidding costs.

96Hence, this raises the question whether such a share repurchase is really an ex-post takeover defense.

In most cases, no official takeover attempt has been announced before the repurchase. However, M has
to be aware of some offensive intentions, otherwise an exclusive repurchase would not be executed.  In

addition, the method shares the common element of ex-post defenses that it is exclusively directed
towards a single party.

970ppositional voices can also be shut up by letting them sign a standstill agreement without repur-
chasing any of their shares. It is clear that these voices require a fixed payment before signing; take, for
example, the investor group around Kirk Kerkorian in its case against Chrysler Corporation.
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all, seem worthwhile considering, to say the least. Moreover, it seems logical that these
former target shareholders were willing to serve target shareholders' interests. There-
fore, most greenmail transactions can be easily explained as attempts of M to entrench
himself. However, Shleifer and Vishny (1986a) show that the payment of greenmail can
be in the best interests of target shareholders too.

Their idea concerns two possible reasons for greenmail to improve target shareholder
wealth. First, the elimination of a potential bidder with a toehold in the target could
provide other potential acquirers, in particular those without any target shares, with the
incentive to become better informed about possible synergies resulting from a takeover
of the target. The crucial elements are:  (i) the search for information regarding synergies

is  costly, (ii) outside bidders fear a contest with an inside bidder, that is, one who is
relatively well informed and/or owns a toehold,  and (iii) there are at least  two or  more
outside bidders. As a result, potential outside bidders could dec.ide not to acquire any
information as long as the inside bidder is around. Elimination of this insider could now
be beneficial for the target shareholders, knowing that a bidding contest is still possible.
This argument becomes even more relevant if the outside bidders are known to have a
higher synergy potential than the insider. 98

Second, the selective elimination of one (potential) bidder through greenmail could
be a signal too.  If this signal stimulates the remaining potential (outside) bidders in
their search for information regarding synergies, it could be beneficial for the target
shareholders. The idea now is that M might have private information concerning the
existence of a so-called white knight, already before the outside bidders have decided
upon their information acquisition. A white knight is a potential acquirer of the target
which would enter a bidding contest if invited by M. As such, a white knight has a very
good probability to win the contest and other bidders do not like to compete with a white
knight. So, the signal that M does not have a white knight in mind motivates other
potential bidders to enter the scene. A greenmail transaction can be such a signal and
is credible. That is, M would never eliminate the inside bidder if he already knew that
a befriended party is willing to compete with this bidder, guaranteeing him a bidding
contest with certainty. On the other hand, if M would not know a white knight, he
could take the risk of eliminating the insider in an attempt to stimulate other potential
(better) bidders to intensify their search for synergy opportunities.

An interesting feature of the second reason is that it explains why greenmail could
lead to a negative share price reaction, when announced, although it serves the interests
of the target shareholders. Since shareholders initially do not know whether M could
invite a white knight, they will value the target assuming that this might be the case
with a certain probability. As a result, some targets will be overvalued and others, the
ones who do have a white knight available, undervalued. The signal of greenmail now

98Note the similarity with the analysis of Berkovitch and Khanna (1990), They argue that discrim-
ination of the favored bidder could help the target too. In this case, discrimination goes even further,
the inside bidder is eliminated. However, enough potential bidders for a contest remain.
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enables shareholders to update their beliefs concerning the existence of a white knight.
As explained, greenmail, a credible signal. will now cause a value decrease, since the non-
availability of a white knight implies that the target used to be overvalued. However,
M's decision to eliminate the inside bidder is the right one as he needs the other potential
bidders to enter in order to initiate a bidding contest.w

4.6  Sunnnnary

This chapter has provided an overview of potential roles for takeover barriers, as analyzed
in the literature so far. Its main focus concerned those roles that seem somewhat less
straightforward at first sight. The crucial factors, explaining these roles, were described.
In this way, the chapter can be considered as a clarification of earlier mentioned ideas

regarding takeover resistance, particularly in Chapter 2. Its role is broader, though. The
overview of economic analyses gave us a good impression of the existing literature in the
field. Besides the most common modeling techniques, it has also shown which possible

roles for resistance remain still unexplained. As such. the chapter is a good starting point
for the remaining chapters of this thesis, where new ideas concerning takeover barriers
are introduced.

A first, and often very popular, argument for takeover barriers is that they en-
able incumbent managers to entrench themselves. Implicitly, the disciplinary force of
a takeover (threat) features in this argument. As a result, this force should be explained

first. Scharfstein (1988) argues that M's informational advantage over his principals,

the shareholders, allows him to shirk in some situations. As a result, a well informed
raider could be helpful for the shareholders. The idea is that she could discipline M from
deviating too far from shareholder value maximization, since she has better information
about the target firm's business than the shareholders do. If a takeover barrier is now
exclusively meant to decrease this disciplinary threat of takeovers, it follows that M tries
to entrench himself. Needless to say that shareholders should never support the use of
such takeover barriers. However, as the remainder of the chapter shows, other roles for
takeover barriers are possible too. Some of them serve shareholders' interests.

Next, the target's ownership structure, a passive takeover barrier, is discussed. First,
the analysis of Grossman and Hart (1980) shows that atomistic shareholders are a very

effective takeover barrier. This ownership structure renders all costly takeover attempts
impossible, since the shareholders will refuse to accept any tender price as suggested
by R. Second, there are ways to (partially) circumvent this free-rider problem, making
its consequence somewhat less striking. One solution is the use of so-called dilution
techniques. They allow R to discriminate any remaining minority shareholders after a

990nce more, this idea shows that the outcomes of event-studies have to be interpreted with care.
In a set-up with asymmetric information regarding underlying firm value, an event can have signaling
consequences too.
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successful takeover, giving all shareholders a stronger incentive to tender initially. A
typical example is the two-tier tender offer. Another solution, as worked out by Shleifer
and Vishny (1986b), is an initial toehold for R in the target. This initial shareholding
gives R an opportunity to gain from a takeover attempt, since its value will increase.
However, the question how R can acquire her toehold remains unanswered.

Therefore, Kyle and Vila (1991) come up with the idea that R can secretly build up
a stake by trading with the so-called noise traders on the stockmarket.  If they engage in
net selling, R could buy without being noticed. Hirshleifer and Titman (1990) extend the
idea of an initial toehold in another direction: they explain why some takeover attempts
will still fail.  The idea is that a bid price, fully revealing R's synergies, makes shareholders
indifferent whether to tender or not. Furthermore, the result of a fully revealing bid price
makes sense, since better raiders have a stronger incentive to bid higher, and make their
attempt successful with strictly higher probability. Finally, Chowdhry and Jegadeesh
(1994) explain why raiders generally have different initial toeholds. Their main result is
that better raiders try to signal their larger synergies through a larger initial toehold,
which seems reasonable, as larger toeholds make higher bid prices possible.

Finally, the free-rider problem of tender offers has been criticized too. First, Bradley
(1980) argues that it actually concerns a free-rider problem of conditional tender offers
only. Second, the theoretical assumption of atomistic shareholders is shown to be cru-
cial. If it is changed in the realistic assumption that the total number of shareholders
is always strictly finite, Bagnoli and Lipman (1988) show that the ultimate free-rider
problem disappears, although the ownership structure remains an important factor in
the determination of bid success. Their analysis is based upon the idea of the pivotal
shareholder, as the one who realizes that his tender decision will determine the outcome
of the tender offer. Each pivotal shareholder is willing to tender some shares for a negli-
gible premium, allowing R to profit from her takeover attempt. Holmstr6m and Nalebuff
(1992) extend the principle of a finite number of shareholders even further. They focus
on the indivisibility problem. All shareholders would optimally like to tender the same
fraction of their shares to make R's offer just successful, while distributing the total syn-
ergies at the same time. However, due to the indivisibility of a single share, this tender
decision is not always possible. Therefore, splits of the target's shares would make the
ownership structure a smaller obstacle for R. This idea creates the opportunity to fur-
ther specify the precise role of the target's ownership structure in the takeover process,
as will be done in Chapter 7.

The ex-ante takeover defenses are studied next, starting with the anti-takeover amend-
ments. First, Harris (1990) shows that some amendments can be used by the target to
appropriate a larger part of the synergy pie.  The idea is that they make M the bargainer
for the target firm when it comes to negotiations with R. As he generally has a larger
value at stake than an individual shareholder (due to his private benefits of control),
M will be a tougher bargainer. Second, Sarig and Talmor (1991) suggest that some
anti-takeover amendments can be useful in the sense that they allow target shareholders
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to get a better opinion of the managing abilities of R. This could be beneficial if this
information would improve subsequent investment decisions. The model in Chapter 5 is
also based upon an informative role for some ex-ante takeover defenses.  Its idea concerns

the fact that adoption of a takeover probability decreasing defense signals undervaluation
of the target's shares.

Both Harris and Raviv (1988b) and Grossman and Hart (1988) discuss the optimality
of the one share-one vote principle. As such, they touch upon the desirability of dual
classes of shares.  If the underlying goal is to maximize shareholder wealth, a single class

of shares is optimal under many circumstances.  The idea is that this type of voting
structure prevents both M and R from acquiring cheap votes, hence, the likelihood that
the best contender will win is now maximized. For a similar reason, equal treatment
of both contenders for control, it follows that the simple majority rule is optimal too.
However, deviations from one share-one vote may be attractive in some special situations.

Hence, dual classes of shares could be preferable when a firm goes public. However, dual
class recapitalizations should be considered with care, especially if they lead to a large

fraction of superior voting shares in the hands of M or his allies. Chapter 6 will discuss

the optimal voting structure in another set-up in which M's private benefits of control are
significant too.  That is, the underlying goal there is to maximize the sum of shareholder
and managerial wealth. Non-voting shares can be optimal now, although it is shown

that voting shares in combination with a specific managerial compensation schedule can
be very effective too.

Next, defensive roles of ex-ante changes in the target's capital structure are reviewed.

First, Harris and Raviv (1988a) derive a potential role for a debt financed share repur-
chase. Their idea is that such a repurchase might allow M to fully prevent a takeover,
and, hence, save his position. If M does not participate in the repurchase he could
effectively increase his relative amount of votes to the level at which no single takeover
attempt will succeed. However, the required amount of debt to finance the repurchase
might be such that the likelihood of losing his private benefits is getting too large; the

possibility of a bankruptcy should not be too high. Second, Stulz (1988) discusses an-
other role of a share repurchase. His idea is that target shareholders will generally be
heterogenous. As a result, a repurchase could make a takeover attempt more expensive.
If M does not participate in the repurchase, the premium to make a takeover attempt
successful has to go up. At the same time, though, the likelihood of such an attempt will
decrease. Taken together, these consequences imply an optimal repurchase amount or, in
fact, an optimal managerial equity stake. Third, Israel (1991) considers a role for more
risky target debt to allow the target to appropriate a larger part of the total synergy
gains.  His idea is that risky debt increases in value after a synergistic takeover, where the
total increase is gained by the target, since R is not interested in non-voting securities.

Moreover, the smaller remainder of the pie is shared by R and the target shareholders,
implying that overall the target receives a larger slice of the synergy pie. However. at
the same time, the suffering R will be less likely to launch a takeover attempt, if more
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risky target debt is outstanding. An optimal amount of risky debt now follows. Fourth,
Sinha (1991) suggests another role for a debt issue which proceeds are used to repurchase
shares. He states that this will decrease the likelihood of a disciplinary takeover, as debt
will discipline managerial behavior through its threat of bankruptcy.

Shleifer and Vishny (1989) argue that changes  in the target's asset  stidcture  can  be
defensive, in particular when they lead to an increase in so-called management-specific
investments. Although such investments utilize M's capabilities quite well, they make
the target very dependent upon his presence. As a consequence, M can now risk to
engage more heavily in discretionary projects, knowing that the threat of a takeover has
diminished.

Finally, potential roles   of  ex- post takeover defenses are analyzed. Roughly, these
defenses can have four purposes: (i) they preempt R's plans, (ii) they delay the out-
standing bid, (iii) they discriminate the initial bidder in favor of any other potential
bidders, or (iv) they eliminate R as a possible (future) bidder. Where the first purpose
is straightforward, the others deserve more attention.

The main idea of the second and third purpose is to initiate a bidding contest, having
a positive effect on the finally successful bid price. It assumes that other potential bidders
may be around to compete with the first bidder. De and Knez (1994) deal with the delay
feature. They show that the potential entrance of a competing bidder will affect the bid
price positively, in the sense that it implies a lower bound on a successful bid price.
Berkovitch and Khanna (1990) study the role of bidder discrimination. They argue that
strong bidders have to be discriminated, or at least threatened to do so, in order to make
entrance of weaker bidders possible. These weaker bidders will not show up if they do
not receive any help from the target. However, their entrance threat could be beneficial
as the strong bidder realizes that a bidding contest could subsequently evolve.

The role of bidder elimination is more diverse. First, Bagnoli, Gordon, and Lipman
(1989) argue that a share repurchase, priced at the same level as R's outstanding offer,
will block R's attempt certainly. M might be induced to announce such a repurchase
if the target shares are undervalued. However, part of M's motivation stems from his
private benefits of control. Hence, the undervalution argument has to be checked with
care, as applies to the same argument in Chapter 5 too. Second, Baron (1983) shows
that bidder elimination through, for example, litigation could be in the interests of
target shareholders. Again, the first offer could be inadequate or higher future offers
can be expected. However, they are not guaranteed, since synergies are assumed to be
bidder specific. Third, Giammarino and Heinkel (1986) extend this result if synergies are
common for both bidders. However, the second bidder is uncertain as to how large they
really are. Hence, the first offer is now a signal of the underlying synergetic potential.
The first bidder will now be forced to announce a higher, preemptive first offer, since she
risks elimination with a too low first bid. Fourth, Shleifer and Vishny (1986a) show that
the elimination of an inferior inside bidder could improve target shareholder wealth, since
the other, superior, bidding candidates do not wish to compete with an inside bidder.
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Hence, if two or more better outside bidders are available, it pays to eliminate the insider,
providing the outsiders with the right incentives to search for synergy opportunities.  This
is known as greenmail. Keep in mind, though, that greenmail is strongly entrenching

M's position if no other bidders are available.
Summarizing, ex-post takeover defenses could be interesting for target shareholders

if they increase the probability of a takeover contest and, hence, a higher bid price.

However, higher bid prices make takeovers less attractive for (future) bidders. In the
end, they could now decide to spend considerable less time and effort searching for

takeover targets, knowing that their bids will be resisted. Hence, although ex-post

takeover defenses could do a good job after a first bid announcement, it remains to be
seen whether target shareholders are better off ex-ante to provide their manager with
the opportunity to adopt such defenses. A credible commitment not to use them in the
future could be preferable.
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4.A  Appendix: Two comments on the ownership
structure

4.A.1  Bebchuk (1989) reconsidered
Bebchuk starts his analysis with the same remark as Bradley (1980) and Bagnoli and
Lipman (1988) earlier made, that is, the fact that Nash equilibria in pure strategies are
impossible in the set-up of Grossman and Hart (1980) does not imply that there are no
equilibria at all. Therefore, he looks for an equilibrium in mixed strategies, implying
that the resulting tender offer will succeed with a probability strictly between 0 and  1.
He uses a one share per shareholder set-up, where N, the number of shareholders, is
assumed to be large in order to stay close to Grossman and Hart's assumption.

However, a problem now arises, since he does not explicitly state that N is finite
nor that it is infinite. If he would consider N to be strictly finite, his assumption that
'...the atomistic shareholders ignore the possibility that their decision will determine the
outcome of a bid...'  (p. 174) is wrong, since, as shown by Bagnoli and Lipman (1988), the
key feature of a set-up with finite shareholders is the pivotal shareholder idea. On the
other hand, an infinite number of shareholders would imply that R's expected surplus,
as derived by Bebchuk for the equilibrium in mixed strategies, is 0, whereas Bebchuk
claims this to be strictly positive by (implicitly) using the fact that N is finite. Hence,
the assumption of N's precise character is inconsistent. Let us consider this into more
detail.

First, Bebchuk derives the central element of an equilibrium in mixed strategies:
shareholders are indifferent between tendering their single share or not. Hence, it now
follows that

P = (VR- 1/M) Pr{bid successful i does not tender} + VM. (4.30)

Since Pr{bid successfulli does not tender} equals Pr{T_, 2 K}, as Bagnoli and Lip-
man     argue, this expression is correct. But, Bebchuk now assumes that N is
that large that each shareholder realizes that his tender decision is irrelevant for
the tender offer outcome. Hence, he actually argues that Pr{bid successful}  =

100Pr{bid successfulli does not tender}, although the first probability is strictly larger.
So, he continues to derive Pr{bid successful} = (P - VM) (VR- VM), although the
probability is strictly larger than this amount.

Second, Bebchuk proceeds his analysis to derive R's expected surplus in the equi-
librium in mixed strategies, using that Pr{bid successful} = (P - VM)1(VR - 1/M). He
approximates this expected surplus (the correct expression, similar to Bagnoli and Lip-
man's (4.20), is used) by using the normal distribution, since N is assumed to be very

ioo Stated differently, Bebchuk assumes that Pr{T 2 K} = Pr{T_; 2 K}, implying that R is not able
to gain any positive expected profit. We are back at Grossman and Hart's result.
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large. This leads him to rewrite R's expected surplus as

f'/
(VR _ VA·f) 1    11,(:r):r  Nq(1 - q)dz, (4.31)

JJ(q )

where f (q) E (K - qN)/ /Nq(1 - q) and 0(z) is the standard normal density function.

Next, integrating leads to an expected surplus for R equal to

-1/211(9)11
(4.32)(VR - VM) Nq(1 - q)/2,re

which is strictly positive. However, a totally identical approximation implies that

Pr{bid successful} - Pr{bid successful i does not tender}

E  Pr{T 2 K} - Pr{T_,2 K}
=   q Pr{f_, = K -1}

.   q/(21rN(1 - q)) e-1/2'f(q)12,        (4.33)

which is strictly positive too, in contrast to Bebchuk's earlier assumption.
To summarize, Bebchuk is inconsistent, since he first explicitly assumes that share-

holders will never be pivotal,  that is, Pr{T 2 K} = Pr{T_, 2 K}, while later on
implicitly deriving that the first probability is strictly larger than the latter. As a con-
sequence, his derived probability of tender offer success is incorrect; it is strictly larger

than   (P - 'FM  (1''R - 1''M '
Two interesting insights of Bebchuk remain, though, as already argued shortly in

the main text. First, he explicitly includes total takeover costs C in his analysis, where

Bagnoli and Lipman (1988) did not, since they were only interested in deriving the
possibility of a strictly positive expected surplus for R to change Grossman and Hart's
outcome. Therefore, Bebchuk is able to compares R's expected surplus with C, leading to
a straightforward upper bound on C above which takeover bids will still not be made. 101

Second, he combines the former analysis of a finite number of shareholders with R's
opportunity to use dilution techniques 0, with 0<0<V R-V M. Hence, R has now
two possibilities:  (i) she bids P = 1/R - 0 per share (the expected ex-post value of
minority shares) and the bid succeeds for sure, just as in Grossman and Hart (1980),
or (ii) she bids a price P, with 1/M<P<V R-0, leading to a similar equilibrium in
mixed strategies as before, using the pivotal shareholder idea; this bid does not succeed
with  probability  1. The trade-off between these two alternatives boils  down to compare
the higher probability of success in (i) versus the lower bid price P in (ii). R's expected
profit in the first alternative is simply N0, all N shares will be tendered. In the second

bid alternative, her expected profit is

N(1/R -0- 1/M)(Pr{T 2 K} - Pr{T_, 2 K}) + NtPr{T 2 K}. (4.34)

101 Remember, though, that this result is only valid in the one share per shareholder set-up.
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Note that the first part is exactly similar to (4.20) of Bagnoli and Lipman (1988), with
VR - 0 instead of VR. The second part refers to the extra gain, made possible by the
dilution 0 per minority share and the gain 0 per tendered share. as P- can be set strictly
lower. Hence, the second gain is equal to 0 for all shares (tendered and not tendered),
but it is only earned if the attempt is successful. The total expected profit is again
strictly positive.

Realizing that she has two options, R will determine the maximum of her two expected
profits, and subsequently opt for the best option. Simple calculations show that the
second option is preferred under some circumstances. The underlying idea is that the
advantage of a lower bid price now outweighs the advantage of certain bid success. Hence,
R may opt to bid below 1/R - 0, although expropriation is allowed.

4.A.2 The value of an initial toehold
Holmstr6m and Nalebuff (1992) combine the possibility of an initial toehold for R in
the target with the assumption that the number of target shareholders is strictly finite.
This combination is interesting in the sense that Shleifer and Vishny's (1986b) solution
of an initial toehold is now reconsidered. It allows us to evaluate a how crucial a toehold
will be in practice. It is assumed that N target shares are outstanding, out of which A
shares belong to R, with A<K, while the remaining N-A shares are owned byN-A
other target shareholders. As a result, the next analysis will fit into the one share per
shareholder framework of Bagnoli and Lipman (1988).

R has to obtain K-A shares out of the remaining N-A t o make her takeover
attempt successful. This leads to the following expected profit for R, where q refers to
the tender probability per individual shareholder other than R,

iN-A)
(V/1 - 1/M)(K - A) 1 l qK-A(l- q N-K 

\K-A /
N-A   (N-Al

(VR- VM),4  Z   1      .   q'(1
- (13N-A-1, (4.35)

3.K-A \   J

along lines similar to Bagnoli and Lipman's analysis. The first part refers to R's expected
gain on the shares she initially did not own, corresponding to (4.20), and the second part
to the expected gain on her own shares, being the probability that the takeover attempt
will succeed times the total value increase of the toehold.102

Holmstr6m and Nalebuff, however, come up with a different expression for R's ex-
pected profit, since they use an incorrect expression for the probability of takeover suc-
cess. Therefore, the next results and implications differ from theirs.

From (4.35) it follows that the optimal tender probability q', maximizing R's expected
surplus, equals K/N, just as before, i.e., in the set-up with A = 0. The underlying

102 Note that the probability of takeover success now equals Pr{T-R 2 K-A}
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reason is that although the first part of (4.35) asks for a lower q' (to be more precise,

2-(K- A)/(N - A)), since relatively fewer shares are needed for bid success, the
second part exactly compensates this decrease by requiring a maximum value of q- (i.e.,
equal to 1) to make takeover success fully certain. Hence, compared to the situation with
A = 0, R now obtains a smaller profit from pivotal shareholders, since she wants them
to tender with higher probability in order to gain on her toehold. To induce pivotal
shareholders to tender with this higher probability, she will have to pay a higher bid
price P and, as a result, pay a larger part of the total expected surplus per share to the
small shareholders. 103

The higher value of q* and the fact that A shares are tendered for sure imply that the
probability of takeover success increases when compared to the situation with A = 0.
So, the initial toehold indeed decreases the defensive power of the target's ownership

structure, as already predicted by Shleifer and Vishny. But now, both the strictly finite
number of shareholders and R's toehold contribute to this result.

To get a feeling for the increase in the probability of takeover success when A >
0, consider the following. The expected total number of tendered shares now equals

At (N -A)K/N =Kt AiN-K)/N, compared to K shares if A = 0. Since this is
A(N - K)/3 more than necessary to get control, the chance on success of the attempt
will increase. If N is sufficiently large. using the normal distribution approximation of a
binomial distribution, we find that this extra expected number of tendered shares gives

R a safety of A /(1 - q-)/((N - A)q') standard deviations that her offer will succeed,
whereas this was 0 in case A = 0.  As a consequence, the probability of a successful
takeover attempt can be become very large now.

Consider, as an illustration, the following example. Suppose N = 10,000, K = 5,000,
and A = 200, then we know that q= = 1/2, leading to an expected total number of
tendered shares of 200 + 9,800 * 1/2 = 5,100. Hence, R now has a safety margin of 100
shares above the number necessary to acquire control. In terms of standard deviations,
this safety margin equals 100/ 9800 * 1/2 * 1/2 % 2. Using a one-sided test, this implies
a chance of a successful takeover of about 97.5 %, where no initial stake for R (i.e., A = 0)
would only give a success chance of 50 %.

Next, it is useful to get an idea how large an initial toehold has to be in order to
be influential. Suppose that an overall takeover success chance of 97.5 % is considered
to be such that the influence of R's toehold can be defined as economically relevant.104
Straightforward calculations now show that an initial stake of R is relevant when A/N 2
2JK'(1-K)14-N, where K = KIN. For example,  if N  =  1,000,000  and  K  =  2/3,  an

initial stake of only 0.28 % of target's equity will do. Furthermore, we have that (i) the
larger N is, the smaller A/N has to be in order to be considered economically relevant,

103To be precise, the amount Pr{T 2 K} - P, R's expected surplus per single share in hands of the
other shareholders, decreases.

104Note that this assumption is arbitrarily chosen. Other chances higher than 50 % would do too;
however, this very high probability turns out to generate surprisingly low initial stakes, as we will see.
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and (ii) a higher value for K requires R to have a larger stake in order to be relevant.
More specifically, the latter means that if K rises from 0.5 to 0.9, R has to triple her initial
stake. Although the latter seems to be quite intuitive, it is not confirmed by Holmstr6m
and Nalebuff's incorrect result, which leads to another cut-off point for relevant initial
stakes, independent of K.

This result, that very small initial toeholds are sufficient for R, sheds some light on
regulation issues concerning the official announcement rules for significant ownership
stakes. These rules generally restrict R's possibilities to build up an initial toehold
in a secret way. Assuming that due to these rules, R can only acquire at most 5 %
without noticing other market participants, this regulation will not be a problem as
long as N  2 3,200 for K = 2/3. In practice, this implies no significant problem for R,
since most quoted firms have far more shares outstanding. To summarize, the discussion
on disclosure regulation issues, as started after Shleifer and Vishny (1986b), will be
somewhat different, realizing the above result.105

105 In addition, note that we have assumed the worst situation for R here in the sense that the remaining
N - A shares are as widely dispersed as possible.
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Chapter 5

Adopting a defense to signal
undervaluation

5.1 Introduction
Chapters 2 and 4 have described several potential roles of takeover barriers, as analyzed
in the literature so far. Looking back, we can say that a general takeover barrier is either
a blessing or a curse for the shareholders of the involved firm. If the single purpose of a
takeover barrier is the attempt to isolate M from the potentially disciplinary force of the
market for corporate control, it is straightforward to argue that the shareholders will be
worse off. M can now increase his consumption of perquisites or engage in so-called pet
projects at the expense of his shareholders, note, though, that this argument crucially
assumes that a takeover threat is a useful disciplinary force. That is, a removal of this
threat will give M more room for discretionary behavior. 1 The idea for this argument
is explained in Section 4.2.2; a takeover threat can be a very useful disciplinary device,
when alternative forces, such as compensation schemes and detailed monitoring, are
suboptimal due to information asymmetries. As Scharfstein (1988) has shown, if the
(potential) raider R does not lack the important information, her takeover threat is very
effective.

Takeover barriers may, however, be shareholder wealth maximizing too. First, several
takeovers lead only to a redistribution of wealth, while their costs2 can not be recovered,
as described in Chapter 3. Although such takeovers will generally be beneficial for the
target shareholders, they are very costly for the shareholders of the bidding firm.  As
a result, a takeover barrier in one firm can be helpful for the shareholders of another
firm. Hence, this argument, supporting takeover barriers, implies that all firms should

i If other disciplinary forces  than the takeover threat already  do a perfect job, this removal should
not harm shareholders.

2Due to, for example, the preparation and official announcement of the attempt, the subsequent
bargaining about the final offer details, the execution of the offer, and, most importantly, the huge
amounts of invested time by highly paid executives.
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have some kind of protection against too greedy bidding firm managers. Second, even
the  shareholders  of a takeover barrier adopting  firm  may  be  better  off. As outlined  in
Section 2.3.1. a takeover barrier may have two positive effects on shareholder value: (i) it,
could increase the expected takeover premium, and (ii) it could increase the underlying

firm value. The first effect has already been discussed by other authors.3 However. the
second effect has received far less attention. This chapter shows how the adoption of
a takeover barrier. which strictly decreases the probability of a takeover attempt., can
improve the market value of the firm's shares, even when the expected takeover premium

component diminishes.
The idea is that anti-takeover measures could be proposed (and subsequently adopt.ed)

by M to prevent. a (future) bidder R from bidding too low, due to undervalued target
shares. However. the claim of the incumbent M that his firm's shares are priced too low
compared to their underlying value is very popular. Hence. it is only informative when
issued credibly. That is, M has to use a costly signal to prove his claim. Several signals

have been suggested in the literature, for example. an increase in dividend or an increase

in debt, but they are not always possible.4 So, we propose another alternative here:
the adoption of an anti-takeover measure. This signal makes sense if a takeover threat

is imminent; the undervaluation of the shares becomes risky now, since a potentially
forthcoming tender offer will be based on the prevailing share price. A direct consequence

of adoption is the decrease in the probability of a profitable takeover attempt; this
makes the signal credible. That is. an undervalued firm will try to gain from adoption
by preventing a too low bid price if a takeover at.tempt would materialize and it had
not adopted a defense. Although an overvalued firm could gain a similar amount by
imitating the undervalued firm. the probability that it will cash this windfall gain is
strictly smaller. That is, this firm type will only gain if a tender offer is made after it
had adopted the barrier. Hence, the absolute gains for both firm types are equal, but
their respective probabilities of occurring are different. The ezpected gain from signaling
is strictly larger for the undervalued firm type. So. we will get a separating outcome, in
which an undervalued firm adopts a measure and an overvalued one does not.

The main results of our model are now as follows. First, in a set-up of imperfectly
informed shareholders. M could adopt an anti-takeover measure to signal undervaluation
of the firm's shares. As a result, adoption should be followed by a share price increase; it
has an informational content for the shareholders. Second, the signaling decision depends

crucially upon the relative magnitudes of misvaluation and the takeover premium. That
is, the gain of a correct valuation has to be compared with the cost of a smaller likelihood
that the premium will be received. Third, the driving force of the model is the decrease

in the takeover probability, following adoption. Hence, no matter what consequences for

the premium amount, the simple fact that a bid premium will be less likely makes the

3 For example, Stulz (1988). Harris (1990), and israel (1991) analyze this first effect See Section
4.4.4 for more details.

4See  Bhattacharya (1979)  and  Ross (1977), respectively.
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adoption signal credible.
The latter crucial role for the takeover probability gives us an idea about the specific

types of takeover defenses involved. Typical examples fitting into our model set-up are
those defenses that (i) are adopted before the announcement of an offer (i.e., active ex-
ante barriers), and (ii) will make a takeover attempt more costly. In addition, they do not
necessarily have to influence the eventually paid takeover premium. Some anti-takeover
amendments immediately come to mind: a supermajority rule, a classified board scheme,
and several types of poison pills. These amendments are all easily incorporated in the
firm's charter and make a takeover less probable, since a bidder has to spend both more
money and time to make a bid successful. In addition, many topics, concerning the legal

validity of such amendments, could cause a long lasting and expensive battle between
bidder and target.

Our model is related to several other analyses, some of them described earlier in
Chapter 4. First of all, Harris (1990) introduces the idea that anti-takeover amendments
can be used to increase the target's part of the total synergy gains. The crucial element
in her analysis is that such amendments effectively make M the bargainer for the tar-
get shareholders instead of a representative shareholder. Since M is assumed to have
private benefits of control, he will be a tougher bargainer than an ordinary shareholder.
Hence, the takeover premium will increase. Typical examples of amendments, fitting
into her model, are fair-price arrangements. The most interesting consequence of Harris'
idea is that shareholders benefit from their agency problem with M (i.e., they use his
private benefits to their own advantage). In terms of the shareholder value framework,
as introduced in Section 2.3.1, Harris explains that anti-takeover amendments can be
useful to increase the eventually paid premium. However, she does not consider their
consequence for the takeover probability; it will probably decrease, since R will automat-
ically earn less when the target shareholders appropriate a larger part of the synergy pie.
In this respect her model differs from ours; moreover, she does not assume asymmetric
information regarding underlying target firm value.

Second, Bagnoli, Gordon, and Lipman (1989) is related to our approach in the sense
that they model a signaling role for a takeover barrier too. They propose a share re-
purchase offer by M, after R's bid has been announced, to signal undervaluation to the
target shareholders. The idea is that a sufficiently high repurchase price could block
the takeover attempt. The signal is credible, since a repurchase is less costly the more
undervalued the firm's shares are. Although this idea has a similar role for a takeover
barrier in mind than ours, it is fundamentally different. First of all, a crucial aspect in
their idea is that the signal can only be given after an official offer, since the repurchase
price has to top R's bid price. In our model, it is not necessary to know what R's bid
price exactly will be. Second, the share repurchase defense in their model will defeat
any outstanding bid. That is, the resulting probability of takeover success is either 0 or
1; in case no repurchase will be made, R is always successful. As mentioned. a takeover
can still succeed in our model, even after the anti-takeover measure has been adopted.
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Finally, their model assumes that R can only bid once; our idea supposes bargaining

between the target firm and R leading to a specific distribution of synergies. The latter
could involve multiple bids by R.

Third, Stein's (1988) analysis is probably the closest to our model. However, his idea
does not imply an explicit role for takeover barriers. He assumes that M will start to

behave myopically when faced with a takeover threat and knowing that his shares are

undervalued. Although this pressure to signal is similar to ours, Stein's signal choice is

totally different. Myopic behavior can only be credible if M of an undervalued firm will
pay out so much (future) profits earlier than planned that he can not be imitated by an

overvalued firm. That is, the advanced pay-out has to exceed the amount an overvalued

firm type could pay out at most. So, it could become quite large. Moreover, the takeover

threat as cause and the myopic behavior as signal in his model are not that much related.

Both the signal's consequences for the division of the synergies and the signal's effect on

the takeover probability are not considered.
The chapter is organized as follows. In Section 5.2 the model will be presented.

Next, Section 5.3 describes the equilibrium candidates. Section 5.4. finally. compares
the empirical implications of the model with some existing evidence. In addition, it
contains the main conclusions.

5.2 The model

We consider a firm, its incumbent manager M, and its shareholders. The shareholders

are assumed to be risk-neutral. Although M will probably have other objectives too, he
is assumed to solely maximize shareholder value. That is, there is no agency problem

between M and his shareholders. A good, performance based, compensation system

could lead to this situation (using, for example, stock options).
Due to their delegation of daily control  to  M, the shareholders  are only imperfectly

informed over the underlying value of their firm. It is assumed that their initial infor-
mation regarding firm value is as follows. The firm is either in a relatively good shape,

implying a value Vff, or it is in a somewhat bad condition, making it worth V , where

naturally 1/,6 > 114.5 These two possible firm types are referred to as a good and a bad

firm, respectively. Manager M knows exactly in what shape the firm is, since he is fully
aware of all details regarding its (future) profitability. The shareholders, however, can
only figure out that their firm is good with probability p and, hence, bad with probability
1-p, where 0<p<1. Therefore, the firm's shares will be undervalued if it is a good

firm, and, similarly, overvalued if the firm's type is bad. Note that the probabilities are
a priori, they are valid before the next sequence of activities takes place.

5Note that this simple setting of only two potential values is chosen for explanatory purposes.  It
could easily be generalized without changing the main results. Furthermore, the superscripts g and b
refer to good and bad.



5.2 The model 171

At  time  1, M realizes  that a takeover attempt is possibly forthcoming. This attempt
will be such that the potential raider R (like the shareholders risk-neutral too) will try
to buy all outstanding shares of the firm using a tender offer.  In this offer, R will
propose to buy all shares of the firm at a premium over the prevailing share price on the
st;ockmarket; a so-called any-and-all offer.6 Therefore, the manager of a good firm would
like to tell his shareholders that their shares are undervalued on the stockmarket, due to
the imperfect knowledge of all shareholders.7 Note that, in a similar way, the manager
of a bad firm would be happy with the takeover attempt, enabling his shareholders to
cash in the overvaluation on their shares in addition to the offered premium. However,
M is supposed to be unable to verbally convince his shareholders of an undervaluation
of their shares, since they will ask for credible arguments upon which such a managerial
claim would be based.8 M can not give them such arguments, for example, due to the
following reason.

Suppose the firm is working on a (research) project which will heavily influence profits
for the longer term.  At  time  1,  M has already (partially) learned the future success of
this project; however, it is still too early to notify anybody of these (primary) results
without relea.sing any kind of commercially sensitive information. Therefore, M can only
give very vague indications about the firm's condition to his shareholders, such as, "the
future seems  to be promising", in order to prevent  them from selling their shares  too

early. However, shareholders ask for credible arguments and will not incorporate such
statements in the firm's share price.

Therefore, M would like to inform his shareholders in a non-verbal way about the
true underlying firm value too. This type of behavior, signaling, can take many forms.
For example, Ross (1977) states that M might increase the amount of debt in the firm's
capital structure, Bhattacharya (1979) proposes signaling through an increase in divi-
dends, while Stein (1988) suggests a boost in current earnings. Although these solutions
can be worthwhile in many situations, we suppose another possible signaling device: the
adoption of an anti-takeover measure. This device seems to fit rather well in our current
set-up: the potential danger is coming from an eventually pending takeover attempt. In
addition, this signal has far less radical consequences for the firm's overall policy than the
other candidates do.  The mere act of adopting an anti-takeover amendment is relatively
cheap and the amendment itself can be easily removed from the corporate charter when
desired.9 Furthermore, the other alternatives are less relevant for firms heavily investing

6 Hence, no matter how many shares will be tendered to R, she will accept them all,
TIt is assumed that M either does not own any shares in his firm or does lack the funds to make

(more) use of existing misvaluations.
8For example, they would like to see trustworthy figures regarding ongoing and future projects of

the firm.
9Although adopting an anti-takeover amendment is not costless, think, for example, of the costs of

any legal assistance, the costs of informing the shareholders and organizing a shareholder meeting where
the adoption has to be supported, we neglect such costs. The reason is that these expenses are generally
very small when compared to the total value of a firm. However, making them strictly positive would
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in (research) projects. especially when such projects are risky. We will come back to the
specific details of the adoption signal shortly. For the moment, it suffices to note that
M  decides on adoption of an anti-takeover measure at time  1.

After that time, R starts working out the concrete details for a possible takeover.

Since M was supposed to maximize shareholder value, a profitable takeover has to lead
to synergies. Hence,  R will look for potential improvements in the operations of the
firm, which can only be realized if she obtains control over the firm. Examples of such

improvements are: R's superior ability to run the firm or some new opportunities after
combining the firm with one of R's subsidiaries. We assume that R will find a synergistic

improvement W, which is stochastic with a cumulative distribution function F(W) over

the range  (0, Wmax} ·10  So, R's search  is best characterized as an arbitrary draw from this

function F(M/).11 The corresponding density function is f(w), where we assume that

f ( w)  ,  0  for all possible values  of  M/. The interpretation  of  W  is  as  follows.   If  it  is
sufficiently large. R launches a tender offer for the firm at time 2; a successful offer will
give her control, enabling her to increase the value of the firm with an amount W.12

However, the firm's resources are not freely available: a tender offer is costly. We
assume that R has to pay two types of costs in order to make her takeover attempt
successful.

First, she has to incur administrative and legal expenses, necessary to effectively make
the offer. These costs are dependent on the firm's resistance possibilities; if the firm has
not adopted an anti-takeover amendment, the costs are Ct, whereas they are higher,
equal to Ch, when it does have such an amendment in its charter.13 The idea is that
the anti-takeover measure will make a tender ofTer attempt more costly as far as these

types of expenses are involved. This could have several reasons: (i) the measure leads

to a longer delay before the actual takeover can take place, making the synergies less

valuable, (ii) the measure allows the target to litigate, causing an expensive legal battle

(well known costly lawsuits are anti-trust procedures), or (iii) R simply has to spend

more time preparing and completing the total deal.

Second, R is supposed to give part of the total synergistic gain W to the firm's share-
holders. This part is paid as a premium over the underlying value of the firm, as reflected
in the price of the firm's shares on the stockmarket prior to the takeover announcement.

not change the results of our model, since they just add a constant term to it.  But, more importantly,
in addition to these direct costs of adoption, there are also indirect costs involved. These are crucial
and will, therefore, be not neglected. So, it is a costly signal; otherwise, signaling would not be credible,
as already pointed out by Spence (1973).

10 AS standard throughout the thesis, we will use the tilde to refer to stochastic variables.
11 This element of the model is meant to incorporate the uncertainty a raider R faces in practice, when

searching for potential takeover candidates. Hence. although there are rumors around that R is targeting
the firm, potentially leading M to signal, a concrete takeover attempt will not always materialize; the
found W may be simply too small.

12Here W is known and, hence, deterministic
13Note that the subscripts l and h refer to low and high, respectively.
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We denote the premium as an amount Q, with Q > 0. Hence, the total synergies will
be distributed as a part Q for the firm's shareholders and the remainder W- Q for the
raider R.14 This distributional assumption deserves some elaborating remarks. First
of all, it is meant to circumvent the free-rider problem in tender offers, as described in

Grossman and Hart (1980) and in Section 4.3.2. Second, this type of total gain division
seems to prevail in practice, since both bidder and target often agree on takeover terms

with an explicit, mostly large, premium for the target shareholders.15 Third, we only
have assumed Q to be independent of the total synergies M/ for reasons of simplicity.

That is, in reality, the premium for the target shareholders is logically dependent on the
found improvements, since it is agreed upon in the takeover negotiations or suggested
unilaterally by R herself after W is found and made public. However, as shown in the
appendix, the results of the model remain valid in the more general set-up where Q
is a function of M/.16 Fourth, it seems reasonable to assume that Q is also dependent
upon the existence of the anti-takeover measure in the firm. Since, as noted before, this
measure will give the firm an extra defensive device, one might say that this will shift
bargaining power towards the target firm. Therefore, the premium Q would be larger

for a firm that had adopted the anti-takeover measure. Just as before, though, we did
not model this extra, realistic feature here to keep the results and their interpretation as

simple as possible. But, again, the appendix shows that the main results remain valid
after introducing this type of generalization too. 17

To summarize, after having found W, R faces two types of costs when deciding

whether to launch a takeover attempt or not. Since the attempt has to be profitable,
she will in general announce a tender offer if and only if 11/ 2 Q + Cj, where j is l or
h depending on the earlier adoption decision of M.18 If so, this announcement will be
made at time 2. Note that a takeover is worthwhile for the target shareholders, since

Q > O. Therefore, the indirect costs of adoption refer to its important consequence: a
takeover premium becomes less likely. The crucial element here is that Ch > Ct; this
first type of expenses (in fact, the total of all other takeover costs for R besides Q) plays

14Note that the part W-Q i s R's gross gain, she has to pay her costs Cj too, with j=l,h.
15Note, though, that the gains for the bidders seem to decrease over time; see Section 3.2. However,

it is undeniable that R always agrees with the takeover terms, since she could withdraw her offer too.
Whether this agreement is always beneficial for R's shareholders remains to be seen; see, for example,
Roll (1986) and Section 3.4.1.

16One Could now discuss how the exact relation between Q and W would be in practice. Harris (1990),
for example, assumes Nash bargaining between target shareholders and R when distributing synergies.
We show in the appendix, though, that each distribution of W, leaving the target shareholders with a
positive fraction of the total, will do.

17Furthermore, one could also say that this extra feature is already incorporated in our main set-up,

although somewhat implicit. The idea here is that we model Q as part of R's total gross surplus W,

hence, Q as fraction of R's net surplus,  W - Cj  (j  = 1, h), is larger in  case the firm has adopted the
takeover barrier.

18We assume that a tender offer is made if W=Q+C j; however. this assumption does not influence
the results of the model.
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an important role in the model.
Finally, we assume both that R does not own a so-called toehold in the target before

her announcementi' and that she does not discover the real type of the firm when
looking for synergistic improvements.  As a result of the latter, M is the only person
knowing the true underlying value of the firm until he can credibly communicate this
information to the market without risking any potential losses. Therefore, R can be
considered identical to the target shareholders for that specific type of information. So,
this assumption focuses the attention exclusively on synergistic takeover attempts. That
is, otherwise another type of raider would have become possible too; one gaining from
market misvaluations. 20

So, at time 2, it becomes known whether a tender offer will be launched or not. If so,
R offers the premium Q to the target shareholders, which they all accept. Note that Q
is paid over that part of the prevailing share price, referring to the firm's true underlying
value, as known to the stockmarket at that point of time. To be more precise, just before
time 2 the price of the firm's shares consists of two components:  (i) the market's estimate
of the underlying firm value as a stand-alone unit, and (ii) an expected takeover premium.
The amount Q is now paid as a premium over the first component only, since R is not
willing to pay for the second component, not being part of the fundamental value of the
firm.21 To conclude, a takeover announcement is always followed by a successful offer.
However, if R decides not to launch a tender offer, it is assumed that the information
asymmetry regarding the underlying firm value will be solved immediately afterwards.
Hence, at time 2, the target shareholders will either receive a tender offer for their shares
or will be credibly communicated the real type of the firm.22 The important difference is
that R announces her attempt and pays Q before the information asymmetry regarding
firm type is solved. After time 2 the model ends.

To conclude, the model specifies two important points in time, at which M and R,
respectively, might decide to undertake a specific action. In practice, these two points
in time will not be too far apart, since many anti-takeover amendments are adopted
in response to (immediate) takeover threats. Therefore. we can easily assume that the
underlying firm value (either  1/&  or 1/&) remains constant  over the considered   time
horizon.23 The next time line summarizes the sequence of events.

19Again, as before, this assumption allows us to abstract from target ownership structures.
20The other type would function as a stockmarket participant reducing existing market inefficiencies.

Although very useful from an efficiency perspective, this extra feature will not lead to any new insights.
21 Restated  in the shareholder value framework of Section 2.3.1,  Q  is paid as premium over  the  un-

derlying firm value component. So, the paid takeover premium, measured as the difference between bid

price and ex-ante share price, equals Q times (1- takeover probability).
22This last model feature could be interpreted as that point in time at which M can inform his share-

holders on the (future) results of the firm's projects.  The risk of communicating sensible information is
gone, due to, for example, the fact that the most important research outputs have been patented.

2.3Note, though, that the model will essentially remain the same if some growth factor for the firm
value is incorporated too.  For the same reason, discount factors are not needed
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Figure 5.2.1. The sequence of events during time.

Time 0 is just introduced to allow a complete description of the target share price devel-
opment; it is the point before any event has occurred. The next section will analyze the
possible equilibria in the sketched model set-up. Each equilibrium candidate predicts a
specific development for the target share price, as a result, these predictions are perfectly
suited to compare the model results with existing empirical evidence. This will be done
in Section 5.4.

5.3 The equilibria
Since we have a model in which the informed player (M) moves first (adoption deci-
sion) and the other players (R and the shareholders) update their beliefs on M's type
before choosing their action (takeover decision), the natural equilibrium concept is the
Bayesian perfect equilibrium, as standard in signaling type of models.24 A Bayesian

perfect equilibrium specifies strategies for both players and posterior beliefs for the less
informed players such that each player's strategy maximizes his/her expected payoff
given the other's strategy and the posterior beliefs. Furthermore, the posterior beliefs
have to satisfy the Bayesian updating rule.  Note that the observation of an action of
the informed player that can not be optimal for one of his possible types (a so-called
out-of-equilibrium move) allows all kinds of posterior beliefs, since this observation is a
probability 0 event. Hence, R could now respond in any way, as long as her response is
best given some beliefs.25 The Bayesian perfect equilibrium candidates in our model are
now as follows.

The target firm can be of two types, good or bad, and M can choose two possible
actions: adopt a takeover barrier or not. Hence, we have in theory nine possible equi-
librium candidates; that is, both firm types can either adopt, not adopt, or randomize
over adoption and non-adoption. However, some of these candidates can be ruled out in

24The sequential equilibrium of Kreps and Wilson (1982) is identical to the Bayesian perfect equilib-
rium here.

25This is where the equilibrium refinements come in; they put some restrictions on the posterior
beliefs. See later on for more details.
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advance. The reason is that a good firm always has at least as strong an incentive to
adopt the anti-takeover measure as a bad firm.

The underlying idea is as important as straightforward. When adopting the measure,

the firm will incur a cost, since the probability of a takeover attempt decreases; hence,

the likelihood of receiving the attractive takeover premium Q diminishes. However, this
cost is independent of the firm's type. A second consequence of adopt.ion varies with the

firm's character, though. This is the effect adoption has on the prevailing share price.

Suppose that the stockmarket believes that only the undervalued firm type will adopt
the measure, since the previous cost of adoption has to be outweighed by some positive

effect. Now, adoption has a positive aspect too: a good firm can prevent being bought

by R at a too low price for its shares. It would risk this kind of value expropriation by R
if it did not adopt the measure before R's announcement of a tender offer. The expected

loss in this case equals Vf, _ 1/  times the probability of a takeover for an unprotected

firm. Adoption has a similar effect, for a bad firm: it could gain an amount 1/f, - 1/  by
adopting the measure and, hence, imitating a good type. The resulting expected gain for

the bad firm is this value difference times the probability that it materializes, i.e., t.imes

the probability of a takeover for a protected firm. Since the probability of a takeover

is strictly smaller for a protected than for an unprotected firm, the expected gain of
signaling is larger for a good firm than for a bad firm. As a consequence, the decrease in

the likelihood of a takeover after adopting the measure determines the difference between

the gains from adoption for both firm types. This is the main result of the model.

'*.. bad
N R A

good \\

N      P.E. 1

R      H.E. 1

A S.E. H.E. 2 P.E. 2

Figure 5.3.1. Overview of the remaining equilibrium candidates.

For the moment, this idea implies that four equilibrium candidates can be ruled out,
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since they all share the property that a bad firm would be more likely to adopt the
anti-takeover amendment than a good firm. Hence, we are left with five equilibrium
candidates, as can be seen in Figure 5.3.1. The notation in the figure is as follows. The
strategies for both firm types (the good firm being the row player) are: N for "non-
adoption",  R for "randomization",  and  A for "adoption". The resulting equilibria  are:
S.E. for "separating equilibrium", P.E. for "pooling equilibrium", and H.E. for "hybrid
equilibrium". The blocked squares refer to the previously ruled out solution candidates.

We will start with the most interesting equilibrium candidate: the separating equi-
librium in which a good firm adopts and a bad one does not, while the shareholders
have supporting posterior beliefs. The economic intuition for this equilibrium has al-
ready been given above; the expected benefits of adoption are strictly smaller for a bad
firm. The next analysis will show how this argument translates to the specific incentive
constraints for both firm types.

The shareholder beliefs in the separating equilibrium are such that the observation
of an adoption leads the shareholders to suppose that the firm is good; similarly, no
adoption signal makes them believe the firm is bad. Working backwards, if the firm
has adopted the anti-takeover amendment, their shareholders will end up either with
1/16+Qin case  of a takeover  or  with  1/   (with  i  =  b, g)  in the other case. 26 Since  R
will only launch a tender offer if W Z Q+C, (with j=l, h), the takeover probability
for a protected firm is 1- F(Q + C ). We define qh -1- F(Q + Ck) as this takeover
probability; similarly, qi E l- F(Q + Ct) refers to the likelihood of a takeover for a firm
without the anti-takeover measure. Note that qi < qh, since Ct < C't, and F(·) is strictly
increasing. Hence, adoption leads to an expected share value of

(1  -  qh) Vi:, + qh(V.6  + Q), (5.3.1)

as measured just before time 2, but after time 1, since the firm has adopted the measure.
Similarly,  if the  firm  had not adopted the measure  at  time  1,  it will either be taken

over with probability q, or end up independently with its real underlying value V6. So,
the decision not to adopt implies an expected share value equal to

(1 - q,)vilf + qi(Vi& + Q) (5.3.2)

Taken together, this means that a good firm will adopt iPT

q,(v& - v&) 2 (qi - qh)Q, (5.3.3)

whereas M of a bad firm will not adopt if

qh (1/6  -  1/4) < (qt - qh)Q· (5.3.4)

26Note that we have assumed here that the premium Q is distributed to all target shareholders
together. The approach from the perspective of a single shareholder is totally similar.

27It is assumed that M decides to adopt when being indifferent.
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The two inequalities are easily interpreted. Each right-hand side refers to the costs

of adoption: the decrease in the expected takeover premium from q,Q without measure

to qh Q. The left-hand side denotes the expected gain of adopting the measure for each

firm type.  In case of a good firm, this gain is equal to the prevention of the loss its
shareholders would have made in case of a tender offer with bid price 14& + Q; this bid
price would be 1/ & - 1/  too low, since the stockmarket valued the firm at 1/ , as it did
not observe the adoption.  Note that this loss will only occur if a good firm did not adopt
the measure and receives the tender offer from R. The probability of this situation is q,

So, the expected gain from adoption equals qi(Vb - 1<6) for a good firm. A bad firm
will gain from adoption if it will receive a bid of 1/b + Q, which is far too high, due to
its overvalued shares.  Its gain equals 14& - 14; this occurs with probability qh. The
left-hand side of (5.3.4) now results.

To summarize, a good firm will adopt if the expected loss of a too low tender offer
price (its shares are undervalued after non-adoption) is larger than the costs of adoption

(a smaller probability of receiving Q) Hence, the risk of an undervaluation getting ma-
terialized through a takeover leads M of a good firm to adopt an anti-takeover measure.

A bad firm will only adopt the measure if the expected gain of a too high bid price

(its shares are overvalued after adoption) outweighs the same costs of a lower expected
takeover premium. Hence, both decisions differ only with respect to the probability that
the gains prevail; for a good firm the gain of 1/b - 1/& occurs with probability qi, where a
similar gain would benefit a bad firm with chance qh. This shows the crucial importance
of one consequence of adoption: the likelihood of a tender offer decreases (qh < qi).

This brings us to the following proposition.

Proposition 5.3.1 A separating equilibrium, in which (i) a good jirm will introduce
an anti-takeover measure, (ii) a bad type will not, and (iii) the shareholder beliefs are
separating, will result if 0(1/& - 1/4) 2 (0 - A)Q > qh(Vt& - 14&)

The same features, a lower takeover probability and a decrease in the expected takeover
premium after adoption, are also crucial in a more general set-up, where Q is dependent
on both W and the adoption decision. As shown in the appendix, these features are

always existent as long as f(w) is positive on its whole support (0, Wm„], which was
assumed earlier.28 Hence, the separating equilibrium is rather robust.

A closer look at the two important inequalities (5.3.3) and (5.3.4) gives us an idea of
the sensitivity of the separating outcome with respect to the model parameters. First of
all, the relative magnitude of Vb - 1/6 versus Q is important.  If 1,16 - 1/.4 is far larger (i.e.,
potentially large misvaluations), then both firm types will more likely adopt, since their
gains are proportional to this value difference. Hence, to preserve a separating situation,
this relatively large 1/,6 - 1/b has to be matched with a small takeover probability for a

28Note that this assumption is satisfied for all standard, continuously distributed, stochastic variables.
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protected firm (qh)· Second, if Q and Vff - 1/f, are approximately equal, the decrease
from qi to qh becomes relevant. A sufficiently large decrease will make the separating
outcome highly likely. In economic terms, two things are important: (i) the amount of
misvaluation versus the takeover premium, and (ii) how strongly does the anti-takeover
measure increase R's takeover costs (excluding her payment of Q)

The following numerical example highlights the sensitivity of the separating outcome.
First, assume that the shareholder beliefs are as specified in Proposition 5.3.1. Second,
suppose the takeover probabilities q, and qh to be uncertain; it is only known that
0 < qh <qi< 1. Furthermore, we have 1/4 = 150,14& = 100, and Q = 30. The resulting
inequalities now are: (i) q, 2 0.6(q, - qh) for a good firm, and (ii) qh > 0.6(q, - qh) for a
bad firm. Note that the first inequality is always satisfied, by definition. Hence, the fact
that 1/;& - 1/& is quite larger than Q makes a good firm always adopt. However, a bad
firm will only adopt if qh is not that much smaller than qi. The graph in Figure 5.3.2
shows these results.
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Figure 5.3.2. The separating outcome: a numerical example.

Some remarks concerning the graphical representation are as follows. First, since by
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definition q, > qh, we only have to consider the part of the graph at the right side of the
qi = qh-line. Second, the line labeled "g" refers logically to a good firm; similarly for
"b".  Third, the vectors, attached  to the three lines, indicate the direction  of the corre-
sponding inequalities. As a result, region II is the area where the separating equilibrium
is prevailing. Region I would give rise to an equilibrium where both firm types adopt if
shareholder beliefs were different (see later for more details).

Note that an increase in the ratio Q/(1/,6 - 1/&), bringing it closer to  1, will rotate
both lines "g" and "b" anti-clockwise. Hence, the region for the separating outcome will
grow larger, in accordance with the previous intuition. If the ratio becomes sufficiently

I .large, line  g  will be positively sloped, and we have a third region. In this new area,
both firm types will not adopt, since it is too costly compared to its advantage, this
implies a second pooling equilibrium. Finally, it is easy to see that region Il will always

cover a positive area. 29 It is maximal if Vb - 1/4 - Q; a separating equilibrium will now
result in 50 % of all possible probability combinations (171. qh).

At last, we are now able to sketch the share price development during time in this
equilibrium. Take for example a good firm.  At or just after time 2, its share price equals

1/.6 + Q or vff, depending on R's tender offer decision.30 Therefore, after M's decision to
adopt at time 1, the share price is  1/4 + qh Q; the total of underlying, fundamental value
and expected takeover premium. Finally, at time 0, i.e., before the adoption decision,
the shareholders have no idea whether the firm is good or bad. Using their a priori
probability that the firm is good (P), the shareholders arrive at an initial share price of

P(Vff + qhQ) + (1 -p)(K& + qiQ); simply a weighted average over both firm values at time
1. The share price development for a bad firm is similar; see Figure 5.3.3 for graphical
representations.

Share price  
1/f'+Q-

vf, -1- qhQ -    -4
p(V,6 + qhQ) + (1 - p)(Vi , + q,Q) 0**

Vff -

11
0                    1                    2            Time

Share price of a good firm.

29The slope of line "g" equals [Q- C V,6  - Vb)]/Q  and  line "b" has steepness Q/(V,4 - v.6 +Q) Since

0 < Q/(Vt, - V.,6 + Q) < land [Q - (vh - vh)]/Q < Q/C vb - 1/,4 + Q), region II is never non-empty.
30To simplify assume that the target has only one share outstanding.
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Figure 5.3.3. The separating outcome: share price developments.

Note that the two possible outcomes at time 2 lead to different share price reactions  the
solid line refers to the tender offer outcome, whereas the dashed line is the complementary
outcome. The two most important differences are: (i) the share price of a bad firm goes
down after time 1, while a good firm's price rises (this is simply due to the fact that an
adoption signal is informative in the separating outcome), and (ii) in case of a takeover
announcement a good firm's share price increases stronger (since a takeover was assumed
to be less likely). Such predictions of share price reactions can be easily compared with
empirical results, see the next section.

Next, we will consider the pooling equilibrium candidates, P. E. 1 in which both firm
types decide not to signal and P.E. 2 in which both do signal.  In the first equilibrium, P.E.
1, the shareholders have the following beliefs: (i) if they do not observe the adoption
of an anti-takeover measure, then they do not change their a priori probabilities for
the firm types, since in equilibrium both a good and a bad firm will not signal, and
(ii) if an out-of-equilibrium move is observed (adoption), then the shareholders can in
principle attach any probability to the firm being good, since Bayes' law cannot be
applied. However, the resulting continuum of pooling equilibrium candidates P.E. 1 can
be easily reduced, using the intuitive criterion of Cho and Kreps (1987). As seen before,
the firm type most willing to adopt a takeover defense is a good one, since its expected
gains of adoption are strictly larger. Therefore, the single reasonable out-of-equilibrium
belief for the candidate P.E. 1 is that an observed adoption leads shareholders to value
that firm as a good one.

Given this set of pooling beliefs, we can again calculate the incentive constraints for
both firm types. As expected, only the constraint for a good firm will be determining the
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validity of this pooling equilibrium.  If M does not adopt, he faces two potential outcomes

for his shareholders after time 2: either they will be bought for pvff + (1 - p)146 + Q by

R or they will end up with V* (i = 6, g) if the firm remains independent. The respective
probabilities are q, and 1 - qi. On the other hand, if M would adopt, the expected final
value of the firm equals gh(1/& + Q) + (1 - qh)110. Hence, a good firm will not adopt if

qi(1 _ p)(14& - 14&) < (qi - qh)Q, (5.3.5)

and, similarly a bad firm will not signal if

Cqh - qlp)(Vi& - VJ&) < (qi - qh)Q· (5.3.6)

Since q, > qh, the second inequality is automatically satisfied if the first one is. Hence,
the non-adoption decision for a good firm implies no signal for a bad firm too; this is
not surprising, since a good firm has a stronger incentive to deviate from its equilibrium

move. The inequality for a good firm, (5.3.5), is also easily interpreted. The left-hand
side, similarly as in the separating outcome, refers to the loss a good firm would incur if
it received a tender offer with a too low bid price, due to its undervalued shares. Since

the undervaluation is now less severe than in the separating outcome, M of a good firm
has a smaller incentive to adopt a measure.31

The other pooling equilibrium candidate, P.E. 2, has both firm types adopting the
anti-takeover amendment. The most reasonable out-of-equilibrium belief for this out-
come is that only a bad firm will deviate by not adopting. An analysis, identical to the
previous one, now yields the following inequality to support this pooling equilibrium

qbp(Vb - v,&) 2 (qi - qh)Q (5.3.7)

Naturally, this is the incentive constraint for the manager of a bad firm.  Here, the
overvaluation effect (in case of a very attractively priced tender offer) dominates the costs

of adoption (the decrease in the likelihood of a payment Q).  Note that this overvaluation
is less severe than in the separating equilibrium, since adoption now only leads to a share

value pl/b + (1 - P)Vb instead of 1/,6.
Summarizing both pooling equilibria, we arrive at the following proposition.

Proposition 5.3.2 A jirst pooling equilibrium, in which (i) both jirm types will not
adopt an anti-takeover measure, and (ii) the shareholder beliefs are (zi. a) if adoption is
not observed, then the a priori probabilities of the jirm types are not changed,  and (ii. b)

if adoption would be observed, then the jirm has to be a good one,  will result if
q,(1 - p)(V,& - V'&) < (qi - qh)Q·

31 In the separating outcome, non-adoption would imply an undervaluation  of V   - 1/W, where  this

pooling outcome causes an undervaluation of (1 - P)(Vb - V&). Note that the exact value for the a

priori probability p becomes relevant here.
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A second pooling equilibrium, in which (i) both jirm types do adopt an anti-takeover
measure, and (ii) the shareholder beliefs are (iz.a) if adoption is observed, then the a
priori probabilities of the jirm types are not changed,  and (ii. b) if adoption would not be
observed,  then the jirm has to be a bad one, will result if qhp(Vi& - Vi ) 2 (qt - qh)Q·

Similar to the case of the separating equilibrium, share price developments over time can
be sketched for both firm types. However, these graphs are less interesting, since nothing
will  happen  at  time  1. The reason is that shareholders  can not reveal  the true firm type
at that time. Hence, the only share price response occurs at the end when R possibly
launches a takeover attempt. The only interesting point to make is that R now faces the
possibility of paying either too much or too little for the underlying fundamental value
of the firm. That is, in case the firm is bad, she pays PV,& + (1 - p)146 + Q in the tender
offer, while owning only 1/4 + W.  If W is rather small, this might even cause her a total
loss.  However, she faces a similar chance of ending up with a windfall gain if the firm
turned out to be good. Since R is assumed to be risk-neutral, these consequences do not
prevent her from bidding in this way.

Finally, we are left with two more equilibrium candidates: the ones in which one of
both firm types randomizes over adoption and non-adoption, whereas the other type
plays a pure strategy. These so-called hybrid equilibria (Gibbons 1992) are as follows:
(i) H.E. 1 in which a bad firm will never adopt a takeover barrier and a good one will
randomize with probability A o f adoption (0 <A< 1), and (ii) H.E. 2 i n which a bad
firm randomizes with chance A of adoption (0 < fv < 1) and a good type will always
adopt. The corresponding shareholder beliefs are straightforward: (i) H.E. 1: if they
observe adoption, it has to be a good firm and non-adoption leads them to update their
a priori beliefs using Bayes' rule, and (ii) H.E. 2: if they do not observe the signal, then
the firm is bad, while observation leads to Bayesian updating.

The Bayesian updating process proceeds as follows. Take, for example, the case of
H.E. 1:

Pr{firm is good   firm does not adopt} = -al, (5.3.8)
(1 - A)P

(1  - A)p + (1  - P)

where we know that al < P, since fi > o. This is economically intuitive: if the firm did
not adopt, the likelihood that it is a bad type has increased.

The incentive constraints for both firm types are as usual. A good firm randomizes
in H.E. 1, hence, we have the equality

q,(1 - ai)(14& - 1/4) = (qi - qh)Q, (5.3.9)

where we naturally get close to (5.3.3) if al is almost 0, and approximately (5.3.5) if
at  is  near 1. Furthermore, this equality implies  that the inequality  for  a  bad  firm  is
automatically satisfied; again, the stronger incentive for a good firm to signal implies
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that a good firm's indifference to signal must make a bad firm's M definitely reluctant

to signal.
The case of H.E. 2 is exactly identical; here, M of a bad firm randomizes over adoption

and non-adoption. As a result, a good firm will signal with certainty. These two outcomes

are summarized in the next proposition.

Proposition 5.3.3 A frst hybrid equilibrium, in which (i) a good jirm will randomize,
(ii) a bad one will not adopt for sure, and (gu) the shareholder beliefs are (iii.a) if adop-
tion would be observed. then the jirm has to be good, (iii. b) if adoption is not observed,
then Bayesian Updating implies that the jirm is good with  probability  al,  will  result  if

q,(1 - al)(Vff - Vi&) = (qi - qii)Q

A second hybrid equilibrium, in which (i) a bad ,/irm will randomize, fii) a good one
will always adopt.   and  (iii)  the  shareholder  beliefs  are   (iti. a)  if  adoption  would  not  be
observed, then the ,/irm has to be bad, (iii.b) if adoption is observed, then Bayesian
updating implies that the jirm is good with probability a2,  with a2 a p/[Pt f2(1 - p)],  will

result i.f qha2(146 - Vb) = (qi - qh)Q·

The resulting share price movements are more interesting than for the two pooling
equilibria. Take, for example, the first hybrid equilibrium. The initial share price

(at  time  0)  is a weighted average  of the expected values  for  time  1 ; hence, it equals

pACK& + qhq) + (1 -pA)(all/,6 + (1 - al)1/4 + qtq)· The reason is that ex-ante the
shareho!ders expect a firm to adopt with probability pA; it has to be a good firm and it
has to adopt. Afterwards. adoption makes them value the firm as if it were a good one
and non-adoption updates their probability for a good type to  at·

Comparing this initial share price with the one in the separating outcome shows

it too be strictly larger; the reason is that the shareholders are still faced with some
uncertainty in case a firm does not adopt in the hybrid equilibrium, hence, its share

value at time 1 will be somewhat larger than valid for a truly bad type.32 Therefore, we
have the interesting prediction that signaling implies a larger share price increase in the

separating equilibrium than in this hybrid outcome. Similarly, the negative share price
reaction in case of non-adoption is stronger in the separating outcome than in the other

hybrid equilibrium H.E. 2.
A second interesting point involves the share price reaction for a good firm in case no

tender offer is announced. As can be seen in the graph, this reaction might be positive,
although it is always smaller than the reaction to a bid announcement.33 The economic

32Formally, we have pfl(v.+ qhQ) + (1 - pfi)(alvt& + (1 - al) v,6 + q,Q) - {P(Vff + qhQ) + (1-
p)(Vb + q,Q)} = p(1 - fl)(qi - qh)Q > 0, using the randomization constraint (5.3.9)

33Formally, we have all/&+(1- al)V,4 + q,Q < Vf, if qi + qk/qi < 1, i.e., if qi is sufficiently small
and qh still much smaller. In addition, though, at V& + (1 -at ) v.4 + Q is always larger than v.4: hence,
a tender offer is always greeted with more enthusiasm.
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intuition is that the decision of a good firm not to adopt might decrease its share value
so severely that it drops below Vf„ the underlying firm value as a stand-alone unit. This
will occur if fi is rather large; the stockmarket expects a good firm to adopt with high
chance.

Share price -
Vt,+Q-

vA E 1/ff + AQ -
A/  -

atvbt (1-ai)1/,&+Q-               i 
pfivA + 0 - pfl)\/N  Z 3/

V  -

«»/«li .1',VN E all/ff + (1 - al)1/  + qtQ -

0                      1                      2             Time

Share price of a good firm.

Share price .

all/.6 + (1 - ai)146 + Q

PAVA + (1 - pfi)VN

VN E all/.6 + (1 - al)11& + q,Q

VL - -/.
1

0                      1                      2             Time

Share price of a bad firm.

Figure 5.3.4. Hybrid outcome H.E. 1: share price developments.

The graphs for both firm types are shown in Figure 5.3.4. Note that the branches for
the  good  firm are either denoted  " A"  or  " N", referring to adoption and non-adoption,

respectively. Similar graphs apply to the second hybrid equilibrium.
A last question concerns a closer comparison of the five possible equilibrium candi-

dates. This is probably most easily done by rewriting the five relevant inequalities and
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equalities, as crucial for each outcome. such that the probability ratio qh/qi is isolated.
The next five conditions now result:

_ Q - (v.6 - vt)  5 11   <             QZLS I=

0            91       1<6 - 1,;& + (2 E zus (5.3.10)

1    <   Q- (1- p)(K.6 - Vi:,) -= Zpl (5.3.11)
0                      9
&>  Q
0       -      (v b-  Vb )p + Q

-zpi (5.3.12)

qh       Q - (1 - al)(Vff _ 1<6)
-                                E ZH1 (5.3.13)
0                       0

8=  Qqi        (Vb - 4,)a2 +  E Z'/2, (5.3.14)

where the subscripts of the z-variables refer to the lower bound of the separating equi-
librium (LS), upper bound of the separating equilibrium (US), pooling equilibrium 1
(Pl), pooling equilibrium 2 (P2), hybrid equilibrium 1 (Hl), and hybrid equilibrium 2
(H2), respectively. Note that we know that 0 < ai < p and p < a2 < 1. Therefore, it is
straightforward to show that zLS < ZH1 < ZP1 and zus < ZH2 < ZP2· Next, comparing
the different bounds of the first three conditions, we are able to come up with a partition
of the total possible range for the probability ratio qb/qi, such that in each part at least
one and at most three equilibria could prevail. This is formally stated in the following

proposition.

Proposition 5.3.4 Comparing the bounds zLS, zus,zpi, and zp2 leads to three cases:

1. if YAQviL 5 220 then zLS < zus < zpy 5 zpi < 1.

·, 2-1/p < 1.'&24 5 T  then zLS < zus S Zpl S Zpi < 1.2.   ZJ    1 -p

3.  if » 2 di then  zLS  <  Zpl  S  zus  <  zp2  <  1.

PROOF. See Appendix 5.A.2.                                                            0

Note that zus > 0 and zp2 > 0, whereas zLS and zpl could be negative. Furthermore,
case 1 is only possible for values of p strictly larger than 1/2. Suppose that zLS > 0

34(that is, 1/b - 1/ , < Q); now we can visualize this proposition as follows.

P. E. 1

H.E.1

S.E. H.E.2 P.E.2
'.     '.

11
Case 1. 0 ZLS ZUS ZP2 Zpl 1         8

(q'.

34The case with zLS S 0 is totally similar.
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P.E. 1

H.E.1

S.E. H.E.2 P.E.2
., ..

1
1

Case 2. 0 ZLS ZUS    Z Pl    ZPl 1           8
qt

P.E. 1

H.E. 1
' '

S.E. H.E.2 P.E.2

1 1

Case 3. OZLS Zpl ZUS ZP2 1          8
qt

Figure 5.3.5. Visualization of three cases of Proposition 5.3.4.

Remember  that  0   <   qh   <   qi   < 1, hence, the relevant interval to partition   is   [0,11
Furthermore, zLS and  zpi will become negative as  (1/,6 - 1/1&)/Q grows sufficiently large.

However, zpl will always remain the larger of the two, since both variables are lower and

upper bound for H.E. 1, respectively. As a consequence, both H.E. 1 and P.E. 1 will be
impossible if (1/ff - 1/&)/Q is too large; the idea is that a good firm will never refuse to

signal now.
The interpretation of the partitions is best understood as follows. Per single case,

a partition shows which equilibria might be sustained for specific values of qb/qt. Fur-
thermore, the order of the cases is such that it shows the trends when the crucial ratio
(1/ff -1/6)/Q grows larger. Along these lines, we can observe several interesting trends.

First of all, in each case, the five equilibrium candidates cover the total range of [0,1],
as expected, since each ratio qh/q, should give rise to at least one equilibrium.

Second, each case shows that the equilibria S.E., H.E. 2, and P.E. 2 can never be
sustained at the same time; they are complementary. The reason is that in all these
equilibria a good firm will signal with probability 1; hence, they differ only with respect
to the behavior of a bad firm.

Third, the relevance of the ratio qi/qh is now straightforward. For example, if it is
close to  1, the decrease in the takeover premium, due to adoption, is rather small; hence,
both firm types are expected to adopt (outcome P.E. 2). Similar arguments apply when
the probability ratio gets smaller.

Fourth, it is clear that the relevant sustaining range for each equilibrium candidate,
except P.E. 1, grows larger as (144 - Vb)/Q increases until it reaches the value  1.  The
economic intuition is that both firm types will now have a stronger incentive to adopt,
making equilibria in which at least the good type randomizes more probable. For the
same reason, as noted earlier, P.E. 1 and H.E. 1 become impossible as this ratio of
misvaluation and takeover premium Q gets too large.
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Fifth, all four relevant bounds decrease as (1/f, - 1/15)/Q increases, some faster than
others. In combination with the former trend, this implies that the maximal sustaining

range for each possible outcome can easily be determined: (i) S.E. has maximal support
if zLS - 0 and zus = 0.5 (at 1/&-1/& = Q), (ii) P.E. 1 has maximal support if 1/6 = 14&,
since the reason for signaling has now disappeared, (iii) P.E. 2 has maximal support if
C v&  - 1/ff)/0 reaches infinity; all firm types now adopt the measure, (iv) H.E. 1 has
maximal support if zLS = 0 and zpi = P Cat 1/& - 1/& = Q), and (v) H.E. 2 has maximal
support  when the relevant ratio is larger than  1.35

To conclude, Proposition 5.3.4 enables a sensitivity analysis with respect to the pos-

sibility of each equilibrium candidate.  In this sense, it is a powerful source to come up
with predictions regarding outcomes of the model for different sets of parameters. Fur-
thermore, the previous conclusions underscore the irnportance of the ratio (14& - 1/4 )/9,

as already mentioned several times before.
The next section will compare predictions of the model, both regarding possible out-

comes and resulting share price developments, with existing empirical evidence.

5.4 Empirical evidence and conclusions
In this section we will consider existing empirical evidence related to the predictions of
our model. First, an important consequence of our model is the decrease in takeover

probability after the adoption of an anti-takeover amendment. Several authors deal with
this issue, as earlier described in Chapter 2. In the overview table in Section 2.5, the
"direct effects" column clearly shows that many studies have found a decrease in takeover

probability after a barrier has been adopted. Pound (1987) is probably one of the first
studies. He finds that firms, after having adopted an anti-takeover amendment, have a
chance of 28 % of being acquired, while their similar colleagues without the amendment
face a higher likelihood of 38 %.36 Ambrose and Megginson (1992) report a broader
study of the determinants of the takeover probability. They find that both anti-takeover
amendments and poison pills do not seem to have a significant influence on the takeover
likelihood. However, the so-called blank check preferred stock authorization does have
a significant negative influence. Other variables, particularly firm size, turn out to be
better indicators of a future takeover attempt. Finally, Comment and Schwert (1995)
provide a study on the effects of the most up-to-date anti-takeover measures. One of
their results states that the modern anti-takeover measures (e.g., several types of poison
pills) decrease the probability of a takeover with about 5 % (significantly), measured on
an annual base.

Second, our model predicts that anti-takeover amendments will be more likely adopted

35More specifically, when (Vff - 1/&)/Q = v/1·7 > 1
36The eventually paid premia do not differ significantly between the two subsamples. So, Q is probably

not too dependent upon adoption of an amendment.
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when there is an unusually high takeover threat. It is exactly at this moment that. a
potentially existing, though temporary, undervaluation of the firm's shares becomes risky.

Comment and Schwert (1995) report such a tendency for manage.rs to adopt poison pills

when the likelihood of a takeover is unusually high.37 About 6 % of all firms adopting a
poison pill are put in play within the interval of 25 days before until 25 days after the
adoption of the pill. This fraction is far larger than the 1.7 % of the firms in the control

sample, all of which have not adopted a pill.
Third, some share price patterns result from our model, each depending upon the spe-

cific equilibrium. Several authors have performed event studies to measure share price

effects of the adoption of anti-takeover amendments. The most important studies are
the following.38 First, Linn and McConnell (1983) investigate share price reactions on
the adoption of all kinds of anti-takeover measures by firms listed on the NYSE over the
period 1960- 1980.·39 Their main result is that common stock prices increased significantly
with the introduction and adoption of these takeover barriers. In addition, a removal

of existing barriers caused a decline in the share price. Whereas the first result lends

credence to the separating equilibrium and the two hybrid equilibria in our model, the
latter does not. In the model, adopted anti-takeover amendments could be removed after
R decided not to come up with an offer and the information asymmetry would be (some-
what) solved without any share price effects. However, lacking in Linn and McConnell's
research is the share price effect for the same barriers when adopted. To check our model
predictions, the combined share price effect of adoption and successive removal is rele-
vant in order to abstract from other barrier related issues. Second, DeAngelo and Rice

(1983) have found negative, though not statistically significant, share price effects of the
proposals to adopt a takeover barrier. Their research covered the period between 1974

and 1979. Third, Jarrell and Poulsen (1987) consider a more recent and larger sample of
anti-takeover amendment adoptions. They report a statistically insignificant, abnormal
share price return of -1.25 % around the day of the proxy statement.  More specifically,
within the total set of amendments, only the fair-price amendment has positive effects.

Fourth, Comment and Schwert (1995) use the largest sample, since many amendments
were adopted at the end of last decade and the start of this one. Their main adoption
effect result is a small, though positive, 0.2 %. However, in an attempt to differentiate
between the information and the potential deterrence effect of poison pills, the authors
split their total sample in two subsamples. The subsample with firms, where the market
is already aware that a takeover attempt could be forthcoming, now gives a negative 2 %
reaction after adoption. However, for our model purposes it remains to be seen whether

37With poison pills, the authors here refer to all kinds of modern anti-takeover measures, including
the ones central in our model.

38See Section 2.4.3 for more details.
"Compared to Comment and Schwert (1995), these measures could be called traditional.  Most

modern amendments are, far more heavily, incorporated at the end of the 198()s and beginning of the
1990s.
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this subsample is relevant or the other one; this crucially depends upon the authors'
exact criteria in splitting their total sample.

Fourth, it would be possible to cite the overwhelming evidence that takeovers lead to
significant premia for the target shareholders:  These share price effects are, by assump-
tion of Q, also incorporated in our predictions. However, a better test for our model
would consider both effects: at the adoption of the measure and around the (potentially
succeeding) takeover attempt. The sum of these effects would give us a better idea of
the empirical validity of the model. Furthermore, most share price misvaluations will in
general be temporary, hence, causing the removal of amendments after a certain time
period in order to attain the premium Q with larger probability. Therefore, an empirical
study, trying to handle this feature, will be very promising. Finally, such an empirical
test should ideally cover a sample period during which share price misvaluations seem
to be likely. A first suggestion here might be the time interval around large stockmarket
movements, for example, the October 1987 crash. It is interesting in this respect that
Comment and Schwert (1995) report an enormous increase in anti-takeover devices at
the end of 1987.

To conclude, this chapter has formalized the argument that the adoption of anti-
takeover amendments signals private information of the incumbent manager. This infor-
mation does not concern the probability of a takeover attempt, but his private knowledge
that the firm's shares are priced too low. Such mispricing is not that important as long
as it is temporary: however, this changes if it would lead to a value expropriation for all
the firm's shareholders. This might happen if a takeover attempt would be very likely.
Therefore, M has to come up with a credible signal regarding the claimed misvaluation.
Since an anti-takeover amendment will reduce the chance of a takeover, its adoption
could perform this signaling role. The idea is that the manager of an overvalued firm
will not adopt, since his gains of adoption are strictly smaller than for an undervalued
firm. As a result, adoption of such amendments would lead to upward share price reval-
uations. The crucial variable in the model is the ratio of total amount of misvaluation
versus takeover premium (i.e., (Vi& - Vb)/Q); hence, direct empirical tests of this idea
have to focus on these elements.

40See, for example, Jensen and Ruback (1983), and Jarrell, Brickley, and Netter (1988), Section 3.2
discusses their main results.
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5.A Appendix: Generalizations and proofs
5.A.1      A general approach for the distribution of the synergies
In the main text, we have assumed that Q is independent of both W and the adoption
decision. However, in general, one might expect that Q is related to both. First of all,
since W is the total amount of synergies to be distributed, it is better to assume that Q
is a fraction of W. Second, the anti-takeover amendment will generally shift bargaining
power towards the target when distributing W. Therefore, a more general approach of
the synergies distribution would model Q as follows:

Q =(1- 4)W, (5.A.15)

where fraction bk of the total surplus goes to R. In addition, 4 can be either low or high.
Since adoption will make R a relatively weaker bargainer, we assume that k=w after
adoption and k=s otherwise, where w naturally refers to "weak"  and s t o "strong".By
definition, 6. < 4, furthermore, 6w now corresponds with C„ and similarly for 8, and
(l·

Assuming that R has to recover her takeover costs Cj (with j - 1, h) from her part
of the total gain  W, we arrive at the new definitions for qj:41

q, - Pr {W 2 t}. (5.A.16)

q,  =  pr { W  2 9) (5.A.17)al)
Since 8, > Bw, we have qi > qh, just as before. The difference qi - qh has only grown
strictly larger, since adoption has now two negative effects for R.

The equivalents of the crucial inequalities (5.3.3) and (5.3.4) for the separating equi-
librium are now as follows:

q,(1/4 - 1/4) 2 q,E <6.WIW 2    - qhE <6™WIW 2 91 > qh(1/6 - 1/4). (5.A.18)
0- )

Since qi > qh, we only have to show that the middle part is strictly positive to prove the
possibility of a separating equilibrium. Assume for the moment that 6 E 8, = Sw. Now,
define the function G(Cj) as the expected takeover premium, that is,

GCC,) = pr{W 2 9} E '11,»'1». 2 9'} (5.A.19)

Differentiating with respect to Cj shows that this function is strictly decreasing as long

as f(W) > 0 and W > 0. By assumption, these conditions are satisfied. Hence, the
41 The other possibility, a distribution  of the  net  gain  W - Cj  over  both  R  and the target, would  lead

to exactly the same results.
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previous middle part is strictly positive. since Ct < Ch; this result gets even stronger if
6, > Swis added.

To conclude, making Q dependent upon W leads to a similar analysis, as stated in the
main text.  It will lead to two differences:  (i) q, - q„ grows larger, and  (ii) the difference
of expected gains to be appropriated E{6.WIW 2 0/6.}- E{8™WIW 2 CA/Sw} grows
smaller (even negative, when bi is sufficiently close to 6,) However, since effect (i)
is stronger than effect (ii), the difference between expected takeover premia remains

positive.

5.A.2    Proof of Proposition 5.3.4
We know that 1/,6 - 1/6 >O,Q> 0, and 0 <p<1. Furthermore, the following variables
are defined as the bounds in the conditions (5.3.10), (5.3.11), and (5.3.12), respectively:

9-(Vt&_ 14:)=l- 1/ff_ V.4 (5.A.20)ZLS -
Q  ,Q

9 1
(5.A.21)Zus   -    v.6 - vt +Q  =  (vf, - V.4)/9 +1'

Q - (1 - P)(14& - V'&) VA -vt
Zpl Il = 1 -(1 -p)  "'

Q
(5.A.22)

Q
0 1

ZP2  E                   -                                 (5.A.23)(v.6 - vt&)p +Q- p(1/,6 - 14&)/Q +1
From the separating equilibrium case, we already know that z S < zus. Furthermore,
since 0<p<l,i t follows  that  zLS  <  Zpl   <1  and  zus  <  ZP2  <1.   Now, it remains  to
compare zpl versus zus and zp2 versus zpl.  The first comparison gives the next result:
iff (1/4 - Vb)/Q 2 p/(1 - p) then  zus   2  zpl· The second comparison leads  to  this
conclusion: iff (Vf  - 1/4)/9 5 (2 - 1/p)/(1- p) then zpi 2 zp2· In addition, it is clear
that p>2- 1/p for every possible value of p. Therefore, we can come up with three
cases.

Case 1: (Vi& - V&)/0 5 (2 - 1/p)/(1 -p)
From the second comparison  we  now  know:   zp,  5  zpl· The other inequalities
follow from their general validity.

Case 2: (2 - 1/p)/(1 - p) S (v,6 - Vb)/0 5 p/(1 - p).
From the first comparison we now have:  zus 5 zpl, whereas the second comparison
gives us: zpi 5 zp2· Furthermore, we already know that zLS is always the smallest
bound of the four.

Case 3: (v.6 - 4,)/0 2 p/(1 - p)
From the first comparison we now know: zpi 5 Zus· The other inequalities then
follow from their general validity.

These three cases correspond exactly to the three parts in Proposition 5.3.4.           0



Chapter 6

Equity types for an entrepreneurial
firm

6.1 Introduction

In Section 4.4.3 we have seen that deviations from the one share-one vote security voting
structure are often suboptimal. The underlying idea was that a single class of shares

enabled the entrepreneur to maximize the future shareholder value of the firm, which
he was planning to sell, under most circumstances. More specifically, if there would
be two future contenders for control (M and R) and the likelihood that both of them
would have strictly positive private benefits of control is rather small, then a single class

of shares maximizes the value to be received by the (future) shareholders. Hence, the
entrepreneur, after having decided to take his firm public for the full 100 %, will choose

for this security voting structure to maximize his issue proceeds. That is, investors
are willing to pay the largest issue price for the total firm if only one class of shares

is outstanding, knowing that this would maximize their future value. The two most
important reasons that one share-one vote is the best solution in this situation are as

follows: (i) it prevents the existence of cheap votes, which would automatically result if
two or more classes of shares are outstanding, and (ii) the buying investors (the firm's
future shareholders) are assumed to be atomistically small. The first reason implies
that both contenders have to compete over 100 % of the potential shareholder value
of the firm, while trying to win a future contest. The second reason implies that the
winning contender has to pay at least a price equal to the shareholder value of the firm,
as realizable under the superior candidate of the two.

In terms of the framework in Section 4.4.3, a one share-one vote structure implies a
total firm value of max{VM, VR} + min{BM, BR} if min{BM,BR} = 0,1 remember that

1 If  min{BM, BR }   > 0, other security voting structures are preferred  over  the one share-one  vote
set-up. See Section 4.4.3 for details.  We have included the second component, min{BM, BR}, to make
the underlying general idea clear, although it equals  0  here.
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16 and Bj refer to contender j's shareholder benefits and private benefits of control,
respectively, with j = M, R. The economic intuition for this solution is straightforward
too.  If the entrepreneur decides to takes his whole firm public, he realizes that investors
are willing to pay the largest amount of money for it if it is managed by the best
candidate. That is, the investors expect to have no monitoring capacity themselves
(since they are atomistically small), and, hence, would like to rely on a well functioning
market for corporate control. The entrepreneur can influence the latter disciplinary
force by setting up a voting structure that maximizes the probability that the superior
contender will win a potential contest. As just argued, the one share-one vote structure
guarantees in most situations that the superior candidate will win or, more importantly,
that shareholders will receive the highest amount in such a contest. The total firm value
speaks for itself in this respect; it will equal max{VM, VR 2

A crucial assumption in this case is that the entrepreneur is planning to sell his firm
totally. That is, he will not be a future shareholder himself. In addition, he will stop
managing the firm too; that is, a new manager M will come in after the initial public
offering.  As a result, the sole objective of the entrepreneur is to maximize the future
shareholder value of the firm. However, the results will change if the entrepreneur decides
to retain part of the firm's equity.3 The situation will become even more different if the
entrepreneur has to be the first manager M of the firm. That is, it is impossible to sell
the firm without any continuation of the entrepreneur as the person in charge. In this
case, the economic interpretation of the situation is somewhat different. The background
now is that the entrepreneur has come up with a certain idea for a profitable project, but
has no initial wealth to finance it.4 Hence, outside financing has to come in. Under the
assumption that the outside investor has to be a single person, Aghion and Bolton (1992)
(here after referred to as AB) now show that three types of financial instruments can
solve the problem. The idea is that each instrument implies another type of corporate
control.  That is, the fact that both the investor and the entrepreneur/manager are single
persons implies that the role of the market for corporate control is not necessary, each
one of them can and will control the other one. The best choice of a financial instrument
is now thus based on a different criterion than before; the entrepreneur would like to
maximize his private benefits of control (including his future salary), knowing that all
security benefits will go to the outside investor. However, the outside investor is only
willing to invest  if she can at least recover her initial investment  (to  set  up the project).5
So, both security and private benefits are now important. Note that this new situation

2Note  that the superior contender  from a shareholder value point  of  view,  i.e., arg max{VM, R '
does not necessarily win the contest. The winner of the contest  will  be  arg max{Vw  + BM, VR + BR};
however, he (or she) will always pay the amount max{ KM, 1/R} to the firm's shareholders.

3See, for example, Bebchuk (1994), Zingalis (1995), and Bebchuk and Zingalis (1996).
4Or his wealth does nut suffice to finance the investment costs of the project. For simplicity, his

initial wealth is assumed to be 0.
sAs in AB, we will also refer to the entrepreneur/manager as he and to the investor/shareholder as

she.  Furthermore,  we  will  use the respective abbreviations  M  and  SH.
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implies that we consider a specific type of firm. The best example is an entrepreneurial
type of firm in which some outside financing is needed, but which is still very dependent
upon the presence of the entrepreneur.

Using this framework, AB have developed a theory of capital structure based on
control rights. The idea is that each financial instrument implies a different form of
control.  If the entrepreneur chooses to issue non-voting equity. the votes will remain in his
own hands, while all dividends go to the investor. To make this structure controllable for

the shareholder, she can influence M's behavior through the to be contracted managerial
compensation schedule. If voting equity is chosen, both the dividend claims and the votes

are transferred to the investor. Now, M has to be given some compensation for the fact
that SH can both decide what to do and will receive all the financial rewards. M could
influence SH's decisions by bribing her for which he needs money, to be received from
the contracted managerial compensation schedule. Finally, if the entrepreneur chooses

for debt, the control over the firm will be contingent upon a (early) signal. Depending
upon the exact value of the signal, either M or SH will get control. Note that this link
between capital structure and corporate control is very interesting, since it implies a nice
starting point for many daily corporate governance issues. That is, the former theories
of equity types all assumed that the control contest was the ultimate form of control.

However, AB provide a set-up in which control is determined by the type of financial
instrument.6

This chapter will be based on this idea of AB. It will only consider the two types

of equity as potential financial instruments. The reason is that voting equity is an
optimal solution in more situations than originally thought by AB. Hence, we will make
a stronger case for the one share-one vote set-up, compared to non-voting types of
shares. The specific managerial compensation schedule will play important role in our
analysis. As argued before, M may need some money to bribe SH in the voting equity
case. However, his lack of any initial wealth makes his bribing opportunities crucially
dependent upon his salary. The main issue then is what type of salary will be optimal.
We will show that a salary of two components, a fixed one and one proportional to the
firm's return, is optimal. AB did not include the fixed salary component, thinking that
it would not add anything to their results. Coming back to the issue of takeover barriers,
this chapter shows that control by an outside shareholder could do a good job as long
as the managerial compensation schedule is adjusted to keep things attractive for the
entrepreneur.

The set-up of this chapter is now as follows. Section 6.2 will describe the relevant
aspects of the AB model, needed to understand our analysis. Next, Section 6.3 will

6Note that the contingent control situation does not directly imply a financial instrument with the
same properties as ordinary debt, as observed in daily practice. That is, AB do show that control may
shift contingent on the realization of a verifiable state (the signal), but that does not automatically
imply that the failure to fulfil debt obligations is the cause for the control shift. Others have shown

this, however. See, for example, Hart and Moore (1989) and Dewatripont and Tirole (1994).
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reconsider the optimality of the voting equity instrument.  It will mainly contain the
technical elements that make up the idea that a fixed salary is not superfluous, as
thought originally. Section 6.4 will provide some numerical examples to give an idea
what the exact implications of the results in Section 6.3 are. Section 6.5 will discuss the
economic intuition and some empirical predictions, while Section 6.6 will end with the
main conclusions.

6.2 Relevant aspects of Aghion and Bolton model
First of all, the type of analysis is in line with Grossman and Hart (1986) and Hart
and Moore (1990), that is, contractual incompleteness, resulting from the assumption
that contracts can not be contingent on some important future variables if these are too
costly or simply impossible to describe ex-ante, is the chosen framework. An important
difference between AB and the other two is the assumption about the initial levels of
wealth of the individual agents. Whereas the other two assume that all agents are suffi-

ciently wealthy, AB introduce explicit wealth constraints for one of the two contracting
parties, namely the entrepreneur/manager.

The idea is that the entrepreneur has to raise funds to finance an investment project.
Since he is assumed to be penniless, he needs to borrow funds to finance this project.
This is where the shareholder SH comes into the play. Since M and SH may have
conflicting objectives regarding the future developments of the project, which as a result
of contractual incompleteness and wealth constraints can not be perfectly brought into
line by the initial contract, there is a role for the division of control rights of the firm
undertaking the project. Different financial instruments (such as debt, voting equity
and non-voting equity) have different control rights and therefore this division of control
rights, to converge conflicting objectives, could play a role in the determination of the
financial structure of the firm, just as more traditional determinants such as differences
among financial instruments based upon their revenue-streams or tax-treatments.

The main point of the AB model is the role of the division of control rights among
M and SH to circumvent problems created by the contractual incompleteness and the
wealth constraint. Two main situations are considered: one in which future actions
are not contractible ex-ante and one in which they are, by specifying ex-ante action
restrictions. This chapter is restricted to the first situation. AB now show that there
are essentially two efficient forms of control allocations: (i) unilateral control allocations
(M or SH has all the votes), and (ii) contingent control allocations (control of one or
the other party depends upon the verifiable realization of a random variable). The two
possible unilateral control allocations are called: "entrepreneur control" (Section III.A in
the AB paper) and "investor control" (Section III.B); the contingent control allocation
is finally described in Section III.C. Since we strictly focus on equity types, only the case
of unilateral control is relevant (that is, either non-voting or voting equity). Hence, our
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investor is always a shareholder and, therefore, we will use the terms shareholder control
and investor control as equivalents. More specifically, our attention confines to the
optimality of the voting equity type, the "investor" or "shareholder" control situation.

The relevant aspects of the AB model are as follows.

•   Two contracting parties  M  and  SH.
A penniless entrepreneur M seeks funding for a project, with set-up costs K, from
a wealthy shareholder SH. M is assumed to have all the bargaining power and can
thus make a take-it-or-leave-it offer to SH. The shareholder demands an expected
return of the project at least equal to her initial outlay; so, her expected return has
to be at least equal to K. This gives rise to her individual rationality constraint..
Both agents are risk-neutral and their Von Neumann-Morgenstern utility functions

over income (r) and action (a) are:

UM(r,a)  =  r t B(a,0), (6.2.1)

USH(r, a) == r. (6.2.2)

The monetary elements in these utility functions are specified by r (which depends

on a, 0, and a probability mechanism) and the non-monetary payoffs are B(a, 0),
where B refers to the state of nature (see below). These non-monetary payoffs are
referred to as private benefits of the entrepreneur, and they can be positive or
negative. We thus see that there are potential conflicts of interest between the two
contracting parties, and the question now is if the initial contract or the division
of control rights can perfectly realign the objectives of M and SH.

• The project.
At t = 0, the project has to be set up at cost K. At t = 1, the state of nature (0)
is realized, which is perfectly identifiable but not verifiable, furthermore, at. this
time a signal s is given, which is verifiable, but imperfectly correlated with the
state of nature.  At t=2, the project returns r are realized. In between t=1
and t = 2, an action a is taken by the entrepreneur, which is dictated by the party
who is in control. This action determines, in combination with the prevailing state

of nature (8) and a probability mechanism, the monetary returns of the project r;
the private benefits of the entrepreneur B(a, 0) are just dependent upon a and 0.

• The ex-ante contract and renegotiation.
By assumption the initial contract can not be based upon the state of nature; it
can, however, be made contingent upon the verifiable signal s. In the set-up we
consider in this chapter, the actions of the agent in control are also not verifiable,
so, they can not be included in the contract either. All monetary returns are
verifiable.
Every ex-ante contract has to specify:
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1. A compensation schedule for  M.
Convention: all residual returns of the project go to SH, whereas M only
gets a monetary transfer, t, being dependent upon the signal s and the return
realization r. Since M has zero initial wealth, the set of possible transfer
schedules is restricted to t(s,r) 20, for all possible values of s and r.

2. A control allocation rule.
Although this allocation rule is defined in the most general way in AB, for
our purposes we only need to consider three cases: (i) entrepreneur control,
(ii) shareholder control, and (iii) contingent control. The control allocation
determines who gets the right what action to choose. If the entrepreneur or
the shareholder has control, he or she decides what to do, independent of
the signal s; under contingent control, the action decision depends upon the
realization of this signal (e.g., if s = 0, then M has control and if s = 1, then
SH has control).

Since the ex-ante contract is incomplete, Pareto-improving renegotiations can be
possible after the realization of the state 0. The authors assume that these rene-
gotiations will take on the following form: once 0 is known to both parties, M can
make a take-it-or-leave-it offer of a new contract to SH. If SH accepts this offer

(and she will, if she will be (weakly) better off under the new contract), then this
new contract is enforced. Otherwise, the old contract is enforced.

• Simplifying set-up.

1.  There are only two states of nature:  e = {Og, Ob}, where the (prior) probability
of state 8, is q

2.  There are only two actions  in the action set:  A  =  {ag, ab}, where a,  is the
first-best action in state 09 and ab is the first-best action in state Ob

3.  The signal  can only take on two values:  s  E  {0,1 }
4.  The final-period monetary returns  can  take  on  only two values:   r E   {0,1}

The expected final-period monetary return, 1/i, in state 0, under action aj is
defined as:

1/; E E{fl# = Bi, a = aj} = Pr{f = 110 = 0,·,a = ajl. (6.2.3)

5. The private benefits of M in state 0, under action aj are defined as Bj.

• Consequences and crucial assumption.

1. Since r can only take on two values, it is easily shown that the total set of
possible transfer schedules t(s, r) can be further restricted to the set of affine
transfer schedules of the form t(s, r) = t, r + t  without loss of generality.7

 See footnote 8 in AB. The parameters t. and t; are constant.
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2.  By definition of the first-best action pair (a„ ab), we have:

V.+B% > V.+Bt, (6.2.4)

K' +R  > e t g (6.2.5)

3. Finally, it is assumed that this first-best action pair is feasible, so:

q'17 + (1 - q)Vb > K. (6.2.6)

This last crucial assumption states that if SH will get all the monetary returns
of the project,  then her expected income  will be large enough  if the first-
best action plan is chosen; or, differently stated. her individual rationality
constraint is then always satisfied.

6.3 The optimality of voting equity reconsidered
When treating unilateral control allocations, AB try to find necessary and sufficient con-
ditions under which these control allocations are first-best efficient. Under shareholder
control, the shareholder chooses that action  in some state of nature  Oj,  with  j  €  {g, b},
which gives her the highest payoff. When we consider a general transfer schedule t(s, r),

this means: asH(09, s) E arg maxaEA{V,9 - t(s, V,9), 1,19 - t(s, K')}, where asH (Og, s)  is
the optimal action for the shareholder in state Og, after realization s of the signal.  In a
similar way, asH(Ob, s)  is the optimal action for her in the other state, when the signal
equals s. An initial contract inducing the shareholder to take the first-best actions (pos-
sibly after renegotiation) is now called first-best efficient. The main question now is to
find necessary and sufficient conditions under which such a first-best contract is feasible
for one kind of control allocation. Under these conditions this kind of control allocation
is then called first-best efficient.

If there is shareholder control, the authors distinguish two main kinds of situations.
First, they consider those situations in which monetary benefits are co-monotonic with
total revenues, where monetary benefits refer to the expected final-period return variables
and total revenues are equal to the sum of monetary and private benefits. In these
situations (formally denoted by: 1/  > 1/2 and 1/% > 1/ ) the first-best action plan can
always be achieved under shareholder control, without the need to renegotiate the initial
contract (see Proposition 3 in AB). Second, they take the complementary situations
in which monetary benefits are not co-monotonic with total revenues; meaning that
1/y < 1/f or 1/2 < 1/ . If the initial contract is now such that the shareholder will choose
that action which is not first-best efficient in at least one state of nature, then there
is room for renegotiations. In these renegotiations the entrepreneur has to change the
shareholder's mind, which can be done by offering her some bribes to choose the first-best
action after all. If the shareholder now gets a payoff (including these bribes) at least as
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large as she would get when choosing the other action, then she is willing to change her

first decision and to choose the first-best action. According to the authors, the problem

now is that M is not always able to bribe SH in this way, since it is possible that he has
not enough money to do so, as a result of his initial wealth constraint. Therefore. they

come up with Proposition 4, in which a necessary and sufficient condition is stated under
which the first-best action plan is feasible in these situations of non-co-monotonicy.

They state in Proposition 4 the following (p. 484): 'When monetary benefits are not
co-monotonic with total returns, a necessary and sufficient condition for the first-best
action plan to be feasible under shareholder control is:   4 E [ql/  + (1 - q)1/1 ] V. IV: 2
K', where x4 is the largest possible expected income of SH. This will be reached,
under the set-up considered by the authors, if t, =1- 9/1,1  and t'. -0. In proving
this  proposition, the authors proceed as follows.    Due  to the wealth constraint  of  M,
shareholder control may not be first-best efficient, since M is not always able to offer

a Pareto-improving contract to SH (his wealth restriction prevents him from offering
enough bribes in the (necessary) renegotiation). Why? Since monetary benefits are not
co-monotonic with total revenues, assumed by (without loss of generality) 1/7 < 1/69, the
shareholder will always initially choose the action ab in state Og, which is not first-best.
The reason is that all affine transfer schedules t(s, r) are such that aSH (Gg, s) is always
equal to ab, independent of the signal s. This can simply be seen as follows. We have
already noted that all transfer schedules will be of the next form:

t(s, r) = tsr + t;. (6.3.7)

Now,  aSH(#,. s)  = arg max.€A{'IV - taI/  - t's, 117 -taI17 - t'.}  = ab, since t,  <  1  (if
1,21 the shareholder would choose the inefficient action in the other state, so this can
be assumed without loss of generality). Until this moment the authors are exactly right.

However, the authors now go on with restricting attention to an even smaller class

of compensation schemes, namely those in which t'. = 0. This second restriction turns

out to be too strictly. The reason for this second restriction is given in Section III.A
"Entrepreneur control".  The idea of the authors is  that the incentive constraints of the
shareholder (the comparison of the two possible payoffs which result when the two pos-
sible actions are chosen for each state of nature) remain unaffected by this simplification
of the set of transfer schedules and that the individual rationality constraint of SH (the
constraint that the expected income of SH should be at least equal to the initial outlay

It-) is even relaxed. The first element of this idea is right, but the second can be wrong in
some situations. Since the shareholder will initially choose the inefficient action in state
#g, the parameters  t;  and  ts  have  to be decreased  in the renegotiations until a level  that
SH is willing to choose the first-best action. By assuming that t", = 0, there is, however,
no possibility for the entrepreneur to decrease his fixed component of the compensation,
although this could be worthwhile now. This can be seen as follows. Although the di-
rect influence of a positive fixed compensation is negative with respect to the individual
rationality constraint of SH (since she has to pay this amount to M independent of the
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monetary return), its indirect influence can be positive, since the marginal transfer t, can
now be decreased stronger.  If t; is positive, the variable component can be made smaller,
while still offering a non-negative transfer to M in every future situation. Besides that,
this positive fixed compensation of the entrepreneur enables him to pay more bribes
to the shareholder; it can be seen as an attempt to relax his initial wealth constraint.
The important question now is if this indirect positive influence can be stronger than
the direct negative influence. If this is the case, then positive values of t  have to be
considered too.

The same could be true for negative values of
t'., although in an exactly opposite way:

negative values of t; give room to higher (positive) values of t„ which could also lead to

higher expected incomes of shareholder SH. The authors, however, implicitly assume

that 4 2 0, since the (affine) transfer t(s, r) has to be non-negative for every value of
r  €  {0,1},  and this transfer will equal  4  if  r  = 0. Therefore, negative values of t; are

not   allowed.
The following proposition now shows that the total influence of strictly positive val-

ues for the fixed compensation can indeed be positive in some situations. The expected
income of the shareholder will then increase above its original value, as given in Propo-
sition 4 in AB. This means that the shareholder control-approach is able to implement
the first-best actions for higher values of K under some circumstances than originally
found.

Proposition 6.3.1 If monetary benefits are not co-monotonic with total returns (as-
sumed, without loss  of  generality,  by  Vgg  <  V  ), then:

1.   if 1,7 = l  or 1/f  >  1/2, a necessary and su. icient condition for the jirst-best action
plan to be feasible under shareholder control is: x4 E (ql/Z + (1 -q)1/k)17/K  2 K,
where t, =1- 17/1/6 (>0) and t; =(1-t,)1/19 - 1/6-0.

2. if V' < l and 1/2 5 1/f, a necessary and sullicient condition for the jirst-best
action plan to be feasible under shareholder control is: 11·5 .Vgg+(1- q)(1/bb -
1/f)(1 - Iq)/(1 - 1/<) 2 K, where 1, = (1/f - 17)/(1/6 - 1) (< 0) and t; =
(1 - t,).59 -VS= -t, (> 0).

PROOF. See Appendix 6.A.1.                                                            0

Note that since we know that the amount to bribe SH to choose action ag instead of ab
in state Og is equal to (1 - t,)(1/b9 - Vg), we will have to see if the entrepreneur is willing
to pay this amount of money to SH. Since in both cases of Proposition 6.3.1 11 equals

(1 -t,)1/19- 1/7,  M has to use always his total compensation in state #, under action a,  as
bribes. The question now thus is if M is willing to bribe SH to get the first-best action
in state 09. The answer is yes, since the total payoff (including private benefits) to the
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entrepreneur in state 0, under action ag, after having bribed SH, is always higher than
under action ab without the need to bribe. This can be seen as follows. By definition of
the first-best actions we know:

Vg + Bg >V/+Bt
**  B,9> Bg + t,(1/19 - 11/7) + (1 - t,)(1/1  - 1/7)

**  B  + 1,1/  + t's-(1-t,)(1/7 - 1/&)> 83 + 1,1/6 + t's, (6.3.8)

where the left-hand side of inequality (6.3.8) refers to the total payoff to M under action

ag (after having bribed SH), and the right-hand side of the same inequality refers to the
total payoff to M (the sum of private benefits and the transfer received from SH) under

action ab·
In this way we have given an alternative proposition for the Proposition 4 in AB. The

most important question now is how large the value 11-5 is relative to ir# and relative to
the first-best solution ql'gg+(1 -q)1/bb. A (positive) difference between the value of 7rs in
Proposition 6.3.1 of this chapter and the value of  -4 in Proposition 4 of AB gives rise to
a feasible implementation of the first-best action plan for more (higher) values of K, the
set-up costs of the project, under shareholder control. This would mean that the new
proposition is strictly stronger than the original proposition. The (possible) difference
between the value of 1=5 and the first-best solution ql/7 + (1 - q)1 2 can be interpreted
as a measure of the consequence of the contractual incompleteness. A large difference
means that there are many possible values of K for which the first-best action plan can
not be implemented under shareholder control, whereas a small difference would mean
that shareholder control will, in most of the cases (i.e., for many possible values of K),
lead to the first-best actions. The following corollary gives an answer to this question
about the two differences. Since case 1 in Proposition 6.3.1 leads to the same constraint
as originally found by AB (r4 2 K), we only have to consider case 2.

Corollary 6.3.2 Consider case 2 in Proposition 6.3.1. Now.

1. x5 - x4 E 1/X + (1 - q)(1/f - 1/69)(1 - 1/y)/(1 - 1/f) - (q,1/69 + (1 - q) 1,16),1/f/1/19 =
[(1 - q)('1/X - 1,19)(1/19 - 17)]/1(1 - 1/ )1/69] 2 O; so, 1rs = T4 only ifq = l.

2.  ql/&+ (1 -q)1/2 -,rs =ql'&+ (1- q)1/'<- 1/7-(1-q)(1/2 - 1/; )(1-1/ )/(1- 1/f)=
[(1 - q)(1 - 1,16)(1/b  - 1'7)]/[1 - 1/2] 20, where 11 5 = qls'7 + (1 - q)Vt only if q = l
or 1/f = l.

PROOF. See Appendix 6.A.2.                                                            0

From this corollary it thus follows that 1rs > x4, if q < 1. This means that Proposition
6.3.1 is strictly stronger as the original Proposition 4 in case 1/6 < 1 and 1/f 5 1,16.
The conclusion can thus be drawn that in this case the first-best action plan can be
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implemented under shareholder control for more (higher) values of K, since a neces-
sary and sufficient condition for this implementation is that the expected income of the
shareholder SH is at least equal to K. Even more worthwhile mentioning is the second
part of the corollary.  Here, it is stated that under either of two different restrictions
on the values of q and 1/f, the first-best action plan can always be implemented under
shareholder control. In this case contingent control and entrepreneur control thus do
not have to be considered: the optimal governance structure now is shareholder control.
This sheds a different light on the main conclusion of AB.

6.4 Some numerical examples
First of all, note that all four expected final-period return variables (17,1/1 ,  1/l,   and
1/4) lie between 0 and 1 by definition.8 Now, we will give some numerical examples to
illustrate our main ideas as stated above.

•  Example 1.
The next table gives the numerical values for the input-variables. In addition, it
states which case in Proposition 6.3.1 is actual, and it gives the resulting values

for t. and 11. Finally, the expected income of the shareholder SH is calculated.

1/7   1/69    1/f    1/    q   Case in Prop. 1   ts   t;  Exp. inc. SH
0.25 0.5 0.125 0 0.5          1          0.5 0 0.15625

Table 6.4.1.a. The data of Example 1.

Keep in mind, since 1/2 > 1/66, we are in case 1 of Proposition 6.3.1. We now know
that 1, =1- 0.25/0.5 = 0.5 and t's = 0.5 · 0.5 - 0.25 =0. These values lead to an
expected income for the shareholder SH equal to: (0.5·0.5+0.5·0.125)·0.25/0.5 =
0.15625. The other examples follow in a similar way.
These data lead to the following schedule of payoffs (before renegotiation):

State Action Payoff entrepreneur M Payoff shareholder SH
0g ag 0.5 · 0.25 +0= 0.125 (1 - 0.5) · 0.25 -0= 0.125

ab  *) 9 0.5 · 0.5 +0= 0.25 (1 - 0.5) · 0.5 -0= 0.25
Gb ag 0.5 ·0+0=0 (1 - 0.5) ·0-0=0

a5(*)      0.5 · 0.125 +0= 0.0625   (1 - 0.5) · 0.125 -0= 0.0625

Table 6.4.1.b. The payoffs in Example  1.

8The example in AB uses larger numbers, but its illustrative power remains.
'The (*)-symbol refers  to the optimal   action   in this state  for the shareholder SH, before  any

renegotiations.
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In state Og under action ag, M now earns exactly enough money (i.e., 0.125) to bribe
SH to choose the first-best action. The expected income of SH, after renegotiation,

is then 0.5 · (0.25 + 0.0625) = 0.15625.10 Since 1/6 > 1//, we know that we are in
case 1 of Proposition 6.3.1, and therefore the expected income of SH remains the
same as in the original example. This example can thus not be improved upon with

respect to the expected income of SH, as compared with AB. The next example,
however, elaborates on this point.

• Example 2.
The table with input-variables and the resulting parameter-values is as follows:

17   1/Z   1/66   1/,b   q   Case in Prop. 1    t.    t'.   Exp. inc. SH
0.25 0.5 0.75 0 0.5          2 -0.5 0.5 0.4375

Table 6.4.2.a. The data of Example 2.

These data lead to the following schedule of payoffs (before renegotiation):

State Action Payoff entrepreneur Af Payoff shareholder SH

09 ag -0.5 · 0.25 + 0.5 = 0.375   (1 + 0.5) · 0.25 - 0.5 = -0.125

at, (   -0.5 · 0.5 + 0.5 = 0.25 (1 + 0.5)·0.5 - 0.5 = 0.25
4 ag -0.5 ·0+ 0.5 = 0.5 (1 + 0.5) ·0- 0.5 = -0.5

a6 (*)     -0.5 · 0.75 + 0.5 = 0.125 (1 + 0.5) · 0.75 - 0.5 = 0.625

Table 6.4.2.b. The payoffs in Example 2.

In state 0, under action ag, M again earns exactly enough money (i.e., 0.375)
to bribe SH to choose the first-best action. The expected income of SH, after
renegotiation, is then 0.5 · (0.25 + 0.625) = 0.4375.
Note that this example is an application of case 2 in Proposition 6.3.1. It shows

that it can be worthwhile to let the fixed component of the transfer schedule
be positive, leading to lower (i.c. even negative) possible values for the variable
component. Furthermore, in this case the first-best solution generates an expected
total monetary return of 0.5 · 0.25 + 0.5 · 0.75 = 0.5, whereas *4 = (0.5 · 0.5 +
0.5 · 0.75) · 0.25/0.5 = 0.3125. This means that if K € (0.3125, 0.4375], then AB
states that the first-best action plan can not be implemented under shareholder

10Note that this is the example used in AB, after having divided all expected final-period return
variables by 400 to get numbers between  0  and  1.
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control, whereas now we know that it can be implemented for these values of the
set-up costs. However, if K € (0.4375,0.5) (note that K should always be less than

0.5), then the first-best action plan can also not be implemented under shareholder
control in the new setting.  But the next example is an illustration of a situation
in which the first-best action plan can always be implemented under shareholder
control, making it the best governance structure in that situation.

• Example 3.
The table with input-variables and the resulting parameter-values is as follows:

1/7   ng   1/66   1/:    q   Case in Prop. 1    t,    t',   Exp. inc. SH
0.25 0.5 1 0   0.5          2 -0.5 0.5 0.625

Table 6.4.3.a. The data of Example 3.

These data lead  to the following schedule of payoffs (before renegotiation):

State Action Payoff entrepreneur M Payoff shareholder SH

09 ag -0.5 · 0.25 + 0.5 = 0.375   (1 + 0.5) · 0.25 - 0.5 = -0.125

m (*)       -0.5 · 0.5 + 0.5 = 0.25 (1 + 0.5) · 0.5 - 0.5 = 0.25
Gb ag -0.5 ·0+ 0.5 = 0.5 (1 + 0.5) ·0- 0.5 = -0.5

ab (   -0.5 ·1+ 0.5 =0 (1 + 0.5) ·1- 0.5 =1

Table 6.4.3.b. The payoffs in Example 3.

In state 8, under action ag, M again earns exactly enough money (i.e., 0.375)
to bribe SH to choose the first-best action. The expected income of SH, after
renegotiation, is then equal to 0.5 · (0.25 + 1) = 0.625.
Note that this example is again an application of case 2 in Proposition 6.3.1.  In
this case the first-best solution generates an expected total monetary payoff of
0.5 · 0.25 + 0.5 ·1= 0.625, whereas  4 = (0.5 · 0.5 + 0.5 ·1) 0.25/0.5 = 0.375.
This means that if K  E  (0.375,0.625), then AB states that the first-best action
plan can not be implemented under shareholder control. Since K < 0.625, the
first-best action plan can, however, be implemented for all possible values of K
under the new setting. This is a rather strong difference with the original results.
Besides that, this example is a nice illustration of part 2 of Corollary 6.3.2. The
next example elaborates on part 1 of this corollary.
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•  Example 4.
The table with input-variables and the resulting parameter-values is as follows:

1/&   1/7   1/16  1/    q   Case in Prop. 1     1,      tl    Exp. inc. SH
0.1 0.2  0.9 0 0.5   2   -0.125 0.125 0.49375

Table 6.4.4.a. The data of Example 4.

These data lead to the following schedule of payoffs (before renegotiation):

State Action Payoff entrepreneur M Payoff shareholder SH

09 ag -0.125 · 0.1 + 0.125 = 0.1125   (1 + 0.125) · 0.1 - 0.125 =
-0.0125

ab (*) -0.125 · 0.2 + 0.125 = 0.1   (1 + 0.125) · 0.2 - 0.125 =
0.1

86 ag -0.125 ·0+ 0.125 = 0.125 (1 + 0.125) .0- 0.125 =

-0.125

ab (*)     -0.125 · 0.9 + 0.125 = 0.0125   (1 + 0.125) · 0.9 - 0.125 =
0.8875

Table 6.4.4.b. The payoffs in Example 4.

In state Og under action ag, M again earns exactly enough money (i.e., 0.1125)
to bribe SH to choose the first-best action. The expected income of SH, after
renegotiation, is then equal to 0.5 · (0.1 + 0.8875) = 0.49375.
In this case the first-best solution generates an expected total monetary payoff of

0.5 · 0.1 + 0.5 · 0.9 = 0.5, whereas x4 = (0.5 · 0.2 + 0.5 · 0.9) · 0.1/0.2 = 0.275. These

numbers show that :rs is almost equal to the first-best solution, whereas ,r,t is quite
smaller than the first-best optimum. This example, therefore, illustrates that the
difference between :rs and x4 can be rather large, especially when related to the
first-best solution. The relative strength of the new proposition compared to the
original one is, therefore, well shown in this example.

6.5 Economic intuition
The examples 2,3, and 4 in the last section clearly show that shareholder control is a first-
best efficient governance structure in more cases than originally thought. The interesting
question now is how this new, stronger result can be interpreted economically.
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Under shareholder control, the shareholder SH has the right to choose the action she
likes most in every state of nature. Since SH only concerns about monetary returns,
this means that she will always choose that action leading to the highest monetary
payoff.  In case these monetary benefits are co-monotonic with total revenues, there is no
problem. For every possible affine transfer schedule the shareholder will choose the first-
best actions immediately, which satisfies the entrepreneur completely, while he now gets
the highest possible private benefits plus, possibly, a monetary transfer. Therefore, there
is no need to renegotiate the initial contract. The single choice which has to be made
at t=O i s the choice of the specific transfer schedule. Since M has all the bargaining
power, he will propose a transfer schedule which leaves the shareholder with an expected
return of exactly It:. This can be done most easily with a transfer solely consisting of a
fixed compensation. This fixed compensation will then be set a its highest possible level;
the expected income of SH will now be K.

The underlying economic idea is that the first-best actions are desired by SH in both
states of the world, independent of the compensation scheme for the entrepreneur.  So,
M will at least earn the resulting private benefits. Besides that, he is able to get a fixed
part of the monetary return if the individual rationality constraint of SH allows him to
do so, since M has all the bargaining power. The result is that shareholder control is now
an optimal governance structure for every possible value of the initial outlay It:, with
K < qI/& + (1 - q)1 '2. Note, however, that the total expected payoff (including private
benefits) for the entrepreneur is not necessarily maximal now. The reason is that the
fixed compensation of the entrepreneur will decrease when It.  rises. Thus, the monetary
compensation of the entrepreneur will be lower if the initial costs of the project are
higher. The idea is that the entrepreneur has to compensate his shareholder sufficiently
to be able to start the project, which will give him at least some private benefits. If the
project will cost more, then the shareholder will need a higher return and is thus only
willing to invest if she has to pay a lower compensation to M. This situation would
imply that entrepreneurs will earn a fixed compensation in reality if the shareholder is
under control, that is if the project/firm is financed by voting equity. In addition, if
an  entrepreneur/manager is working on large projects with large initial outlays,  then
we should consequently find that he earns a smaller (fixed) compensation than other
managers who work with smaller projects under the same governance structure.

The other, more interesting case is the situation in which monetary benefits are not
co-monotonic with total revenues. Now, the question whether shareholder control is the
first-best efficient governance structure depends upon the expected final-period monetary
returns in each state of nature.  In case of alline transfer schedules (as they can be
assumed to be without loss of generality), the shareholder would like to choose the first-
best action in one state of the world, but the ineflicient action in the other state (before
any  renegotiations). The entrepreneur is aware of these initial preferences. Since  he
would earn less private benefits than would be possible in this last state of the world,
in which SH would like to choose the inefficient action, the entrepreneur would like to
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change the decision of SH. This is only possible by bribing the shareholder in this state

of nature. If M would be wealthy, then there is no problem; however, he is assumed

to be penniless initially. Therefore. his ability to bribe depends upon his monetary

compensation. This monetary compensation consists of a variable part and a fixed one.

Since the entrepreneur makes the initial contract offer, he is the one who proposes this

compensation scheme. In determining the optimal scheme, he has to consider the fact

that he has to bribe SH in one state of nature and that the expected return of SH has

to be large enough to cover K. Consider now two classes of compensation schemes: (i)
those without any fixed compensation, and (ii) those with a positive fixed compensation.

The advantage of the class (i)-schemes is that there is no need for the shareholder to pay

any fixed compensation, and, therefore, she is able to earn a higher expected return, since

payment of a fixed compensation will mean a loss in her income in every future state

of the world. The disadvantage, however, is that the variable component should now

be minimally equal to that level which guarantees enough compensation for M to bribe

SH in one state. This is no problem in the state in which the necessary renegotiations

take place, but it is an extra loss for SH in the other state of the world, in which bribes

are not needed. In that state the entrepreneur will now also earn a positive (variable)
compensation. Therefore, the comparison of the expected monetary returns in both
states of the world, resulting after the initial choices of SH, is crucial (in our case,  1/f

versus 1/k, as can be seen in Proposition 6.3.1). If 1/5 > 1/1, the shareholder will pay

a higher variable compensation in state 8, (the state in which initially the inefficient

action would be chosen) than in state 86 Since the first compensation is necessary

to give enough bribes to M, this situation can not be improved upon, so, a strictly

variable compensation scheme is no problem in this situation. This refers to case 1 in

Proposition 6.3.1. In the complementary situation, 1/f 5 11 , however, things change.

The disadvantage of the class (i)-schemes is now getting too large: a strictly variable

compensation scheme gives too much money to M in state 4, since the necessity to

bribe in the other state remains unchanged. Therefore, the other class of compensation

schemes now becomes a better alternative. By paying a positive fixed compensation to

M too, the shareholder is able to introduce a negative relation between monetary returns

of the project and the variable component of the transfer. This fixed compensation on

the hand still enables M to bribe SH when necessary, and furthermore enables SH to

get a larger share of the monetary returns in the other state, state Ob in this case (see the
examples in the previous section). Since the monetary returns in state Ob are now larger

than they are in state 0„ this alternative indeed leads to a higher expected income of

SH. This refers to case 2 in Proposition 6.3.1.
The underlying economic idea is that the entrepreneur knows beforehand that he has

to bribe SH in one state of the world. This means, since he is assumed to be wealthless,
that he has to propose a transfer schedule under which he will able to pay these bribes.

Dependent upon K, he now has two possible sources of money as bribes. He can earn
it in the form of a strictly variable compensation or in the form of a combination of a
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variable and a fixed compensation. The entrepreneur knows that SH only asks for a
minimal expected return. If this expected return can be reached with the first form,
there is no problem (case 1 in Proposition 6.3.1). However, in case the monetary return
in the state without renegotiation is higher than in the other one, M can guarantee SH
a higher expected income by offering a suited transfer schedule of the second form (case
2 in Proposition 6.3.1). In reality, this would lead to the following situation. Suppose,
we are in an industry in which 1// 2 1/f' or in words, in which the expected final-period
return (after action ab is chosen) is higher in the state in which the first-best action is
chosen than in the other state. Entrepreneurs/managers in this industry undertaking
small projects (i.e., projects with small initial outlays) could now be compensated on
both a basis of a strictly variable compensation scheme and a combination of variable
and fixed payments, since the expected income of SH is already high enough under
both schemes. Entrepreneurs/managers who deal on the other hand with larger projects
get a payment in form of a variable and a fixed salary. Furthermore, this last group
of entrepreneurs is even characterized by a compensation scheme in which the variable
component is negatively related to the monetary return of the project. This may seem
strange, because for incentive reasons you would expect that the variable component
will always be related in a positive way to the project's monetary return. However,
keep in mind, that we have assumed that there is shareholder control in this situation,
meaning that the entrepreneur himself can not choose an action: this is dictated by the
shareholder. This implies that there are no incentive problems to make the entrepreneur
do what the shareholder wishes. In the set-up considered in this chapter, the single
purpose of a compensation of M, therefore, is to give him the opportunity to bribe SH
when needed.

6.6   Summary and conclusions

This chapter extends the theory of capital structure based upon control rights, as initi-
ated by AB. It considers the situation in which a wealthless entrepreneur has got an idea
for a project, which will initially cost K. Since M has no initial wealth, he has to look
for an shareholder. The objectives of both agents are such that conflicts about the future
developments of the project are possible (to be more concrete, conflicts about the choice
of the action). These conflicts have to be prevented in order to arrive at the first-best
solution. This can be done in two ways: write a complete contract (contingent upon the
state of nature) or choose an appropriate division of control rights. Since it is assumed
that complete contracts are not possible, the division of control rights becomes more
important. Furthermore, we assume that the action is unverifiable, so, there are only
two kinds of efTicient governance structures: unilateral or contingent control, as shown
by AB. In this chapter, attention is focused on shareholder control as a unilateral gov-
ernance structure. The reason is that under this form of governance the explicit wealth
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constraint of the entrepreneur becomes crucial. Under non-co-monotonicy of monetary

returns and total revenues, M has to bribe SH in one state of nature. Therefore, he needs

some minimal amount of wealth, resulting from his compensation. This compensation
can be given on a variable basis or can contain a fixed amount too. Depending upon the
expectations of the project under different combinations of action choice and prevailing

state of the world, one of these compensation schemes is preferable. If the shareholder

can earn more in the state with the inefEcient action choice, then her need to give enough

bribes to M in this state is larger than her loss in the other state and it therefore sufices

to install a strictly variable transfer schedule. If, however, her loss in the other state

becomes larger, then it is better to propose the other form of compensation.
Besides the fact that this chapter comes up with some predictions about the optimality

of shareholder control in different situations in reality, it also has one special consequence
for the optimality of voting equity. If in one state of the world (i.e., the one in which

the efficient action will be initially chosen) it is perfectly clear beforehand which action

will lead to the maximal project return of 1  (in our case, if 1,1  = 1), then shareholder

control is always an optimal governance structure. Therefore, industries, in which voting
equity is a common form of financing, could perhaps be characterized by the fact that
in one future state of the world the action choice leading to the highest monetary return

of the project is (almost) sure; of course, this prediction is crucially dependent upon the
validity of this theory of capital structure in practice.

At last, it should be noted that the described particular situation in our model (1/7 >

17) has a comparable counterpart, in which the non-co-monotonicy of monetary benefits

and total revenues prevails in the other state of nature, meaning: 1/  > 1,2. However,
the results stay exactly the same in this changed set-up. For example, if now V9 = l,
then shareholder control is again an optimal governance structure for every possible

value of K. This remark should convince those readers, who are in doubt about the
reality of the constraint VI 2 VX > 117,

since g and b will probably be read sometimes

as  "good"  and  "bad".    In the changed set-up, however,  we  now  have as comparable

constraint 1/7 2 1/  > 1/ , which is more realistic for this specific interpretation of the
abbreviations.

However, the most convincing element always is the empirical evidence. Future re-
search in this direction, trying to get a validity of some predictions resulting from the

model, can clarify main issues. At that time we will be able to conclude if shareholder
control indeed seems to be optimal under some circumstances.
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6.A Appendix: Proofs

6.A.1   Proof of Proposition 6.3.1

Since 1/  < 1/5 and 1/  < 1,16, we know that the shareholder will choose the first-best
action al, in state 05, but she will not choose the first-best action ag in state Og, since
9 - (t,9 + t:) < 1/19 - (1,1/Ig + t'3) if VS < 1/6 and t. < 1. In order to induce the
shareholder to switch  from  ab   to the first-best action  ag in state  Og, the entrepreneur
must renegotiate the initial contract and offer a cut in his monetary transfer; to be able
to bribe the shareholder to make this change in desired action, the compensation of the
entrepreneur in state Og under action ag must be such that (1 - t.)17 - es+ 1,1/7 + t: 2
(1 - t.)1/19 - t'a, where the last two elements at the left-hand side refer to the (maximal)
amount of bribes. This means that the entrepreneur should receive a minimal fixed
compensation in this case: t; 2 (1 - t.) 19 - 9.
Furthermore, since t(s, r) 20  Vs, Vr €  {0,1}, we know that

6·1+t:   2 0, (6.A.9)

4·0+4   2 0. (6.A.10)

These three constraints together imply that

t: 2 max{(1 - t,)1/Z - 17,-t„ 0}, Vs. (6.A.11)

In order to relax the individual rationality constraint of SH as far as possible, we set

t; - max{(1 -ts)Vg-17,-t„0}, Vs. (6.A.12)

Now, we have to consider what will happen to the expected income of the shareholder
in case 1'3 equals each of the three elements in expression (6.A.12). So, consider three
cases.

(a) tl =(1 -t,)1/19 - 9.
The expected income of the shareholder is now:

W(t,)  E   (qV6 + (1 - q)1/f)(1 - t,) - (1 - t,)1/  + 1/X
=  (1 -q)(1/b - 1/f)(1 -t,) + 1/ . (6.A.13)

Thus:

W'(t,) = (1 - q)(1/6 - 1/16). (6.A.14)

This has the following consequences:

1. if q=l o r 1 7= 1/bb, then the choice of t, does not matter.
The expected income of SH now is: 1 .
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2. if q<1 and 1/6 > 1/<, then t, has to be chosen as large as possible.

3. if q<1 and Kg < 1/16, then 1, has to be chosen as small as possible.

(b) tl = -t'.
The expected income of the shareholder now is:

X(t,)  E  (ql/69 + (1 - q)1/l)(1 - t,) + t,
-  qW + (1 - q)Vf + t,(1 - (q'I/   + (1 - q)1/bb)) (6.A.15)

Thus:

X'(ts) -1- (qi/6 + (1- q)14 ). (6.A.16)

This has the following consequences:

1. if ql/f + (1 - q)1/46 - 1, then the choice of t, does not matter.
The expected income of SH now is: 1.

2. if qI/19 + (1 - q)1/f < 1, then t, has to be chosen as large as possible.

Note: since q, 1,6, and 1/  are all between 0 and 1, we have ql// + (1 - q)1/2 5 1.

(c) t; = 0.
The expected income of the shareholder now is:

Y(t.)  E  (qv6 + (1 - q)e)(1 - 1,) (6.A.17)

Thus:

Y'(ts) = -(ql/19 + (1 - q)1/%) (6.A.18)

This has the following consequences:

1. if ql/2 + (1 - q)1/f = 0, then the choice of t. does not matter.
The expected income of SH now is: 0.
Note: since 1/ >4 9 2 0, this can only be the case if q=0 and Vf =0.

2. if qi/6 + (1 - q)1/f > 0, then t, has to be chosen as small as possible.

Note: since q, 1/6, and 1,& are all between 0 and 1, we have q,149 + (1 - q)1/< 2 0.

Next, we have to determine when each of the elements of (6.A.12) is the maximal one.

Therefore, we first determine the values of t, which equalize the three elements on a

pairwise basis. So:

1.(1 - t,)1/2 - 1/7 versus -ts:

(1-  t,)1'19-  Ng      =      -t,

4* 4 = - (12
Vg- 9 _

(6.A.19)1/Ig-1
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2. (1 - ts)1/7 - 9 versus 0:

(1- 1,)1/bg-V;  =  0

4*             1,  =  1- ·Vbg E cl3· (6.A.20)

Vg

3. -t, versus 0

-ta = 0
4.> ts  =  O E (:23· (6.A.21)

The last thing now is to consider two main cases, leading to different evaluations of
expression (6.A.12):

1. Kg=l.

This means that (1 - t.) V6-'1'7 = 1-t,- 1/f > -t„ since 1/  < i,19 = li therefore,
only the two remaining elements in expression (6.A.12) have to be considered. This
leads to the following evaluation:

•i f t,5 c13 (with 0< c13 51), then t's=(1-t,)1/Z -9=l-t s- 1/S;
. if t. 2 c13, then t. - 0.

In the first case, according to (6.A.13) and (6.A.14), if q<1 and 1/7 > 1/2, then
t, has to be chosen as large as possible, so: 4 - (13 - 1- 1/&, or, if q=l o r
1'19 = 1/% = 1, then the choice of t. does not matter, since the expected income of
SH is independent of t.. Both subcases lead to an expected income of SH equal
to: W((13) = (1 - q)(1/b - 1)(1 - Cia) + 1/7 -

ql,y + (1 - q)1/21,7.
In the second case, according to (6.A.17) and (6.A.18), t, has to be chosen as small
as possible, so: t, - C13 = 1- 9. This leads to an expected income of SH equal
to: Y((13  i (q + (1 - q)1//)(1 - c13  = qi/7 + (1 - q)'i/ 1,7.
Since M/(C13) = Y(c13), the optimal choices are t, = c13 -1-1   and t; =
(1 -t,)·1-1/,9=0, leading to an expected income of SH of qi/7 + (1 - q)1/fl,/99,
which is stated in the first part of the proposition.
Note: the expected income of SH is now equal to x4, since 1/f = l.

2.1/5<1.
This gives rise to the following evaluation of expression (6.A.12):

• if t, S c12 (with c12 < 0), then t', = -t,;

• if c12 5 t, S Cl3 (with 0 < cl3 5 1), then tl = (1 - 1,) 11/gu  -  17;

• if t, 2 c13, then t  = 0.
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In the first case, according to (6.A.15) and (6.A.16), t. has to be chosen as large

as possible, so. ts = c12· This leads to an expected income of SH equal to:
X(012  = (q| 19 + (1 - q)lf)(1 - (12  + (12·
In the second case, according to (6.A.13) and (6.A.14), t, has to be chosen as

small as possible, so: t. = c12· This leads to an expected income of SH equal to:
iv(C12  - (1 - q)(V  - 1/ )(1 - Cl2  + Vgg.
In the third case, according to (6.A.17) and (6.A.18), t, has to be chosen as small
as possible, so: t, = C13· This leads to an expected income of SH equal to:
Y(C13) = Cql"69 + (1 - q)'le)(1 - (:13)·
Since we know that,

X((:12,  =  X I(V'' - Vgj =
(Vbg-1)

(qV' + (1 -q)Vt)(1 - 1/&)- 1/19 + 9 =
1-Kg

(1 - q)(1/f - '1//) + 1'7(1 - q.1/lg - (1 - q),1/2)
-                                                 (6.A.22)1- 1/bg

and,

11/(C12   =  W ICKS- 44_
CK'-1 

(1 - q)(1/46 - 1'19)(1 - 9) + 1/7(1 - 1/f) =
1-1/is

(1 - q)(1/  - 1//) -1- 17(1 - qVb  - (1 - q)1/2)
(6.A.23)

1- 1/Ig

it follows that X(C12  - wAR·
Furthermore, we have,

X(C12  - Y(C13  =                                                                              1
(qVf + (1 - q)1/<)(1 - 1,7)- 1/2 + 1/7 - (ql/f + (1 - q)'1/2)1  =

1 - 1/f                                Kg
(1 - q)(e - 1/f)(1/6 - 9)

(1 - W)1·lg (6.A.24)

where 0 < 42 < 1, since O 5 1/6 < 1/f < 1. This difference between X(c12) and
Y(£13) gives rise to the following two subcases:

Subcase 2.1 1/2 > V .
Since now Y)13) 2 X(C12  = M/(Cl2), the optimal choices are t, ; G13 =

1- 1/7/1/f and t',=(1- t,)1/7 -1 7=0 1 leading to an expected income
of SH of (ql/  + (1 - q)Vb )1/7/1/f E x4, which is stated in first part of the
proposition.
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Subcase 2.2 Vg 5 gbi
Since now X(c12) = M/(c12) 2 Y(cia), the optimal choices are ts == (12 -

(1/19 - Vf)/(Vf - 1) and t; = (1 - ts)V  - Vf = -ti - (Vb  - V&) (1 - V ),
leading to an expected income of SH of (ql/19 + (1 -q)1,9)(1 - iq)/(1- 1/f)-
(W _ VS) (1 - rf) = '1'7 + (1 - q)(.1/66 - V )(1 - 1·'S)1(1 - Vg) - 7r5, which
is stated in the second part of the proposition.

0

6.A.2   Proof of Corollary 6.3.2
Straightforward calculations suffice to prove the two parts of the corollary. Bear in mind
that in case 2 of Proposition 6.3.1 we only have O S 9 < 1/6 < 1 and K  5 1,14.       0
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Chapter 7

How defensive is the ownership
structure?

7.1    Introduction

In Section 4.3 we have discussed the defensive role of the target's ownership structure.
Summarizing, the most important consequences of the ownership structure are as follows.
We assume that R has no initial toehold at the moment of her bid announcement. First,
Grossman and Hart (1980) show that a structure with solely atomistic target shareholders
is an indefeasible barrier; R can never gain from a takeover attempt, no matter how larger
the potential synergies. Hence, the probability that a takeover attempt will succeed is
zero.

Second, Bagnoli and Lipman (1988) argue that the explicit consideration of the fact
that shareholders are never atomistic changes the former result. In a set-up with a
strictly finite number of shareholders, R can always gain a positive expected surplus;
moreover, the probability of a successful bid is strictly positive. The idea is that each
pivotal shareholder is willing to sell his pivotal shares for a negligible takeover premium
over the target share price, as prevailing before R's announcement. As a result, R can
gain at the expense of these pivotal shareholders.

Third, Holmstr6m and Nalebuff (1992) extend the latter result by emphasizing the
important role of the indivisibility problem for target shareholders. That is, the (larger)
shareholders face a problem when deciding upon the exact amount of shares to tender
to R. On the one hand, they would like the bid to succeed and, hence, to tender a large
number of shares, but, on the other hand, they want to keep as many shares as possible in
order to profit from a successful bid. This is in particular a huge problem for the tender
decision regarding their last share; i.e., the share that remains per (large) shareholder
after he has decided what to do with his other shares. If he tenders this last share, the
other (large) shareholders have a stronger incentive to keep their last share; however,
if he does not, the probability of a bid success decreases.  So, all (large) shareholders
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prefer an ownership structure in which this indivisibility problem of the last share is not
existent. More specifically. such an ownership structure is characterized by the fact that
all (large) shareholders tender an equal number of shares, making R's bid just successful;
there is no hesitation regarding any tendered share, since R needs all of them and the
tender decision is similar for all (large) shareholders. However, it is purely a matter of
coincidence when a specific ownership structure would be like this. Hence, Holmstrom
and Nalebuff make a case for share splits, since they increase the likelihood of such a
specific ownership structure. In theory, infinitely divisible shares would never lead to the
former indivisibility problem; as a result, all takeover bids now succeed with probability
1 and R captures a fixed proportion of the total synergy gains.1 The main conclusion is
that the indivisibility problem for the (large) shareholders could make some bids fail.

In this chapter, we extend this discussion about the defensive role of the target's
ownership structure. Just as Bagnoli and Lipman and HolmstrBm and Nalebuff, we
assume a strictly finite number of shareholders and no initial toehold for R.  We now
take a closer look at the following specific consequences of the ownership structure. First,
we determine the exact relationship between the ownership structure and R's expected
surplus from a tender offer. That is, each specific ownership structure leads to a certain
expected surplus for R and, hence, determines how large R's takeover costs can be to
make her willing to announce an offer. Second. the specific ownership structure will
influence the bid premium per share, as optimally offered by R. Third, and finally, the
ownership structure determines the success probability of R's takeover attempt, when
she has announced the previous optimal bid premium. These consequences are crucial
for a good understanding of the defensive role of the ownership structure. The first effect

is crucial for the question whether R will launch a bid or not.  Next, the second effect

involves the bid premium and, hence, the distribution of the synergies in case the bid
succeeds. Finally, the third effect determines whether R will succeed with her offer.

The underlying idea of all our results is an intuitively appealing equilibrium in the
tender offer game, as proposed by Holmstr6m and Nalebuff. They suggest an outcome
in which only the larger target shareholders tender part of their shareholdings to R, such
that the total number of tendered shares is just sufficient or falls just short of K, the
number of shares R needs to acquire full control. Since these larger shareholders follow
an exactly identical tender strategy, making the actual number of tendered shares per
larger shareholder differ by at most one share, the equilibrium is focal. In addition,
it makes sense to argue that only the larger shareholders tender shares, since they are
the ones who remain owning the largest number of shares when each shareholder would
tender the same amount of shares. Stated differently, each shareholder's incentive to
tender a first share of his total holding to R is larger the more shares he initially owned,
since he will then be able to profit more from any remaining, non-tendered, shares. These

1 If,  in this theoretical set-up of infinitely divisible shares, there  are N target shares outstanding,
out of which K are needed for a majority, then R will capture K/N of the total surplus, leaving the
remainder for the target shareholders.
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two features, the focal point and the different tender incentive, make this equilibrium
attractive and a reasonable outcome in practice.

For this equilibrium, we will derive an explicit expression for R's expected surplus
and analyze its relation to the target's ownership structure, just as we will for the other
two effects. Therefore, we start the chapter with a description of the tender offer game
and this focal equilibrium. Section 7.2 deals with these two elements and also introduces
the other variables, as important inputs for our analysis. Next, Section 7.3 derives the
results regarding the three specific consequences of the target's ownership structure. as
described before. Section 7.4 illustrates these results with some numerical examples.
Finally, Section 7.5 concludes with a summary and the main implications.

7.2 The basic set-up
Before describing the tender offer game, it is first important to review the important
concept of a pivotal shareholder and a pivotal share once more.  In a set-up with finitely
many target shareholders, each shareholder, no matter how small, will realize that the
situation could occur in which his tender decision is decisive for the outcome of R's offer.
More specifically, if all shareholders other than shareholder i tender a total number of
shares to R that falls short of the minimum number to make the attempt successful and
i could increase this total such that the bid would not fail, then i is a pivotal shareholder.
All shares i has to tender to make the bid successful are called pivotal. The result is
that a pivotal shareholder is always willing to sell his pivotal shares for a bid price just
slightly above the prevailing target share price, hence, no matter what the expected ex-
post value per target share under R's control will be, a pivotal shareholder i will tender
his pivotal shares for any positive takeover premium. This opens the opportunity for
R to gain from her takeover attempt, since she can now earn a surplus on each one of
the pivotal shares she buys. So, as we will shortly see, R would like to come up with
such a bid price per share that the probability of the situation in which a single target
shareholder feels the pressure of being pivotal is maximized.

The formalization of the takeover game is exactly similar as in Bagnoli and Lipman
and Holmstr6m and Nalebuff. The (potential) takeover is modeled as a two stage game:
(i) R chooses a strategy P, where P is her bid price per target share and (ii) all target
shareholders play a simultaneous-move subgame, in which each one of them chooses to
tender a number of his shares. Each shareholder can either follow a pure or a mixed
strategy. In a pure strategy, each shareholder will tender a deterministic number of
shares, where the exact number depends upon R's bid price. In a mixed strategy, how-
ever, each shareholder will respond in random way to each announced bid price; that is,
the number of shares he will tender is stochastic, where the exact probabilities depend
upon P. The optimal strategy per shareholder naturally maximizes his expected payoff
given the strategies of all the other players, that is, both the other shareholders and R.
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R, in a similar way, will know this beforehand and, hence, will choose her bid price such
as to maximize her expected profit.

The target ownership structure is as follows. R is supposed to own no initial toehold
in the target firm at the announcement of her bid. Furthermore, there are n target share-

holders, where each shareholder i owns exactly S, shares and is risk-neutral. Remember

that the fact that n is strictly finite is crucial.2 The total number of outstanding shares

is AT, i.e., Elt S, = N.  For the sake of easy to interpret notation, we assume that the
shareholders are labeled in such a way that the larger the holding of a shareholder, the
smaller his label; more specifically, we have that Si 2 .92 2 ··· 2 Sn· To refrain from
other important issues in corporate governance, a simple one share-one vote set-up is
considered. We assume that K votes, and hence K shares, are needed for a majority;

that is, full control of a single shareholder over the target firm requires the possession

of at least K shares. Finally, a maximum number of shares per shareholder is assumed.

To prevent a takeover situation with two person bargaining (i.e., between R and a large

shareholder), we suppose that S, < K; otherwise, such a sufficiently large shareholder
could just make a deal with R without considering the other target shareholders or he
could block any attempt by agreeing with M not to tender a single share (in return for
some bribes of course).

R is risk-neutral, just as the other players, the target shareholders. Her takeover

attempt is caused by the fact that she has found an improvement in managing the
target firm, leading to an increase in the value of the target when she would be in
charge.3 For the sake of simplicity, assume that the current target share price is 0 and
is expected to increase to 1 when R's attempt would succeed. Hence, in our notation,
as used throughout the thesis, we now have 14, - 0 and 1/R = N. All this information
is publicly known, just as all the other data.  In her attempt to acquire control over
the target firm, R announces an any-and-all bid with an offer price P per share, where

0 5 P s l. The lower bound on P i s caused by the simple fact that bid prices below the

existing share price are either forbidden or simply useless, since no single shareholder will
tender for such prices. The upper bound on P has to do with the maximum potential per
target share under R's management. Since R is not assumed to have dilution possibilities
when in control, she will never bid higher than the value per share when she would be
in control. In addition, each takeover attempt involves other costs besides the payment
of the bid price. To be able to recover these costs, R will always set P < 1.4 Finally,
we do not explicitly incorporate these other costs, although their specific level is crucial
when R decides to launch a takeover attempt. 5

2See Section 4.3.
3Note that the takeover attempt can either be synergistic or disciplinary; the only condition is a value

increase after R has acquired control. In addition, we assume no competition among several bidders.
*Remember the earlier discussion, R is only willing to come up with a bid if she can recover her

(other) takeover costs C.
5That is, she will compare her expected surplus with this amount of extra costs. We will come back



7.2 The basic set-up 221

Knowing R's potential and her offer price P per share, the target shareholders decide
on their optimal tendering strategy. In choosing the optimal strategy, each shareholder
knows that the other players will optimize too.  If a shareholder plays a pure strategy
in response to a bid P, we denote his number of tendered shares as t, (P). In case of a
mixed tender strategy, we refer  to his number of tendered shares  as  i, (P), to indicate
the stochastic character. Combining all shareholders' tender strategies, we are able to
define the following useful variables:  T(P)  E El-it,(P), being the total number of
tendered shares in response to P,6 and f_,(P) E E;=1.jt, 6(P), referring to the number
of tendered shares of all shareholders except i.7 Moreover, we now know that the bid
will succeed if T(P) 2 K. If this would happen, R takes over and the price per target
share will raise  to  1.   If not, the attempt fails  and the target share price remains  at  0.

This completes the takeover game.
Next, the Nash equilibrium candidates for this game have to be analyzed. First,

there are pure strategy equilibria: to be more specific. the outcomes of the game in
which exactly enough shares are tendered, i.e., T(P) = K, are all equilibria. The
probability of takeover success now equals 1. Moreover, each tendered share is pivotal
in these outcomes, since R receives just enough shares to succeed. It is easy to see that
there are many equilibrium candidates like this; e.g., for an ownership structure with
Sl = - . =S n=1 there are ( )o f these pure strategy equilibria. A clear advantage

of such equilibria for R is that they do not put any restrictions on the value of the
bid price, implying that she could bid almost as low as the existing share price, and,
hence, receive a large surplus. However, a huge problem with these kind of equilibria
is that they implicitly assume that shareholder behaviors are coordinated in a specific
way; namely, such that the preferred outcome will result. As earlier discussed in Section
4.3, such coordination is far from realistic.

Second, there are other equilibria in which a positive number of players plays a mixed
strategy. Within this class of equilibria, we have to look for a realistic candidate; ac-
cording to Schelling (1980) this candidate should be focal. Hence, the best candidate
is an equilibrium, in which identical shareholders (i.e., those having the same number
of shares) behave in the same way, making coordination more straightforward.  This
type of outcome, a focal equilibrium, was also discussed in Bagnoli and Lipman (1988),
although they just considered the one share per shareholder set-up. Holmstr6m and
Nalebuff (1992) propose a focal equilibrium for a general target ownership structure.

The idea of their focal equilibrium is as follows. First, the whole group of target
shareholders is divided into two subgroups, one consisting of the larger shareholders and
the other the smaller shareholders. This division is based on a specific cut-off point in
the number of shares per single shareholder; if S, is larger than this point, i is a larger

to this issue later.
6Naturally, in a pure strategy 4(P) is a degenerated stochastic variable.
7For ease of notation the argument P in the tender variables will be often omitted.
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shareholder and if not, he is a smaller shareholder. Second, only the larger shareholders
tender some shares to R. They tender that many shares to R that they are left with
at least that number of shares as defined by the cut-off point; differently stated, they
tender down to a common level. Third, all larger shareholders tender a last share with
the same probability. Finally, R either receives enough shares or she falls short of her
desired number.

To formally describe this focal equilibrium candidate, we have to define some variables.

First, the cut-off point z*, which is important to denote the common level to which all
larger shareholders will tender down; to be more specific, all of them will either tender
down to z' or to z' + 1, implying that they will keep z* or z' + 1 shares.  Note that this
last choice depends upon their tender decision regarding a last share. Next, z' has to
be such that R has to have a chance to make her attempt successful, while the larger
shareholders prefer it to be as large as possible in order to maximally benefit from a
successful attempt. Formally, this trade-off gives

71

zi E max{zl E max{S, - z, 0} 2 K} (7.2.1)
1=1

So, if alllarger shareholders react to the tender offer by tendering exactly S, - z' shares,
the  offer will succeed with probability 1; however,  at  the  same  time  z'  can  not  be  set
larger, while maintaining a chance of takeover success. For notational convenience, we
also define the following variables

C  E  {i|S, 2 z' + l}, (7.2.2)
m .      max {i l S,  2  z*  + 1} , (7.2.3)

Y  E ICS,-z'-1), (7.2.4)
2€£

X   E ES, (7.2.5)

4£

The subset of shareholders C is the earlier mentioned group of larger shareholders. The
shareholders in its complement will be referred to as smaller shareholders. Keep in mind
that these larger shareholders are the only ones who will tender any shares to R and,
hence, are decisive for the outcome of the takeover attempt. The cardinality of this
subset is denoted by m; there are m larger shareholders. Since all larger shareholders
will either tender down to z' or z* + 1 remaining shares, the number of shares that
will be tendered for sure is defined as Y. Finally, the smaller shareholders (i.e., all i
with S, S z') do not tender a single share of their initial holdings; hence, X refers to
their total number of shares, as never tendered to R. Note that from these definitions it
follows that

m(z= +1) + Y + X =N, (7.2.6)

referring  to the decomposition  of the total number of shares  N.
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We are now able to define the focal equilibrium, as proposed by Holmstr6m and
Nalebuff.

Definition 7.2.1 Focal equilibrium.  For i E £, the tender strategy is

2, - { fl - z'             with probability p,
(7.2.7), - z' - 1   with probability 1 - p.

And, for i % C, the tender strategy is

t, = O. (7.2.8)

A remark on the focal character of this equilibrium will be clarifying. The idea is that
the larger shareholders tender shares until they are left with z' or z' + 1 shares, where
f is chosen such that the bid will succeed for sure, when all of them tender down to
z'. The smaller shareholders  on the other  hand  do not tender any share. This tender
behavior is not only symmetric, but also intuitively appealing. The underlying reason
is best explained by analyzing the economic interpretation of this focal equilibrium. In
general, each shareholder has two reasons to tender each single share: (i) to get the
bid price P and (ii) to increase the probability that the bid will succeed in order to
improve the expected gains on any remaining shares which he does not tender. For
larger shareholders the second reason can be quite important since their shareholding is
relatively large, smaller shareholders, however, consider the second reason to be relatively
less important than the first reason. This implies that the strongest incentive to tender
a single share is felt by the largest shareholder 1 when he decides upon tendering his first
share.8 After tendering this share, the next shares to be tendered come from the largest
shareholders as prevailing by then. This process continues until the larger shareholders
are left with an equal amount of shares, while all smaller shareholders remain below
this level. Larger shareholders realize that the more shares they tender the higher the
expected gain on their remaining shares will be. Differently stated, the share for which
the incentive to tender is the smallest is the last share a shareholder tenders.9

Holmstr6m and Nalebuff now formally prove that this focal outcome is indeed an
equilibrium, where the tender probability of the last share, p, depends upon R's bid
price P.

Proposition 7.2.2  For any bid price P per share, with 0 5 P 5 1, there is a probability
p such that the before mentioned strategies t, form an equilibrium for the takeover game.

PROOF. See Holmstr6m and Nalebuff (1992).                                              0
BRemember that St  2 92 2      2 S.
9This follows easily from (7.2.10), as derived shortly; the marginal gain from tendering one more

share is here compared with its marginal loss (that is, the opportunity cost of not tendering).
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To arrive at the equilibrium value of p for each bid price P, one has to use the fact that
shareholders in C play a mixed strategy. This implies that in equilibrium these share-

holders are indifferent between tendering either S, - z' or S, - z' - 1 shares. Therefore,
their expected payoffs from both activities have to be equal. The expected payoff for
each shareholder is as follows: each tendered share will lead to a payoff P and each
non-tendered share will lead  to a payoff of 1  if the bid succeeds and a payoff of 0 if the
bid does not succeed. Hence, the expected payoff of tendering S, - z' shares is

(S, - z')P + z' Pr{T 2 Kli, = Si - z.}. (7.2.9)

Being indifferent between the two tendering choices then implies that

p = Pr{T 2 KIt-, = Si - z' - 1} - z' Pr{T = Kli, = S, - z'}, (7.2.10)

where the right-hand side is fully determined by p. Therefore. we can derive for each
value of P with this equation the equilibrium value of p.  Note that we have used here
the important equivalence that

Pr{T = KN-,-Si- z*}  =
= Pr{T k Kli, = S, - z=}  -  Pr{T 2 KIi ,· = S, -z'- 1}. (7.2.11)

This equivalence is crucial. It refers to the probability that shareholder i is pivotal in
this focal equilibrium; that is, i needs to tender the largest of his two possible tender

amounts (i.e., S, - z=) to make the bid successful. This idea of being pivotal and its
likelihood are important elements in the analysis.

7.3 Main results

Using this basic set-up and the focal equilibrium, we are able to take a closer look at the
defensive role of a general ownership structure. As discussed earlier in Section 4.3, the
ownership structure of a target firm can be important in the sense that it will influence
R's surplus opportunities. However, the important question remains how this influence
will work out exactly. Therefore, we will first analyze R's expected surplus in the former
focal equilibrium. In addition, the role of the takeover price P and the probability of
bid success, Pr{T 2 IC}, will be discussed.10

First of all, R's opportunities to make a positive gain from her takeover attempt are
very important. The idea is that R has to use these gains to recover her other takeover
costs C. Hence, if the target ownership structure is such that R can make a larger
expected surplus, this implies that the likelihood of an attempt announcement increases
as a larger interval of takeover costs can now be covered. Moreover, this issue is not only

10Remember that the last probability uniquely depends upon p.
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relevant for R, but for the society as a whole too, since a successful takeover attempt
will be socially beneficial, due to its value increasing character.

In the model the total surplus created by a successful takeover attempt is equal to
N, and has to be distributed among the target shareholders and R. Hence, R's surplus
can be seen as the difference between the social surplus and the gain for all shareholders.
The expected social surplus is now Pr{T 2 K}N in total or Pr{T 2 K} per single

target share. If a target shareholder tenders a share, he earns P. Moreover, it is crucial
to note that pivotal shareholders lose some amount on the shares they do not tender if
a bid is successful. The underlying reason is similar as in the one share per shareholder
set-up, discussed in Section 4.3; a pivotal shareholder is willing to tender his pivotal
shares for (almost) free to make the bid a success. Hence, pivotal shareholders (i.e., the
larger ones) earn only Pr{T 2 KIt, = S, - z- - 1} on their remaining z' + 1 shares.
That is, if they decide to tender the smaller amount S, - z' - 1, they only gain 1 per
share if the bid is still successful. As a result, the remainder of the total surplus, being
Pr{T 2 IC} - Pr{T 2 KIti =S,- z' - 1}, will go to R. 11

Next, we are able to calculate R's total expected surplus. Using the former idea of
a distribution of social surplus, we arrive at the following two components. First, Y
shares will be tendered with probability 1 in the equilibrium. The expected surplus for
R on these shares is, hence, Pr{T 2 K} - P per share. In addition, R expects to earn
a positive amount per share on the remaining shares of all pivotal shareholders i € C.
The number of shares in this class equals m(z' + 1); the expected surplus per share in
this class is Pr{T 2 K} -Pr{T 2 KIt, = S, -z' - 1}, as analyzed previously. R is
able to gain on these m(z= + 1) shares, owned by all m larger shareholders, since each
shareholder z€ £ realizes that he can become pivotal.

Using the equilibrium condition (7.2.10), we can rewrite these two gain components
as,  respectively,

Pr{T 2 K} -P= (p t z') Pr{T = KIE< =S, - z'},    (7.3.12)
Pr{T 2 K} - Pr{T 2 Kli, = S, - z= - 1} = pPr{T = Kit, = S, - z'}.   (7.3.13)

Noting that Pr{T = Kiti = S, - z'} is the chance that shareholder i is pivotal, we see
that the first gain (7.3.12) consists of two parts. The first part, p Pr{T=Kli,=S,-z'},
is a gain for R, since a pivotal shareholder will realize that he determines the outcome
of the bid and, hence, decides to tender his last share for (almost) nothing. The second
part, z' Pr{f = K f,· = S, - z'}, is a gain R can make through a possible decrease in
the bid price P, since pivotal shareholder i has a larger incentive to tender his last share
the more shares he can remain; in this case, he will remain z' shares. That is, the larger

11 Straightforward calculations  show  that this difference equals p Pr{ f =  KIt,  =  Si  - z'} Hence,  in
words, it is the probability that i has to tender the largest amount Si - z' to make the bid a success; i.e.,
the probability that he is pivotal times the chance p that he tenders this amount. The case in Section
4.3 is a specific example of this general idea.
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z*, the more willing a larger shareholder is to tender shares; hence, it now suffices for R
to offer a lower bid price P. The second gain (7.3.13) is already discussed; R can gain
a positive surplus on any shares the larger shareholders remain, since all of them realize

that they might get pivotal.
Combining these two expected gain components per share with the respective numbers

of shares, we get the following explicit expression for R's expected surplus

Pr{T = Kli,= S, - z'}(pIN - X] + Yz') (7.3.14)

Similar as in the one share per shareholder set-up, this surplus is proportional to the
chance that a shareholder is pivotal. Hence, all N-X shares in the hands of the pivotal
larger shareholders generate a surplus for R comparable to the one share per shareholder
set-up. However, in the more general ownership structure, as analyzed above, there is
more to gain for R. Since the pivotal shareholders now all own strictly more than one
share, they have a larger incentive to tender, allowing R to lower her bid price P. This
gives an extra expected gain of Yz' Pr{T = Eli,-S,- z'}.

R will now choose an offer price P per share such as to maximize his surplus. Since P
and p are related on a one-on-one base according to condition (7.2.10), R's maximization

problem can be restated as maximizing her surplus with respect to p: from the optimal
value of p then follows an optimal bid price P, using (7.2.10).12 This optimal tender

probability is derived in the next proposition.

Proposition 7.3.1 R's Surplus is equal to Pr{T = KIE, = S,·-z'}(p[N- X1 + Yi)
This surplus is maximized for 7,  resulting  as the  largest solution  of the  equation

m(N-X)p2 -p{(m-a)(N-X)-(m-1)Yz'}-(m-a-1)Yz-=0,(7.3.15)

where a E E,<£(S, - z*) - K.
PROOF. See Appendix 7.A.1.                                                            0

First, note that a is the maximal number of pivotal shareholders who could opt for
tendering the smallest number of shares, i.e., S,-z- -1 shares per shareholder. Differently

stated, out of the m pivotal shareholders at least m-a have to tender S, -z' shares

to make the bid successful. This remark makes it easier to understand the idea of
the proposition's proof, which goes as follows. Start to rewrite the probability that
shareholder i i s pivotal as the chance that out of the other m-1 pivotal shareholders
exactly m-1-a shares are tendered, this implies that i has to tender S, -z' shares

to make the bid successful. The probability Pr{T = Kli, = S, - z'} can now be written
as a function of p, m, and a. It then only remains to differentiate with respect to p and
the first order condition, as stated in the proposition, will remain.

12Note that a larger value for P implies a larger value for p.
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As a special case of this proposition consider the one share per shareholder set-up.  In
this case, we have m=n=N,X=O,a=N-K,Y=O,a n d z' =0. Therefore, the
first order condition now is 32p2 - pKN = 0, its largest solution is p' = K/N. This is
exactly the result as found by Bagnoli and Lipman (1988) and Holmstriim and Nalebuff
(1992). The expected number of tendered shares now equals K: just enough to make R's
attempt successful. In the more general case, the optimal solution p' will not exactly
lead to an expected number of tendered shares equal to K, since the new component

Yz' Pr{ f = It: 1, = S, - z-} has an influence too. As we will see shortly, this component
implies a somewhat lower value for p=; remember that this component referred 1.0 the

possibility of a decrease in P, and, hence, a decrease in p.
A closer look at the optimal value for p, following from the first order condition

(7.3.15), reveals some more information regarding its specific level.  We are able to
derive a lower and upper bound  on p-, which are economically intuitive. When looking
at R's expected surplus, we see that it consists of two parts: one part is proportional to
PPr{T = Kit, = S,-z'} and the other part to Pr{T = Kli,= Si-z'}. The first partis
the product of the probability that shareholder i is pivotal times the chance that he then
tenders his last share. Optimization of this part with respect to p gives p = (m - a)/m,
implying  that the expected number of tendered shares equals  E,EL S, - mz' -a=K .13
In such a set-up it is easy to interpret that the chance that a single shareholder is pivotal
is large. Optimization of the second part leads to p= (m-a- 1)/(m - 1), since it now
only concerns the other m-1 shareholders from C. So, finding an optimal value for R's
total surplus, is in fact a weighted optimization problem, leading to (m -a- 1 )/(m- 1)  3
p 5 (m - a)/m. This is formally shown in the next corollary.

Corollary 7.3.2 Mthen there are no further restrictions on the value of the bid price P,
we know that the probability p*, maximizing R 's surplus, has to be such that

m-a-1 <P.< m.-a if z- > 0, (7.3.16)m-1 m
*    m- ap =- ifz' = 0. (7.3.17)m

PROOF. See Appendix 7.A.2.                                                            0

This corollary is especially useful for larger values of m, since the lower and upper bound
are then relatively close to each other. For example, suppose m = 100 and a = 50, then
0.495 < p' < 0.5.

A potential problem with the largest solution p' of the first order condition is that it
also has to fulfill the equilibrium condition (7.2.10).  In the simple case of one share per
shareholder, this condition does not lead to any problems, due to the fact that z' = 0

13This part leads  to the specific result of p-  =  K/N  in  the one share per shareholder set-up.
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in this set-up. However. in cases where z' > 0, this condition could lead to an extra
restriction on p. The reason is that the bid price P per share has to be non-negative,
meaning that p can not be too small. In other words, the effect of a decrease in P, as
made possible by a larger value of z=,  is  limited;  P can not become negative. Therefore,
the optimal p has to be slightly rewritten, as is done in the next proposition.

Proposition 7.3.3 Suppose that pl is the largest solution to the jirst order condition

(7.3.15) and P2 is such that P = Pr{T 2 Kli, = S, - z' - 1} - z= Pr{T = Kli,  =
S, - z'}  = 0.   Then  the probability p- a max{Pl i P2} mazimizes  the  expected surplus  of

R under the restriction that the bid price P has to be non-negative.

PROOF. See Appendix 7.A.3.                                                            0

The intuition for this general result is as follows. R will choose her bid price P such
as to maximize her expected surplus.  Due to the one-on-one relation between P and
p, R, hence, can determine p to optimize this surplus. Just looking at her surplus. R
would  set  P such  that p will equal Pl. However, the shareholders  in the subset  C  have

to be indifferent between tendering Si - z' shares or S, - £ - 1 shares, due to the
typical character of the focal equilibrium.  This has its consequences for the value of

P, which could become negative for small values of p and/or large values of z-. The
idea is that large values of z' in combination with small values of p could make a large

shareholder even willing to offer money to R to start her takeover attempt, since that
will be advantageous for his remaining, non-tendered z* shares. Hence, large values of z'
allow R to decrease P that far that larger shareholders could start bribing her to launch
a takeover attempt. The economic intuition is straightforward; the takeover would be
value increasing and in particular the larger shareholders would like to see a successful

attempt. However, we have assumed that P is non-negative. Hence, the non-negativity
restriction on P puts a lower bound on the optimal value of p, and this is P2·

Seen in a broader perspective, this result opens the interesting discussion whether

negative bid prices per share should be allowed or might even occur in daily practice.
It could be possible when negotiations between the larger shareholders and a potential
raider R allow the larger shareholders to suggest a voluntary dilution of their ex-post
shareholdings in the target when R's attempt would be successful. In that case, smaller
shareholders do not tender at all and will not be diluted afterwards, while the larger ones

will. It remains to be seen from empirical evidence if such a scenario could be true. 14

Having derived the optimal value for p for each ownership structure, several new
questions can be raised. What is the relationship between P and a target ownership

14As such the result is interesting, since other models imply that the larger shareholders have an

advantage when bargaining with R, as they own many shares. However, here we see that a large
shareholder could  face a problem  from his large holdings, since  he will benefit  most  from a takeover,
due to his relatively large number of non-tendered shares.
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structure? What determines the likelihood that a launched attempt will be successful?
How will R's surplus react to changes in the ownership structure, like, e.g., a higher

degree of concentration? These, and other, questions lead to new and interesting issues.

First of all, the one-on-one relationship between tender probability p and offer price
P determines the relation between P and the target ownership structure. The larger the
optimal p gets, the higher the price P raider R will offer. This is easily understood; to
provide the larger shareholders with a stronger incentive to tender the largest amount
of shares S, -z- instead of S, -z' -l a higher offer price P i s a good solution. Second,
the likelihood of takeover success,  Pr{T 2 K}, is crucially dependent  upon  both  Y  and
p.  If Y is larger, the number of certainly tendered shares is larger, the other shares,
needed for a successful attempt, follow from the larger shareholders' decisions to tender
one more share. That is, the m shares which tendering is determined by chance have a
higher likelihood of being sold to R the higher p gets. Third, and the most interesting,
is the issue how R's surplus opportunities react to changes within an existing ownership
structure. This will be discussed next.

First, we are able to prove the consequences of an increase in concentration for the
special cases in which z' = 0. An increase in concentration in the ownership structure is
here simply defined as follows: a change in the ownership in which one shareholder sells
his total holdings to one of the other, already existing, shareholders. That is, in model
language, n will diminish with one unit, giving one of the initial shareholders i a total
number of shares  S,  + Sj, if shareholder  j is supposed  to  sell. This speci fic  type  of  an
increase in concentration has the following consequences.

Proposition 7.3.4 Consider an ownership structure for which z' = 0. Now we have:

m-a K-Y
-=

(7.3.18)m m
m-1

P= E ( mil )(p.)'(1 - p.)™-1-' > 0, (7.3.19)
t=m-a

Pr{T 2 K}   =    E  (T )(p')'(1 - p')™-' >O, (7.3.20)
-m-a

R's surplus    =   N(  ™Q-1  )(p.)™-0(1 - p*). > 0. (7.3.21)

If the degree of concentration in the ownership now increases,  while keeping z-  = 0,  then:
p. will decrease,  P will increase, Pr{T 2  K} will increase,  and R's surplus will decrease.

PROOF. See Appendix 7.A.4.                                                            0

The most important economic consequences of this proposition are the following. The
most effective takeover barrier for firms having an ownership structure with z- = 0 is
to have an ownership as heavily concentrated as possible. The idea is that the expected
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surplus for R is then minimal, implying that most Rs will not pursue a takeover strategy,
due to the fact that they will not be able to cover their costs C. This result is somewhat
striking, especially when one considers the free-rider problem of tender offers in a set-up
with atomistic shareholders, as analyzed by Grossman and Hart (1980). Their main
result suggests that the most widely dispersed type of ownership is the most effective
takeover barrier. Hence, once more, the explicit consideration of a finite number of
shareholders has important consequences. In addition, if there would still be raiders
around with sufficiently low takeover costs C, then the highest bid price will result in
that same, heavily concentrated case. However. the chance that such a takeover attempt
will succeed is then also maximal. So, from a social perspective, this case is preferable. 15

Second, the explicit expression for R's expected surplus (7.3.14) can be used to derive
some more insights regarding the consequences of changes within the target's owner-
ship structure.  The most important variables are X (all shares in the hands of the
smaller shareholders; certainly not tendered to R). Y (those shares owned by the larger
shareholders which will be tendered with probability  1), m (the number of larger share-

holders), z' (the cut-off point determining which shareholders belong to C and which do

not), and a (the maximum number of larger shareholders who may decide to tender just
S, - z- - 1 shares without the risk of a bid failure). These five variables determine the
optimal tender probability p' and, hence, the size of R's expected surplus. The direct
effects of changes in X, Y, and z' are straightforward; (i) a smaller X will benefit R, as
less shares will be surely hold out, (ii) a larger Y will benefit R, since more shares are

now tendered for sure, and (iii) a larger z* does not make R worse off, since this will
improve her abilities to come up with a lower bid price P. However, these changes have

indirect effects too; for example, an increase in Y will imply that a goes up too or an
increase in z' could lead to a decrease in Y. Hence, changes within the target's own-
ership structure have to be analyzed on their total effect on R's surplus opportunities.
This can be done using (7.3.14). In the next section we will illustrate the consequences
of ownership structure changes with two examples.

7.4 Some examples
To get a better understanding of the former model and its main results, some examples
will be clarifying. Therefore, we will present two examples regarding a target firm with
N = 20 outstanding shares. The number of shares needed to acquire a majority of votes
is K = 11. First, we will sum up all possible ownership structures for this firm and
calculate the corresponding values of their most important variables. Second, we will
show how changes in the ownership concentration influence these important variables.

The next table shows all possible ownership structures and the values of their crucial

15 However, a thorough analysis of social efficiency requires a simultaneous consideration  of both  the
probability that a takeover attempt will be launched and, if so, the chance that it will eventually succeed.
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variables. We distinguish several groups, depending on the number of shareholders n.

n z'YmaX f P RS     Pr{T 2 K}
20    0   0   20  9 0 0.55 0.494 1.948 0.591

19 0 1   19 9 0 0.526 0.497 1904 0.592

18 0 2   18  9 0 0.5 0.5 1.855 0.593

17 0 3   17 9 0 0.471 0.504 1.798 0.594

16    0   4   16 9 0 0.438 0.509 1.731 0.595

15 0 5   15  9 0 0.4 0.514 1.653 0.597

14 0 6   14 9 0 0.357 0.521 1.558 0.599

13 0 7   13 9 0 0.308 0.531 1.441 0.603

12 0 8   12  9 0 0.25 0.545 1.291 0.610

11 0 9   11 9 0 0.182 0.567 1.086 0.621

10    0 10 10  9 0 0.1 0.613 0.775 0.652

9 (*) 1   11   0   0   0 1 0      11         1

8 1 481 0 0.875 0 8.443 0.736

8 1 5 7 1 1 0,857 0 8.441 0.737

8 1 6 6 1   2   0.833 0 8.439 0.737

8 1 7 5 1 3 0.8 0 8.438 0.737

8 1 8 414 0.75 0 8.438 0.738

8 1 9 3 1   5 0.667 0 8.444 0.741

8 1 10 2 1 6 0.5 0 8.5 0.75

7 1 6 7 2 0 0.702 0.100 6.483 0.650
7 1 762 1 0.645 0.081 6.511 0.637

7 1 8 5 2 2 0.561 0.046 6.586 0.614

7 1 9 4 2 3 0.442 0 6.819 0.596

7 1 10 3 2 4 0.293 0 7.343 0.646
7 (*) 1   11 0 0   5     1      0      11         1

6 1 8 6 3 0 0.458 0.087 5.73 0.574

6 1 9 5 3 1 0.328 0 6.06 0.529
6     1   10 4 3   2   0.206 0 6.86 0.603

6 (*) 2 11 0 0   3     1       0      11         1

621021 4   0.667 0 10.22 0.889

5 1 1 0 5 4 0 0.159 0 6.59 0.580

5 (*) 2 11 0   0   1     1      0      11         1

529312 0.8 0 10.37 0.896

5 (*)   3   11 0 0   3     1      0     11         1

4 2 8 4 1 0 0.857 0 10.44 0.900
4 2 10 3 2 1 0.423 0 9.34 0.808

4310212 0.75 0 10.88 0.938

4 (*)   3   11   0   0   3 1 0     11        1

3 (*) 3 1 1 0 0 0 1 0      11         1

3(*)   4   11   0   0   1     1      0      11         1

3310212 0.75 0 10.88 0.938

2 4 10 2 1 0 0.8 0 11.2 0.960

Table 7.4.1. All ownership structures with N = 20 and K = 11 and their
consequences for a takeover attempt.
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Note that we do not have to consider all possible ownership structures for this firm
separately, since some of them will  lead  to  the same values  of the important variables.

Furthermore, the asterisk (*) denotes a focal equilibrium  in pure strategies, while  RS

refers to R's expected surplus.
The table has to be interpreted as follows. Take, for example, the first row of the

ownership structures group with n = 8. The first part of this row reads n = 8, E - L
Y = 4. m = 8. a = 1. X = 0. Hence. this is the ownership structure with St = ... =
S4 = 3 and Ss = = Ss = 2.  Although the cut-off point z= > 0. all shareholders
are referred to as larger, since all of them can become pivotal. The third share of the
shareholders 1 to 4 is tendered for sure, leading to Y = 4. As a result, 7 more shares

out of the 8 pivotal shares need to be tendered to make R's attempt successful, hence,

a = 1. Finally, there are no smaller shareholders, leading to X = 0. The optimal tender

probability is now p' = 7/8. following from the constraint P 2 0 Hence, a somewhat

lower value for p would maximize (7.3.14), but that value would imply a negative bid
price P. Moreover, the optimal bid price is now P = 0. Together these variables lead

to an expected surplus for R of 8.443. while t,he probability of bid success equals 0.736.

Next, it would be interesting to see how changes in this specific ownership structure

will influence the crucial variables. Therefore. our second example is based on the same

firm with N = 20 and K = 11, but now involves a series of ownership structures that
becomes more and more concentrat.ed.

Table 7.4.2 sketches two possible concentration sequences for this firm. The upper part

of the table starts with the ownership structure Si = ··· = Sio = 2, which subsequently

becomes more concentrated. We have assumed a simple concentration process in which

one of the larger shareholders (i.e., i E £) buys all shares of his smallest colleague. For
example, the second row of the upper part now refers to the ownership with Sl = 4,
.92 = .  = .99 = 2: next, we get Si = 6, 52 - ··· = .98 = 2, etcetera. Note that
single shareholders were supposed not to be too large, that is, S, 5 10. From the
resulting concentration sequence we can see that R's expected surplus first increases

when n gets smaller, but then decreases and from n=6 again increases. Hence, note
that a higher degree of concentration is not necessarily improving R's opportunities for a
profitable takeover attempt. Once more, an implication of the main result. of Grossman

and Hart (1980), higher concentration of target ownership will benefit R, is shown to
be not necessarily true, Proposition 7.3.4 with the one share per shareholder set-up was

another example.
The lower part of the table starts with the ownership structure St = ... = SS =

3, S6 =  S7 = 2, SB = 1.  Here, the concentration sequence is characterized by the fact
that each new row eliminates shareholder S._1, as his shares are assumed  to be bought
out by one of his larger colleagues. Compared to the upper part, this implies that the
smallest shareholder n, having just one share, will always survive. The main conclusion
remains: a higher degree of concentration does not automatically imply a higher value

for R's expected surplus, as can be seen from the " RS" column.
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n z'YmaX p' P     RS    Pr{T 2 K}
10   0 10 10  9 0 0.1 0.613 0.775 0.652

9 (*)   1   11   0   0  0     1      0      11         1

8 1 4 8 1 0 0.875 0 8.443 0.736
7 1 6 7 2 0 0.702 0.100 6.483 0.650
6 1 8 6 3 0 0.458 0.087 5.73 0.574
5 1 1 0 5 4 0 0.159 0 6.59 0.580
4 2 8 4 1 0 0.857 0 10.44 0.900

3 (*)  3   11   0   0  0 1 0     11        1

8 1 5 7 1 1 0.857 0 8.441 0.737
7 1 7 6 2 1 0.645 0.081 6.511 0.637
6 1 9 5 3 1 0.328 0 6.06 0.529

5 (*)  2   11   0  0   1 1 0     11        1

4210321 0.423 0 9.34 0.808

3 (*)   4   11   0   0   1 1 0     11        1

Table 7.4.2. Two possibilities for an increase in concentration of the ownership
structure with N = 20 and K = 11 and their

consequences for a takeover attempt.

7.5  Summary and implications
This chapter is meant to get a closer look at the potential defensive role of the target
ownership structure. Earlier in this thesis we already discussed another important feature
of the ownership structure being the identity of the shareholders (for example, the role
of institutional investors and R's initial toehold). However, the issue how large all target
shareholders are is relevant too. The discussion of this role of the target ownership
started with Grossman and Hart (1980) and their result that atomistic shareholders
could frustrate each takeover attempt in the form of a tender offer. Next, others have
shown that this result is crucially dependent on the assumption of atomistic shareholders
and that a more important problem is the indivisibility of shares when target shareholders
have to decide upon a specific number of shares to tender to R. However, the link between
the crucial role of a finite number of shareholders and the earlier idea of Grossman and
Hart regarding takeover profitability has not been made yet. Therefore, this chapter is
a first attempt in that direction.

We come up with an explicit characterization of the relationships between the target
ownership structure on the one hand and several important variables in the takeover pro-
cess on the other hand. More specifically, we look at the consequences of the ownership
structure for R's expected surplus, for the optimal bid price per share, for the optimal
tendering strategy of all shareholders, and for the overall probability of takeover success
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when an attempt has been launched.
The main element of our analysis is the crucial consequence of each ownership struc-

ture with a strictly finite number of shareholders: each shareholder can become pivotal.
As a result, each one of them would be willing to tender his pivotal shares for (almost)
nothing, allowing a positive expected surplus for R. Hence, it is by no means surpris-
ing that the explicit expression for R's expected surplus is proportional to the specific

probability that a single (larger) shareholder becomes pivotal.
We derive the consequences of the target ownership structure for the intuitively ap-

pealing equilibrium outcome, in which only the larger shareholders tender part of their
shareholdings. The underlying idea of this focal equilibrium is that the incentive for each
shareholder to tender a single share is crucially dependent upon the number of shares he

then remains; that is, the larger a shareholder the more shares he would like to tender.

This idea is useful when interpreting our results. First, we have shown how the optimal
tender probability p can be easily derived when one does not consider the constraint that
the bid price per share has to be non-negative. This probability follows from both the
fact that R would like to maximize the probability that a shareholder becomes pivotal
and that she would like to have (some) larger shareholders to make a lower bid price

sufficient. Second, two economically intuitive bounds for this optimal probability are
derived. Third, the consequence of a non-negative bid price is analyzed. It could imply
that R has to opt for a larger tender probability than initially desired, since the bid price

can not become too low. This third result opens the way for an interesting discussion

regarding the role of (too) large shareholders; they could be willing to bribe R in order
to make her launch a takeover attempt. Fourth, we have discussed the effects of changes

in the ownership concentration. For a specific case, z' = 0, these effects are derived pre-
cisely, while the consequences for more general cases are illustrated. We can say that the
effects of a higher concentration degree are not as simple as sometimes argued. Higher
degrees of concentration do not necessarily imply better profit opportunities for R.

Summarizing, this chapter is another step forward in the analysis of the defensive

role of the target ownership structure. The specific distribution of all shares over all
shareholders is important for R when she is considering a takeover attempt. Larger
shareholders make her chances for a surplus larger, while smaller shareholders will be
more defensive in this respect. However, both results do not necessarily imply that the
most widely dispersed ownership is the most effective defensive barrier. Other issues play

a role too. In general, we can argue that two important forces determine the defensive
power an ownership structure. Larger shareholders are needed to improve the probability
of bid success, while smaller shareholders are useful to guarantee a sufficiently high bid
price per target share. Hence, the optimality of an ownership structure has to be derived
along these lines.
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7.A Appendix: Proofs

7.A.1    Proof of Proposition 7.3.1
R  gains  on two types of shares. First,  she  will  earn the amount Pr{T 2  K} -P o n
the  Y  shares,  that  will be tendered with probability 1; second,  she  will make Pr{T 2
A-} - Pr{T 2 Kli, - S,- z- - 1} on the remaining m(z' + 1) shares in the hands of the
shareholders in set C. Multiplication then yields the following total surplus for R

Pr{T = Kli, =S,- z'}(p(N - X) + Yz ), (7.A.22)

where we have used equilibrium condition (7.2.10) and equation (7.2.6) for the distribu-
tion of the total number of shares. Next, define a E Zie£(S, - z') - K. implying that
out of the m shares, which are probably tendered, m-a tendered shares will exactly do
to make the raid a success. Hence,

Pr{T = XIi, =S,- zi} = C ma-1 )p™-1-0(1 -p)., (7.A.23)

is the probability that shareholder i€t i s pivotal. Substituting this probability in
(7.A.22) and, next, differentiating R's surplus with respect to p, then gives the first-
order condition as stated. Since the second-order derivative is negative for the largest
solution of this first-order condition, we know that R's surplus is maximized for this
value  of p, denoted  as  p'.                                                                                                                                                     O

7.A.2    Proof of Corollary 7.3.2
Since there are no further restrictions on P, we know that p' is characterized as the
largest solution of (7.3.15).  Note that the first-order derivative of R's surplus with
respect  to p, after dividing  by  pm-°-2(1  - p)°-1,  is a polynomial  in  p  of the second
degree,  with a negative coefficient  for  the  p'  term. By definition  of z',  we  know  that
if a = 0, then we are in a pure strategy equilibrium. In addition, it follows from this
definition that a s m-1.I f w e concentrate on the mixed strategy equilibria, we know
0<p' <1 and, hence, 0<a f m-1. Now substituting p= (m-a- 1)/(m -1)i n
the first-order derivative leads  to a value  with  the  same sign  as  a(m -a-  1)( N-X) ,
which is non-negative. Hence, the first-order derivative is only 0 when a=m-1,
however, in that case p= (m-a- 1)/(m -1)i s the smallest solution of the first-order
condition (7.3.15). Therefore, p' > (m-a- 1)/(m - 1). In the same way, substitution
of p = (m - a)/m in the first-order derivative leads to a value with the same sign as
-amYz*, which is non-positive. Hence, the first-order derivative is only 0 when z' = 0.
Therefore, p' < (m - a)/m if z- > 0 and p' = (m - a)/m when z' = 0. This completes
the proof.                                                                                 0
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7.A.3   Proof of Proposition 7.3.3
First, rewrite P = Pr{T 2 Eli, = S, - z' - 1} - z- Pr{T = Kli, = S, - z.} using m, a,

and p. We have
m-1

Pr{T 2 Kit, =S, -z' -1} =   E  C "71 )p'(1 - p)„'-3-1, (7.A.24)

J=m-a

and, similarly

Pr{T = Kli, = S, - z=} = C „ailt )Pm-'-1(1 - p)a. (7.A.25)

Now, rearranging terms, we get

p  pm-·-1(1 - ,)' ·12( 79,1 )(rt  - "C -2, )1
(7.A.26)

lj=1

From this last equation we know that there is exactly one value of p making P = 0; as
mentioned in the proposition, this value is defined as Pi, with 0 S P2 < 1. The reason is

that (p/(1 - p))  is strictly increasing in p, starting at 0 when p=0 and growing very

large as p approaches 1. Since 0 <p<  1 by definition of a mixed strategy equilibrium, it
is now easy to see that P>0 ifp > P2, and P<0 ifp < P2· Again by definition, we have

that Pl is the largest solution of first-order condition (7.3.15).  So, if pl  2 p2, then P 2 0,
and the constraint that P is non-negative is satisfied, leading to p'  = pl·  If, on the other

hand,  Pl  <  P2,  then  p'  2  P2  > Pl, since  P  has  to be non-negative. Knowing  that  R's
surplus is decreasing  in  p  when  p  >  P2,  we  thus  take the smallest possible value  for  p*,

being at least equal  to P2, this implies p'  = P2·In total,  we now  have pi  =  max{Pi, Pil,

and this completes the proof.                                                                 0

7.A.4   Proof of Proposition 7.3.4

From Corollary 7.3.2 we know that p' = (m-a)/m if z' = 0. Furthermore, using the defi-
nition of a and the equation (7.2.6), it is easy to see that m-a = K-Y. In addition, since

zi = 0, we have P = Pr{T 2 Eli, = S, - zi - 1} = E"12-«( mil )(p.)1(1 - p.)™-1-1
according to (7.A.24). This optimal bid price is strictly positive, because a>0 and
0 < p' < 1 (equilibrium in mixed strategies).  Next, the probability of a successful

takeover attempt, Pr{T  2   K}, is easily found  by the requirement  that  out  of  the  m

shares, which are tendered with probability p-, at least m-a have to be tendered to
make the raid successful. Finally, R's surplus in this case follows from the fact that now
C = {1,...,n}, implying that X = O, and z' = 0; substituting these values in (7.A.22)
then gives the desired expression for the surplus. Again due to 0 < p' < 1, this surplus

is strictly positive.
Next, the degree of concentration in the ownership structure is increased, while keep-

ing z' = 0, this simply implies that one (or more) of the existing shareholders buy all
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shares from another single shareholder. The most important consequence now is that n
will decrease with one unit. Hence, m will decrease with one unit too, remember that
m= n if i = 0. Furthermore, note that under some circumstances it is not possible to
concentrate the ownership more strongly, while still keeping z- = 0. In these cases i will
become strictly positive; however, such cases are outside the scope of this proposition.
Therefore, we can assume here that the initial ownership structure is such that the initial
number of shareholders is n and z' =0. After the concentration, we then have n-1
shareholders and still z* = 0. This concentration process could continue until z' has
to become strictly positive. First, we now have a=N-K, since the set C consists of
all shareholders in a set-up with z  - 0. Furthermore, as already stated, m = n. This
means that p* = [n- (N- K)]/n, where N-K i s constant, no matter what degree of
concentration. Hence, p' will increase, when n decreases, due to a stronger concentration
of ownership. Second, we have to determine what will happen with P when n decreases.
This proof is divided in several cases for each specific value of a. with  1  S a f m-1.I f
a = 1, we have p' = (n - 1)/n, and hence,

(7.A.27)n

Now, we determine the derivative of P with respect to n:

Bp i /n- 1)  11 /n-1,n-1- =d l n l- , -1- - >1-1
Dn l\n/ 'n j<n) 6 (7.A.28)

where ((n - 1)/n)'-1 >0 for all n 2 2 (note that n 2 2 has to be the case if a= 1).
Hence, P will increase if n decreases, when the first part is negative. Using a Taylor
approximation of ln(z) around x - 1, we know that

/n-1\ 1
1n l-n-) <  , (7.A.29)

for n 2 2. Hence, for a=l i t i s shown that P increases when n diminishes. For the
cases in which a 2 2, the proof is somewhat different. Suppose a = 2; now, we have

P = (m - 1)(pI)™-2(1 - p.) + (pi)™-1 -
/n-2\.-2

(n-1)1-1C n) (i) + (132).-1-   (7.A.30)
It  is easy to see that  half the first  term is still larger than the second  term  for all n  23.
Next, we consider both terms separately as far as their derivative with respect to n
concerns. First, we take the natural logarithm of both terms to make things simpler.
That is, consider

91(n) E ln(2) + ln(n - 1) + (n - 2) ln(n - 2) - (n - 1) ln(n), (7.A.31)

and

92(n) E (n - 1)ln(n - 2) - (n - 1)ln(n), (7.A.32)
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leading to the following first-order derivatives

agi(n)     1     1

,=        .t- + ln(n -2) - ln(n), (7.A.33)an      n-1    n

092(n) -  1    1
- --t- + ln(n -2) -ln(n). (7.A.34)Dn       n-2    n

Straightforward geometry, that is, appropriate integration of the function f tx)   =   1/x,
now suffices to prove that 891(n)/On < 0 and 892(n)/Bn > 0 for all n 2 3. Next, by
choosing the logarithmic transformation, we have

ap C
Cn -  ln-2 (2)1 291(n) -4. f /n -2\"-11 292(n)     (7.A.35)Dn = 1(n - 1)l-n     (nj f en  · i l--n j

   On '

Using the fact that the first term of (7.A.30) is at least twice as large as its second term
for all n, we have shown that aP/an < 0 if 891(n)/8,1 + 892(n)/Bn < 0. Again taking a

(higher order) Taylor approximation of ln(z) around z = l, we know

/n - 2\      2    2
Kn 1-1< - - - -                            (7.A.36)C n/ n n2'

hence,

09l(n) 892(n) 1 1 2 /n - 2\-f- =-t-t-+24(-)<On        Bn n-2 n-1 n     n
2n - 3 2    4

---7,   (7.A.37)(n- 2)(n -1) n n

where the last term is strictly negative when n is sufficiently large, that is, if n 27
Forthe values n=3,4,5, and 6 it isalso easy tosee that 891(n)/On + 892(n) on < 0.
This completes the proof for the case in which a = 2. For larger values of a the proof
is exactly identical: first, the relative order of the separate probability terms; second,
determine per term the derivative of its logarithmic form; third, rewrite OP/an using
these derivatives per term; fourth, use the factors of the first step to check whether the
total derivative is negative (for this step a higher order Taylor approximation of ln z is
necessary). The proof for an increase in the probability of success, Pr{T 2 K}, due to
a decrease in n, is exactly similar as the one for P. In this case, a separate probabilities
have to be checked too. Finally, we have to consider what happens with R's surplus as
n decreases. Using the logarithmic transformation, we define

a

g(n) E E ln(n - i) + (n - a) ln(n - a) - nln(n), (7.A.38)
1=1

where we have left out all constant terms. Next, differentiating with respect to n gives

ag(n)   3.  1
- -L-+ ln(n - a) - ln(n) (7.A.39)
On         n-2:=1
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Using the same geometric argument as before. it is easy to see that this derivative is
strictly positive for all n k a t l. This implies that the derivative of R's surplus itself
with respect to n is strictly positive too (using that the absolute surplus is always strictly
positive). Hence, a decrease in n willlead to a strictly lower surplus for R. This completes
the proof.                                                                        0
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Chapter 8

Summary and conclusions

8.1 Main ideas and results

In this thesis we have analyzed potential economic roles for takeover barriers. The main
reason underlying this research topic is the grown importance of takeovers, as a way
to change control over a corporate's resources. Starting in the 198Os, takeovers have
become frequently occurring activities. Usually, two motivations for this phenomenon
are put forward: (i) takeovers are meant to achieve newly arisen synergy opportunities
and (ii) shareholders use them as a disciplinary force to remove inefficiently operating
managers. The first motivation is related to the fact that several market imperfections
have been removed recently. Think, for example, about such developments as the in-
creased globalization of industries and trade, the introduction of several new technologies
changing the firm's optimal size, and the relaxation of anti-trust laws. The second ex-
planation is based upon the increased role for shareholders within firms. They realized
their ability to correct managerial failures through a takeover, using the stockmarket.
As a result, a period of increased shareholder activism has begun; several trends, such
as the explicit demand for stronger corporate focus, the increased attention for investor
relations, and the stronger agreement to maximize shareholder value, characterize this
shift in attention. Booming stockmarkets reinforce the shareholders' position even fur-
ther, its increased importance leads to more attractive share prices, making firms more
dependent upon the stockmarket and, hence, willing to satisfy shareholders' needs.

Both motivations imply purely positive effects of takeovers; they increase efficiency
and should thus be greeted with full enthusiasm. However, many firms have reacted
by erecting takeover barriers; as a result, takeover battles took place sometimes. This
reaction raises important questions. What kind of roles do such takeover barriers have?
Do the interests of firm participants diverge strongly, in particular concerning takeover
attempts? Are takeovers as good for an economy as supposed previously? This thesis
addresses these issues, analyzing potential economic roles of takeover barriers.

First, Chapter 2 gives an overview of the most frequently used barriers. It describes
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their main elements and the way they could potentially obstruct takeover attempts. In
addition, a classification of barriers is suggested as useful in analyzing their potential roles

in subsequent chapters. To differentiate general defensive techniques from more specific

ones, we distinguish ex-ante and ex-post types, where the latter can be tailor made,
since a takeover attempt is already pending. Furthermore, ex-ante barriers will have a
somewhat different role, as their adoption signals a firm's fear for a takeover without
an actual attempt. To stress the important role of the incumbent manager in deciding

for barrier adoption, we further separate the total set of barriers into passive and active
types. The first kind refers to those barriers being available without active managerial

involvement; the latter, though, does require managerial action. Active takeover barriers
are referred to as takeover defenses. By definition, ex-post barriers are active, leading to
the following overview.

Type of takeover barrier Maximizing SH value

A. Passive takeover barriers
1.   Federal and state law provisions ugly
2. Ownership structure target:

higher degree of concentration good ?
larger managerial shareholding good

B. Active ex-ante takeover barriers
1. Anti-takeover charter amendments ugly
2. Dual-class recapitalizations ugly

3.   Changes in asset and capital structure bad/ugly
4. Poison pills bad

C. Active ex-post takeover barriers
1. Litigation good

2.   Changes in asset and capital structure  bad
3. Targeted repurchases & standstills bad

Table 8.1.1. Most frequently observed barrier types.

The last part of Chapter 2 deals with the effects of takeover barriers. Since firms are
assumed to maximize the value of their ultimate owners, the shareholders, these effects
are best measured by calculating shareholder value consequences of barrier adoptions.  As
reported in numerous event studies, takeover barriers affect shareholder value differently,
depending upon their specific elements and use. In the former table, we have tried to
summarize existing empirical evidence by referring to barriers as either good, bad, or

ugly in this respect. The good types are known to have increased shareholder wealth,

whereas the bad ones have surely decreased it. Ugly barriers, finally, have a less clear-cut
impact on shareholder value; it may be that their effect is either insignificant or highly
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sample dependent. In general, they are somewhat questionable in the sense that their
ultimate effect is crucially dependent upon the adopting firm's specific situation.1 The
question-mark in the table refers to a lack of empirical evidence testing the particular
barrier.

Where Chapter 2 considers the private optimality of takeover barriers, Chapter 3
takes a closer look at any social consequences. Therefore, it provides an overview of
potential takeover causes first. The idea is that these causes might make the use of
barriers socially acceptable. Broadly spoken, takeovers are meant to increase wealth for
the initiating party; however, the crucial question from a social perspective is whether
total wealth will increase as a result of the takeover. Hence, we distinguish two groups
of takeover theories: (i) wealth creating theories and (ii) wealth redistributing theories.
Explanations in the last group imply that the takeover gains for any involved parties are
more than offset by the losses for others. Identifying the parties which potentially might
suffer from wealth redistributing takeovers, we arrive at the following list of takeover
types.

Takeover type Examples
I. Wealth creating takeovers
1. Achieve synergies -   economies of scale

-   complementarity of financial slack
2. Remove ineflicient target - target manager fails to

management maximize shareholder value
II. Wealth redistributing takeovers
1. Transfer wealth from bidder SH - bidder manager prefers to grow

to target SH -   wrong use of free cash flow
- hubris infection

2. Transfer wealth from target SH - undervalued target is
to bidder SH bargain for bidder

3. Transfer wealth from other - suffering bondholders
stakeholders to target SH -   laid off employees

- higher consumer prices
- lower taxes

Table 8.1.2. Classification of takeover types.

It is straightforward to argue that wealth creating takeovers should not be opposed. Al-
though potentially losing participants might want to defend themselves against such
takeovers, their defenses are socially undesirable. However, wealth redistributing

1 An important feature  is the existence of powerful alternative disciplines on managerial behavior
when the takeover threat somewhat diminishes.
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takeovers should be prevented; here we may have an argument to use takeover barriers.

Closer examination, though, shows two disadvantages making barriers as a potential
solution less likely. First, it is difficult to construct barriers such that wealth increasing

takeovers are not hampered, while wealth redistributing ones are. Second, better alter-
native solutions are often available. Stricter control of bidder firm management, better
communication to shareholders, bond covenants, employee stock ownership plans, anti-

trust laws, and tax laws are such alternatives: Summarizing, takeover barriers could
do a good job in preventing wealth redistributing takeovers, but it remains to be seen
whether they are the socially preferred solution. In addition, target shareholders usually

gain strongly from takeovers, making them less willing to accept barriers.

Chapter 4 serves two purposes:  (i) it gives an overview of potential roles for takeover

barriers, as already described in the literature and (ii) it provides a modeling framework
for the remaining chapters of the thesis. Before going into detail, the disciplining force of
takeovers and debt is explained first. Next, the potential roles of the target's ownership

structure are analyzed; (i) atomistic shareholders render each takeover attempt impossi-
ble, due to the famous free-rider problem and (ii) large shareholders, an initial toehold for

the raider, and the concept of making some shareholders pivotal could solve this holdout
problem. Potential roles for active takeover barriers can best be explained using the fact
that the market value of a firm's equity equals the sum of its true underlying value and
an expected takeover premium component. Hence, shareholder value increasing uses of

takeover defenses would have to augment at least one of these two value components.
Regarding the expected takeover premium, note that it is equal to the probability that a
takeover attempt will be successful times the paid premium in that case. Summarizing
the modeled shareholder value increasing roles per active takeover barrier, we get Table
8.1.3.3

Hence, Chapter 4 shows that many takeover barriers could be shareholder value in-
creasing. However, the empirical evidence, as reported in Chapter 2, tells a different
story for some barrier types. An important remark could explain this difference. The
potential roles, as explained in the economic models, are simply propositions, that is,
they might be true under some circumstances in practice. In addition, they all affect

shareholder value positively for at least one of its components; the others may decrease.4

The question then is which of these barrier's consequences turns out to be the strongest.

Note, for example, that the takeover probability will almost surely decrease after the
adoption of whatever takeover defense.

Furthermore, most takeover barriers could entail an overall negative effect for share-

2Note that each solution is related to the mentioned takeover examples in the lower part of Table
8.1.2.

3Note that the active barriers are numbered in the same way as in Table 8.1.1, not all barriers are
analyzed. Furthermore, some barriers have more potential roles.

4Remember that there are three important components constituting shareholder value: (i) the un-
derlying equity value, (ii) the takeover probability, and (iii) the eventually paid premium.
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holder value too. All barriers solely meant to protect the position of an inefficient incum-

bent manager are certainly value decreasing. Their main effect is a significant decrease
in the probability of a takeover attempt; sometimes, they could even imply a decrease in
the underlying firm value, since inefficiencies can not be punished. As argued in Chapter
4, dual-class recapitalizations can not be shareholder value increasing, as long as they
enable contenders for control (that is, either M or R) to acquire the firm in a relatively
cheap way. In addition, those ex-ante changes in the firm's asset structure, meant to
tighten the relationship between the firm and its incumbent manager, are costly for its
shareholders too.

Type of takeover barrier Modeled role(s) S H  value eliect
I. Ex-ante takeover barriers
1. Anti-takeover charter M's bargaining power T Paid premium T

amendments Raise minimal ability R Underlying values T
3. Debt financed share Influence takeover method Paid premium T

repurchase Debt disciplines M Underlying value T
Share repurchase M's relative shareholding T Paid premium T

Change marginal shareholder Paid premium T
Higher amount of debt Get larger part of synergies Paid premium T

4. Poison pills Ex-post value minority SH T Paid premium T
II. Ex-post takeover barriers
1. Litigation Eliminate initial bidder Paid premium6 T

Delay bid to initiate contest Paid premium T

2.   Changes in asset and Preempt R's plans Underlying value T
capital structure

Changes in asset structure Discriminate initial bidder Paid premium T
Share repurchase Signal undervaluation Underlying value T

(not targeted)
3. Targeted repurchases Eliminate potential bidder Paid premium6 T

& standstills

Table 8.1.3. Potential roles for active barriers increasing shareholder value.

Finally, Chapter   4 has provided   a good start   for   the last chapters   of the thesis.     The
overview of potential roles has shown which possible arguments for takeover barriers are
still unexplained. As a result, Chapter 5 deals with one such argument. In addition,
Chapters 6 and 7 explore deeper into the roles of non-voting versus voting equity and
into the degree of concentration of the ownership structure. The last two analyses could

5To be realized under R after a successful attempt.
6Logically, any future paid premia are meant here.
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be referred to as a look at more modern takeover barriers, closely related to corporate
governance issues; the argument in Chapter 5, on the other hand, is useful to explain
more traditional anti-takeover measures.

The idea, as proposed in Chapter 5, is that takeover barriers could be used to signal
undervaluation of the adopting firm's shares. In an attempt to prevent potential (future)
bidders from acquiring his firm at a too low price, an incumbent manager looks for
ways to convince investors that his firm is worth more than its current equity price.

Straightforward signaling mechanisms, such as a share repurchase or a dividend increase,
might not always be possible. Adoption of a takeover defense could be an alternative; it
is credible, since its resulting gains are strictly larger than those for an overvalued firm.
The crucial reason is the decrease in takeover probability, resulting from adoption. It
makes the expected misvaluation in case of a takeover larger for an undervalued firm
without barrier than for an overvalued firm with barrier.  As a result, we can expect
undervalued firms to choose for adoption of anti-takeover measures, whereas overvalued
ones will not. Considering the earlier mentioned composition of the market value of
equity, this explanation deals with the underlying value component. It argues that this
component will increase after adoption, more than offsetting the simultaneous decrease in
the expected takeover premium. In addition, this story applies to ex-ante active takeover

barriers; its most important candidates are several kinds of anti-takeover measures, as
described in Chapter 2. Finally, note that this type of signaling is costly: the expected
takeover premium diminishes. Therefore, it remains to be seen whether any other,
less costly, mechanisms can do a better job. Put differently, the potential opportunity
to credibly communicate undervaluation in another manner makes these anti-takeover
measures ugly at worse.

Chapter 6 analyzes the possibilities for using non-voting versus voting equity and a
manager's compensation schedule to influence corporate performance.7 That is, both
issues could play a role in corporate governance. First, non-voting equity is preferred by
the manager of a starting firm, since it allows him to choose his own strategies. As long
as his private benefits make him opt for shareholder value maximizing actions. this type
of equity will be provided. Otherwise, however, non-voting equity may become inade-

quate; in particular if large investment projects are at stake.  At this point, voting equity
as an alternative financing instrument comes in. This instrument, ideal for the share-

holders, has the disadvantage that socially optimal outcomes might become impossible;
the manager could have insufficient wealth to change his shareholders' minds. Therefore,
a suitable managerial compensation schedule could provide him with sufficient wealth;
under some circumstances, both a fixed and a performance-based variable wage would
now be optimal in this respect. The implication is that in some industries we expect to
see a stronger dependence on fixed managerial wages than in others.

7Note that some of these possibilities were already dealt with in Aghion and Bolton (1992). However,
their main focus was different and their supposed use of the manager's compensation schedule more
restricted.
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Potential roles for the ownership structure of the target firm are central to Chapter
7.  As argued in the literature, the degree of concentration among the total group of
shareholders is relevant  for the overall outcome  of a tender ofTer. If ownership  is  ( in-
finitely) widely distributed, the famous free-rider problem will prevent any bidder from
successfully acquiring a target firm without secretly buying an initial toehold. However,
all firms have some form of concentrated ownership in reality; that is, their number of
shareholders is strictly finite, whereas some of their shareholders may even own signifi-
cant stakes. These larger shareholders could become crucial to the outcome of a tender
offer, since they have a stronger incentive to sell part of their holdings to a bidder than
smaller shareholders do. The idea is that they own enough shares to positively affect the
probability of tender offer success by selling a significant fraction of their stake, while
still keeping part of it in order to gain from any post-takeover improvements. This con-
cept of splitting one's initial shareholding is less relevant for those shareholders owning

just a very few shares. As a result. the existence of relatively many larger shareholders
within the target firm will make costly takeover attempts more probable. In addition,
the ownership structure can also influence the bid price as offered per target share. These
ideas make the distribution of a firm's ownership a potential takeover barrier. Moreover,
they might give another explanation of existing ownership structures on top of already

analyzed arguments, such as the monitoring role of larger shareholders, the impossibility
to trade significant blocks of shares without losses over prevailing market prices on less

liquid markets, and the safeguard of a significant equity stake for large debtholders of
the same firm.

Summarizing, takeover barriers could play several roles, both within takeover pro-
cesses and on a broader scale. Their use to achieve maximal shareholder value is. however,
doubtful. Some of them are clearly against shareholders' interest, whereas it remains to
be seen if the others are the best available solution for problems at hand. Therefore,
their careful analysis remains of strong importance, in addition, alternative instruments
with potentially less harmful (external) effects should be considered.

8.2 Important implications
Having reviewed the main ideas and results of this thesis, we are now able to sketch
their most important implications for daily practice. These implications consider both
general topics as well as more specific recommendations.

Corporate decisions in a takeover process should be more heavily based on shareholder

interests.
This implication follows from the abundant empirical evidence on the shareholder value
effects of several important corporate decisions regarding takeover issues. From a bidder
shareholder perspective, the downward sloping trend of abnormal returns after successful
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takeover attempts is alarming. Stronger competition among bidders could explain this
trend. but bidder shareholders have to prevent their incumbent manager from becoming

infected with hubris. Target shareholders. on the other hand. might be hurt by the
int roduction of several takeover barriers. as these will certainly reduce their chances for

a large takeover premiuni. They should at least have an active influence with respect to

the corporate decision to adopt takeover barriers.

Although one can discuss the specific goal(s) of a firm. there is overall agreement

aniong economists that shareholder interests are very important.8 However. this sig-
nificant role is not always fully clear in practice. First of all. it is sometimes argued

that the goals of other firm participants are crucial too. Needless to say that this is the
case. but this argument has far less conflicting consequences than one initially thinks.

More precisely. these goals are also served when a firni chooses for a shareholder value

maximization perspective. 'I'he idea is that shareholder value is the overall result, de-
termining a firm's chances of survival and ultimate success. If a firm can optimize the
value of its ultimate owners. they are willing to invest more and the firm can grow; this
will create more employment. and better. cheaper products. Second. shareholders do not
seem to play a very influential role in many firms. Serious consideration of shareholder
interests implies. amongst others. timely and detailed information for the shareholders.
concerning the firm's current position. its results over prespecified past periods, and its
plans for the future.' In addition. shareholders should be able to make use of their voting

rights.
Regarding the issue of takeovers. this implication asks for a closer relationship be-

tween a firm and its shareholders. Hence, investor relations become more important.

Furthermore. shareholders should have a more continuous influence on daily corporate
behavior. Considering the situation in The Netherlands. the idea of shareholder voting to
elect new members of the ' Raad van Commissarissen"  will be a step forward. An iinpor-
tant consequence of a Inore prominent role for shareholder interests is an improvement

of the monitoring potential of the stockmarket. Based on correct information. investors

are better able to evaluate a firm's performance. to be reflected in a specific share price.

In addition, outside shareholders can now use their voting rights to discipline incumbent
management of the firm. The value of this consequence is sometimes doubted, partic-
ularly in Europe. Critics tend to claim that a monitoring role for the stockmarket is
not as crucial in Europe as in the U.S. However. this claim is hard to defend, corpora-

tions become more internationally oriented just as investors. making differences between

Europe and U.S. harder to explain. Remember that more and more firms have their

8 For a recent discussion on the firm's ultimate goal, see, for example, Hansen and Lott (1996).
They show that shareholder value maximization is optimal if product markets are competitive. If not,
corporate objectives should be different.

9Chapter 5 shows that accurate information for shareholders could play an important role in takeover
processes. In an attempt to minimize informational asymmetries, incumbent managers could prevent a

frequent  use of takeover defenses.
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shares listed on a variety of stockmarkets in Europe, U.S, and Asia, furthermore, large
institutional investors get more and cheaper opportunities to invest abroad.

Concerning the topic of takeover barriers, this implication means a more active role
for (target) shareholders regarding takeover barrier adoption decisions. That is, the
introduction of takeover defenses without shareholders' approval is undesirable. Fur-
thermore, bidding firm management should be better controlled, which brings us to the
next implication.

In a world with separation of ownership and control, the decision-makers should be ef-
fectively controlled.
This topic has received considerable attention, both in theory and in practice. Not only is
it quite natural to assume that interests of the incumbent manager and his shareholders
diverge, the empirical evidence shows that shareholder value maximization is not always
the first goal of corporate managers. Therefore. the ultimate owners of the firm shotild
keep an eye on the behavior of their manager.

Several disciplinary forces on managerial behavior are suggested: (i) the stockmarket,
(ii) large, specific investors, (iii) the board of directors, (iv) correct managerial incentives,
and (v) market competition. Regarding the first force, its use requires a very liquid
stockmarket. Otherwise, it is impossible to judge managerial performance by simply
buying or selling the concerning shares. In addition, shareholders need voting rights to
effectively discipline corporate managers. The second force demands a significant stake of
an investor in the firm's equity, debt. or both, making his investment return more risky.

Furthermore, it asks for the willingness and capabilities to monitor managers. However,
even if these two conditions are met, it remains to be seen whether large investors will
be optimal. Their threat to sell their stake may not be that credible if security markets
are illiquid and their close relationship to incumbent managers could yield the dangers
of insider trading. The third force could do a good job if board members are sufficiently
independent of managerial incumbents and if their pay is closely related to the firm's
overall performance. In addition, most boards should control their natural tendency
to react after managerial failures and choose to act ex-ante and prevent such mistakes
instead. The fourth disciplinary force is getting more popular in Europe, following the
good examples in the U.S. One of its major problems is the current preference of stock
options (mostly call options) over ordinary shares. This prevents managers from losses
when the share price tumbles. An inherent problem of this disciplinary force is the
possibility of insider trading. Moreover, managers may decide to sell their shares at a
certain point, where a long-term incentive effect is intended. Hence, the obligation to
hold their firm's shares for at least a prespecified period of time could be a solution. The
fifth force, finally, could discipline incumbent management through its need to compete
and to stay ahead of competitors. Competition could come in internally (other managers
would like to become the CEO) and externally (other firms in the same industry).

Summarizing, if one decides to specialize on investing in a firm versus managing,
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one has to develop disciplinary checks on the manager's behavior. Several mechanisms
are available for this purpose; however, each one of them has its disadvantages and
their effectiveness depends crucially upon a number of (exogenous) conditions. Hence,
a proper combination of mechanisms is generally needed.w This implies an effective
role for (disciplinary) takeovers too; as a result, takeover barriers are undesirable and
shareholders should be given effective voting power.

Both hostile and friendly takeovers can be valuable.
As argued previously, takeovers (or their mere threat) may discipline managerial behavior
and are, hence, useful. Many other takeovers, however, are meant to achieve larger

shareholder value by utilizing synergies. These takeovers are generally friendly and will
be unnecessarily obstructed by takeover barriers. The reason is that, although barriers
could play a positive role in the process of distributing the overall synergy gains, their
total contribution to target shareholder value is probably negative. The reason is that a
relatively large part of the overall gains accruing to target shareholders will deter bidder
firms from initiating (costly) takeover attempts. Hence, a potentially huge external effect

of takeover barriers is a decrease in realized synergies.11  A word of caution applies to
the bidder firm: its shareholders (and board of directors) should carefully scrutinize their
incumbent's takeover plans before supporting them.

However. not all takeover attempts should be greeted with enthusiasm. Some of

them, not motivated by synergies or the removal of inefficient target managers, are not
valuable and should hence be prevented. Takeover barriers could play a useful role now,
trying to prevent a pure redistribution of wealth while overall gains are non-positive. 12

However, as argued earlier, such takeover attempts are difficult to distinguish from others;
furthermore, alternative, less harmful preventions are often possible too.

Summarizing, both friendly and hostile takeovers do not ask for takeover barriers.
Friendly types should not be deterred and the occurrence or threat of hostile types could
have disciplinary value. In some circumstances, the latter types may even be very useful.

Take, for example, an industry in which overcapacity causes firms to incur large losses.

A relatively bad performance by a typical manager in this industry is hard to detect,
since everybody is performing badly. However, some firms have to exit, which is rarely
done voluntarily. 13 In the long-run, bankruptcy could solve the problem, but takeovers

10Chapter 6 shows that in some set-ups non-voting equity could be effective. The idea is that a suited

wage-incentive scheme could discipline M, making explicit shareholder influence superlluous. However,
note that the considered set-ups involved only one (large) shareholder.  If more shareholders are brought
in,  M's  discretionary room increases,  as  he can bargain  with each investor separately. In addition,
free-rider problems for the shareholders will arise

11 A far better idea for target shareholders to appropriate a large  part of the overall synergy gains is
the  initiation  of a bidding contest. However, this requires unique target assets, needed to realize  the

synergies.
12See Chapter 3.
13See Jensen (1993) for similar ideas.
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can do a better job in an earlier stage. In a healthy industry, on the other hand. other
performance measures providing managers with the right incentives are possible: e.g., a
managerial wage based on relative performance could do the job here. Hence. in these
cases hostile takeovers are far less justifiable.

The use of takeover barriers should be considered with care.

First of all, we have seen that some barriers could be valuable as they may lead to
higher gains for target shareholders, in case bidder firms decide to pay higher premia.
However, this effect has to offset the simultaneous consequence of a smaller likelihood
of takeover success. In addition, such barriers may have negative consequences for the
longer term too. That is, they will make the search for potential synergies and man-
agerial inefficiencies by bidder firms less attractive. As a result, takeovers will occiii'
less frequently than would be optimal. Second, takeover barriers could be useful to pre-
vent wealth redistributing takeovers. But, this potential use is rather difficult as long
as such takeover consequences can not be expected initially. Third, takeover barriers
may  be  used to communicate undervaluation  to the shareholders. Once again, though.
other, less costly alternatives are possible to achieve this goal in most cases.  So, we
can conclude that several positive roles for takeover barriers are possible; however, their
overall value is highly doubtful, since negative effects are very likely too. Combined with
the existence of alternative means to reach the same goals, such as a well functioning
board of directors, careful communication of relevant information to the shareholders,
and employee stock ownership plans (ESOPs), it is straightforward to argue that most
takeover barriers are ugly at best. Hence, their use should be considered with maximuIT1
care. This brings us to the last implication.

Regulation should prevent undesirable takeover barriers.
Takeover barriers could be used as a mechanism to protect inefficiently operating man-
agers from the disciplinary threat of takeovers. Hence. the adoption of barriers without
shareholder approval should be ruled illegal. Only those barriers that are supported
by the firm's shareholders could be functional. However, strict regulation at this point
is probably not necessary. As is most often the case with potential conflicts of inter-
ests, one can expect the market (and its participants) to come up with good solutions. 14

That is, in case of socially disruptive takeovers, for example, employees and suppliers
could be protected from harmful wealth expropriation by introducing ESOPs and cross-
shareholdings. Legal solutions should generally not be preferred, as long as they are not
directed against specific wealth destroying takeover types. We have already argued how
difficult it would be to set up such solutions.

A different story applies to the role of the board of directors. Since this disciplinary
mechanism uses firm-specific information to evaluate managerial performance, it could

1.In Chapter 7, for example, we have shown that a particular equity ownership structure. resulting
from market behavior, has its own role in a takeover process.
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function without harmful externalities. However. the board and its members should
be given the right incentives to effectively monitor incumbent managers. Regulation
at this point could be needed, regarding, for example, the composition of the board,
the election of its members, the members' compensation, and its right on timely and
detailed information. Note that the board of directors is not only crucial within a target
firm when responding to a takeover attempt, but also in a bidder firm to evaluate the

manager's takeover plans.
A last comment concerns the shareholders' rights. They have to be such that all

takeover barrier adoptions require official approval of the shareholders. In addition, they
should be able to influence the ultimate composition of the board of directors.

Finally, some remarks relating to the typical situation in The Netherlands can be clari-
fying. As argued in Chapter 2, several takeover barriers are existent in The Netherlands,
some of which are rather special. However, their main functioning is not as different
from the standard (U.S.) ones as sometimes supposed. Regarding the previous impor-
tant implications, we can add the next remarks to the specific Dutch situation.

First, the shareholder value maximization goal is becoming more common among
Dutch firms. Both globalizing trends, the influence of a few large multinational firms,
and the international orientation of large (Dutch) investors have contributed to this
situation. In addition, firms seem to get more shareholder oriented in general, potentially
as a consequence of some large initial public offerings, launched recently and particularly
directed to smaller investors.

Second, the stockmarket in Amsterdam is not as liquid as would be ideal for a strong
monitoring role of all investors together. Several causes, such as the prevailing existence
of large block-owners,15 could be due to this problem. In addition, most of these large
investors are rather passive, their main goal is to find an outlet for their huge funds,
whereas returns are less important. However, some signs may predict that this behavior is
going to change in the near future. Most investors are trying to give their fund managers
more performance based compensations and pension funds will be more confronted with
the need of higher pension payments, making their investment strategy more important.
As a result, they will realize that market-indexing might not be enough. More active
trading could also contribute to a better market liquidity. Furthermore, small Dutch
investors seems to become more active; they are more allowed to spend their savings
according to personal preferences, making share purchases more frequently occurring.

Third, the composition of a typical board of directors is recently severely criticized.  Its
role should become more independent of the firm and its incumbent manager. Further-
more, its members should be given the right incentives to safeguard shareholders' goals.
Finally, the election of its members should be changed to guarantee a clearer indepen-
dence and a straightforward representation of several interests. Although these changes

15Mainly large pension funds and insurance companies.
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require tremendous changes, as the current Dutch system to elect and reward directors is
totally different, they are worthwhile discussing in the light of several important results,
as described in this thesis.

Fourth, performance based managerial wages are becoming more common. This de-
velopment will make potential managerial divergences less likely. In addition, the concept
of shareholder value will now become the central corporate focus. However, it remains
to be seen whether this change is effective: first, most managers still own a very small
fraction of their firm's equity; second, no minimal time limits regarding share ownership
are generally involved; third, a crucial condition for its effective functioning is a set of
strict legal rules concerning insider trading, since the Dutch market is not that famous
for its superior communication of important information to investors. 16

Fifth, hostile takeovers, at least successful ones, have not yet occurred in the Dutch
situation. There was a large publicized hostile attempt, but it failed. The main problem
is twofold: (i) Dutch firms are overwhelmingly protected against such takeovers and (ii)
the Dutch stockmarket is not that liquid as to allow the secret acquisition of a large

stake in a target without causing a price appreciation. In addition, recently introduced
disclosure laws require significant blockholders to publicly announce their holdings. Al-
though hostile takeovers (and mainly their threat) might be useful, in particular during
periods of recession, their prevention is largely a political issue too. The Dutch consen

sus atmosphere renders hostile takeovers, and especially their initiators, not justifiable.
Hence, most firms and investors do not even consider these opportunities.

Sixth, and finally, most Dutch firms are strongly protected against takeovers, at. least.

until recently. As a result, hostile takeovers were doomed to fail. Furthermore, it gave
incumbent managers an enormous power to refrain from several disciplinary forces. This
problem was aggravated by the fact that several takeover barriers could be adopted
without immediate shareholder approval. Recently, though, most corporations (at least,
the ones newly listed on the stockmarket) were obliged to carry at most two takeover

barriers, one temporary and one permanent defense. However, it is doubtful whether
this change will give shareholders more power to control their incumbents, considering
the huge potential deviation of the one share-one vote rule when some popular defenses
are actually used. In addition, the purely quantitative criterion, a maximum number of
barriers, raises some questions. A better idea would be an obligation to shift more power
to the shareholders; a more active involvement from their side would improve corporate
governance. Firms seem to be considering alternative defensive means too; time will
learn if these alternatives are less harmful.

The next section will discuss some ideas in this respect.

16Take, for example, the case of DAF Trucks; shortly after the introduction of its shares on the
stockmarket, the executives sold their equity stakes with considerable profits, while the stock price
tumbled some years later, as the firm itself did too.
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8.3 Future research
These implications give rise to many interesting topics for future research. We have tried
to classify them in a manner consistent, with the contents of this thesis. A few remarks

may indicate their potential analysis.

The signaling role of the adoption of takeover defenses.
The existing empirical evidence, concerning this topic, is still somewhat open for differ-

ent interpretations, as discussed in Chapter 5. A more explicit empirical study, focusing
on the specific implications of the signaling role, could be useful. First of all, this study
could concentrate upon the impossibility of the incumbent manager to communicate
undervaluation in other way. That is, are some specific firm types more credible when
adopting a measure for the purpose of this signal? Potential candidates would be firms
that are heavily engaged in R&D spending; their communication regarding the success

of certain projects is usually very sensitive and their investments are generally very high,
making it unable for them to signal in other ways. Second, a more detailed empirical
study could focus on the role of the degree of undervaluation. The idea is that under-
valuation problems are more likely after huge downturns in the stockmarket, as already
indicated in Chapter 5. At the same time, more volatile stocks could be more vulnerable
to a takeover with an inadequate bid price. Third, the managerial claim of undervalua-
tion is related to M's equity stake. If it is rather small, the claim could be less credible,
since undervaluation would make buying more shares attractive. However, if it is rather
large, the claim could be meant to sell off some shares of M's own stake. Hence, the
trading behavior of insiders around such claims and potentially subsequent adoptions
of barriers might be interesting. Finally, the generally temporary character of under-
valuation implies that adoption should be followed by withdrawal of the barrier after a
while. This timing issue could be studies into more detail, linking share returns around
adoption with the period of time the barrier existed and the share price development
during this period.

To conclude, more empirical research devoted to the signaling idea could provide an
answer to the question whether this use of a barrier is good, bad, or ugly.

The potential role of dijferent equity types: for example, non-voting versus voting shares,
shares with superior votes based upon the length of time the shares are held, etcetera.
This topic is generally referred to as security design in the literature. It considers a
share not only as an investing vehicle, leading to a stream of future dividends, but
incorporates the role of a voting right too. If a long-term relationship between a firm
and its shareholders would be valuable, one could consider awarding long-term investors.
In addition, small shareholders could become a stronger force if they were allowed to vote
collectively by establishing a so-called collective union of small investors.17 Generally,

17Following the example of German banks, which were, until recently, allowed to vote on shares
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this topic concerns the question whether one share-one vote is the optimal control rule.
Chapters 4 and 6 discuss this topic and related issues, furthermore, see the references
as cited in these chapters. It would be interesting to see whether specific dual classes of
shares could be explained. As seen in empirical evidence, several firms give their insiders
superior voting shares, while leaving their outside shareholders with the inferior type.
If this could be explained, the criticism that this dual class security voting structure is
a bad takeover barrier might need some reconsideration. It would probably also ask for
more detailed empirical evidence, looking for specific firm characteristics that relate to
this type of voting structure.

Furthermore, this discussion on corporate governance solely focuses on the role of
shareholders. However. the influence of debtholders is important too. Therefore, a
general analysis, including both types of investors, would be ideal.18

The ownership structure of a firm,
Is there a need for stronger concentration of share ownership? Why? Would such large
owners be better able to monitor managers or would they instead be tempted to cooperate
(secretly) with them? This topic is closely linked to matters such as risk-behavior and
Stockmarket liquidity.19 Chapter 7 deals with some of these features. For recent empirical
evidence regarding the effects of more shareholder activism, see, for example, Wahal,
Wiles, and Zenner (1995), Denis and Serrano (1996), Smith (1996), Strickland, Wiles,
and Zenner (1996), and Wahal (1996). The exact role of the concentration degree within
the target's ownership structure is not yet tested. Hence, it remains to be seen whether
it is good, bad, or ugly. More empirical research in this area seems promising.

Potential market solutions to prevent socially disruptive takeovers.
In the main text, this topic was touched upon regularly. The central goal of shareholder
value maximization could lead a firm's most crucial stakeholders to actively invest in the
firm's equity. As a consequence, potentially diverging goals are unified and contractual
solutions (mostly very costly) are not needed. Typical examples of such stakeholders
can be: employees (including top-managers and directors) and suppliers. The effects of
ESOPs and cross-shareholdings would then require an extensive analysis. Less obvious,
though clearly related, are the possibilities of significant equity stakes by either banks

deposited at their accounts, unless explicitly told otherwise.
18Good starting points in this respect are the models of Dewatripont and Tirole (1994) and Berg18f

and Von Thadden (1994). They show that multiple investors (both share- and debtholders) are efficient,
where the debtholder seems to be the candidate to make life of the incumbent manager not too easy.
That is, short-term debt is generally a "hard" claim, whereas long-term investors are usually far more
willing to make concessions.

19 See, for example, Huddart (1993) and Admati, Pfieiderer, and Zechner (1994) on the relationship
between risk-behavior, both on the side of M and the (large) shareholders, and ownership structure.
Bolton and Von Thadden (1996) and Kahn and Winton (1996) discuss the influence of liquidity on the
optimal ownership structure.
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or other firms.20

The composition and functioning of the board of directors.
This topic is already discussed heavily.  From an economic point of view, the compen-

sation of directors, their information, and decision rules are relevant.21  That is, they
should be able to closely evaluate the incumbent manager. Specific recommendations
to achieve this goal are mentioned throughout the thesis. Interesting, recent, empir-

ical contributions to this topic are Rosenstein and Wyatt (1990), Byrd and Hickman

(1992), Shivdasani (1993), Brickley, Coles, and Terry (1994), Booth and Deli (1996),

and Yermack (1996).

Generally, we can expect more economic analyses of corporate governance problems in
the near future. Monks and Minow (1995) present interesting evidence, specific examples,

and potential solutions for such problems.

20These mechanisms would follow the example of Japanese concepts, such as the keiretsu.  See, for
example, Berg18f and Perotti (1994).

21 For an early analysis of board composition, see, for example, Hermalin and Weisbach  (1988).
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Samenvatting

Dit proefschrift analyseert mogelijke economische functies van beschermingsconstructies.
Aangezien fusies en overnames de laatste decennia sterk aan populariteit hebben gewon-
nen, is een gedegen onderzoek naar de werking en effecten van beschermingsconstructies
waardevol. Immers, dergelijke constructies spelen een belangrijke rol in het proces van
fusie en/of overname. Bovendien blijkt hun invloed op het dagelijkse functioneren van

(top-)managers  vaak veel groter  dan  men in eerste instantie aanneemt.

Fusies en overnames komen tegenwoordig steeds vaker voor; niet alleen zijn zij een
middel voor snelle groei,  maar ook worden zij veelvuldig gebruikt  voor de herstruc-
turering van ondernemingsactiviteiten.   De twee belangrijkste redenen voor fusies  en

overnames zijn: (i) het benutten van nieuw ontstane synergie-mogelijkheden en (ii) het
verhogen van de toegevoegde waarde van de doelwit-onderneming door verbetering van

haar (top-)management. De eerste reden is gerelateerd aan allerlei recente ontwikke-
lingen, waardoor bepaalde marktimperfecties zijn komen te vervallen. Denk bijvoor-
beeld aan de sterk toegenomen globalisering van handel en industrie door het wegvallen

van allerlei handelsbarri6res, de introductie van nieuwe technologie8n die de optimale
grootte van ondernemingen ingrijpend wijzigen en de versoepeling van diverse vormen

van concurrentie-wetgeving. In een dergelijke, sterk gewijzigde, omgeving ontstaan veel
nieuwe kansen voor ondernemingen en is een strategische herbezinning noodzakelijk.
Allerlei vormen van herstructurering zijn het gevolg, waarbij de focus op kernactiviteiten
centraal lijkt te staan. Immers, ondernemingen realiseren zich dat de rol van de aandeel-
houders belangrijker is geworden en dus kiezen zij voor die activiteiten die de grootste
toegevoegde waarde genereren; ofwel, zij kiezen voor een focus op die activiteiten waar-
voor zij een competitief voordeel bezitten.

Het toegenomen belang van de aandeelhouders brengt ons direct bij de tweede reden
voor fusies en overnames. In veel grotere ondernemingen is in de loop van deze eeuw een
scheiding tussen leiding en eigendom ontstaan. Hoewel deze specialisatie van functies
diverse voordelen heeft gekend, zijn er ook nadelen aan verbonden. Indien de onderne-
mingsleiding de belangen van de eigenaren te veel uit het oog dreigt te verliezen, komt er
een moment dat de eigenaren moeten ingrijpen. Hoewel hiervoor verscheidene mechanis-
men bestaan (bijvoorbeeld de keuze voor een bepaalde beloningsstructuur van het man-
agement), heeft de (vijandige) overname-poging de la.atste jaren sterk aan populariteit
gewonnen. Immers, deze vorm van ingrijpen is krachtig en dwingt een succesvolle overne-
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mer om de belangen van de aandeelhouders beter te behartigen, want zij zelf is hiermee
als (groot)aandeelhouder het meeste gebaat. De aandelenmarkt als geheel oefent op deze
wijze dus een disciplinaire druk uit op het functioneren van (top)-management, slecht
beleid en daarmee lagere koersen inviteren als het ware overname-biedingen. Aangezien
een dergelijke druk een positief effect heeft op het algemene koers-niveau van een aande-
lenmarkt wordt hierdoor de positie van de aandeelhouder alleen maar verder versterkt,
waardoor ondernemingen in de toekomst waarschijnlijk steeds meer aandacht zullen gaan

besteden aan hun feitelijke eigenaren.
Beide redenen voor fusies en overnames impliceren louter en alleen positieve effecten

van deze activiteiten: de efficiintie wordt verhoogd en dus zou elke fusie/overname
toegejuicht moeten worden. Hoe kunnen in dit kader bestaande beschermingsconstruc-
ties worden verklaard, is dan de logische vraag. Welke economische rol is weggelegd
voor deze barribres? Zijn de belangen van leidinggevenden en eigenaren wel zo ver van
elkaar verwijderd? Zijn fusies en overnames per definitie goed voor een economie? Deze

vraagstukken worden nader bezien in dit proefschrift, waarbij de nadruk zal liggen op
mogelijke verklaringsgronden voor beschermingsconstructies.

Hoofdstuk 2 geeft een overzicht van de meest voorkomende beschermingsconstructies,
zowel internationaal als ook in Nederland. Per afzonderlijke constructie wordt de spe-
cifieke werking besproken, waarbij met name aandacht wordt besteed aan het vermogen
om fusies/overnames te blokkeren. Bovendien wordt een indeling van beschermingscon-
structies voorgesteld, die de leidraad zal vormen voor het vervolg van het proefschrift.
Deze indeling is gebaseerd op twee criteria: (i) de mate van betrokkenheid van de (top)-
manager bij de invoering van de constructie en (ii) het tijdstip van invoering van de
constructie. Het eerste criterium onderscheidt passieve en actieve beschermingsconstruc-
ties, waarbij de manager alleen in het laatste geval zich actief moet opstellen voordat de
beschermingsmaatregel van kracht wordt. Het tweede criterium maakt een onderscheid
naar et-ante en ez-post constructies. De eerste worden ingevoerd voordat een concrete
fusie- en/of overname-poging bekend gemaakt is, terwijl de laatste een reactie zijn op
een daadwerkelijke poging. Merk op dat het eerste criterium vooral van belang is ter
beoordeling van de mogelijke belangentegenstelling tussen manager en aandeelhouders,
terwijl het tweede criterium een belangrijke rol toedeelt aan de hoeveelheid informatie
die bekend is op het moment van invoering van de constructie.22 Tezamen leiden deze
twee criteria tot een drietal klassen van constructies: (i) passieve beschermingen, (ii)
actieve ex-ante beschermingen en (iii) actieve ex-post beschermingen.

Het laatste deel van hoofdstuk 2 geeft nog een kort overzicht van de effecten van
beschermingsconstructies. De meeste effecten, zoals bekend uit empirisch onderzoek,
betreffen de veranderingen in de aandeelhouderswaarde op het moment dat de construc-
ties ingevoerd worden. Aangezien maximalisatie van aandeelhouderswaarde een alge-

22De ex-ante constructies zijn vaak algemener van aard, want door hun tijdstip van invoering kunnen
zijn niet reageren op concrete elementen van een fusie- en/of overname-poging.
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meen erkende ondernemingsdoelstelling is, is het logisch dat gevolgen voor deze waarde

de boventoon voeren in het empirische onderzoek. Afhankelijk van de uitkomsten van
de verschillende empirische studies hebben wij geprobeerd de beschermingsconstructies
in te delen als good, bad of ugly.  Zoals deze naamgeving reeds aangeeft, zorgen good

constructies ervoor dat de aandeelhouderswaarde toeneemt, terwijl bad types duidelijk
ingaan tegen de belangen van de aandeelhouders. De effecten van ugly types zijn min-
der eenduidig te interpreteren, in een aantal studies zijn zij statistisch niet significant
verschillend van 0, terwijl zij sterk afhankelijk zijn van de gekozen steekproef in an-
dere studies. Het resultaat van de meeste ugly constructies is sterk afhankelijk van de
specifieke karakteristieken van de invoerende onderneming.

Hoofdstuk 3 besteedt ruim aandacht aan de mogelijke oorzaken van fusies/overnames.
Door eerst te kijken naar de redenen voor deze activiteiten is het mogelijk een beter beeld

te krijgen van de rol van beschermingsconstructies. De partij die een fusie of overname
initieert (kortweg bieder genoemd) heeft hierbij een bepaald doel voor ogen, in economi-
sche termen, zij beoogt de waarde van haar gehele onderneming (of slechts de waarde van
enkele van haar participanten) te verhogen.  Voor een beoordeling of deze fusie/overname
sociaal wenselijk is, is het echter noodzakelijk om de waardeverandering te bezien voor
alle bij de mogelijke transactie betrokken partijen. Zo ontstaat dan de tweedeling tussen

fusies/overnames die daadwerkelijk extra waarde genereren en degene die slechts zullen
leiden tot een herverdeling van waarde, waarbij de winsten van de ene partij meer dan
teniet gedaan worden door de verliezen van andere partijen. De eerder genoemde twee
motieven voor fusie/overname leiden beide tot de creatie van extra waarde, zowel de
benutting van synergie-effecten als de verbetering van management zijn toe te juichen
activiteiten. Echter, andere motieven leiden tot twijfelachtige activiteiten; voorbeelden

zijn: fusies/overnames die louter en alleen worden ingegeven door de groei-ambities van
de manager van de bieder, de keuze voor fusie/overname-investeringen met een negatieve
netto contante waarde,23 de overname van een onderneming (kortweg doelwit genoemd)

voor een te laag aankoop-bedrag, een fusie/overname leidend tot het ontslag van grote
aantallen werknemers allen in het bezit van zeer veel ondernemingsspecifieke kennis en
een fusie/overname gericht op het behalen van meer marktmacht om zodoende hogere
prijzen aan de consument in rekening te kunnen brengen.

Ten aanzien van de rol van beschermingsconstructies behoeft het geen toelichting
dat de waarde genererende fusies/overnames geen strobreed in de weg gelegd moet
worden,24 terwijl het tweede type zo veel mogelijk voorkomen dient worden. Echter,
het zeer moeilijk om bescherming zo in te richten dat exclusief protectie wordt verkregen
tegen waarde herverdelende fusie/overname-activiteiten. Bovendien zijn er vaak betere

23Directe uitbetaling van geinvesteerde middelen  was  dus een beter alternatief geweest.
24Vaak wordt geopperd dat constructies zelfs in deze situaties relevant kunnen zijn, bijvoorbeeld om

de verdeling van het waarde-accres tussen bieder en doelwit te beinvloeden. Echter, deze verdeling heeft
louter en alleen gevolgen voor private belangen, het sociale belang is alleen gebaat bij de benutting van
elke mogelijkheid op een waarde-accres.
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oplossingen mogelijk dan beschermingsconstructies ter voorkoming van deze acties. 25

Concrete voorbeelden van de laatste zijn: een betere controle op de acties van de man-
ager van de initiBrende onderneming (Raad van Commissarissen), betere communicatie
naar de aandeelhouders toe, popularisering van het aandelenbezit onder werknemers (de
zogenaamde ESOPs) en een streng toezicht op pogingen tot kartel-vorming. Samen-

vattend, beschermingsconstructies kunnen nuttig zijn om het doelwit te verdedigen
tegen die fusies/overnames gericht op de herverdeling van waarde; echter, deze vorm
van bescherming heeft vaak te veel nadelen.

Hoofdstuk 4 geeft een overzicht van diverse mogelijke economische functies van
beschermingsconstructies, zoals op dit moment reeds bekend uit de literatuur.  Voor
die constructies die er op gericht zijn de aandeelhouderswaarde van de invoerende on-
derneming te verhogen, kunnen we grofweg stellen dat zij langs twee wegen werken. Zij
verhogen de eventueel te incasseren overname-premie in geval een fusie/overname-poging
succesvol is of zij hebben tot doel de waarde van aandelen direct na invoering van de
constructie al te verhogen. Duidelijke voorbeelden van het eerste doel zijn: juridische
constructies die de onderhandelingsmacht van de manager van het doelwit verhogen in
een poging een betere prijs te bedingen in geval van fusie/overname-onderhandelingen
en maatregelen die erop gericht zijn een eerste overname-bod te vertragen in de hoop
meerdere bieders   voor de onderneming geinteresseerd te krijgen. Voorbeelden   van   het
tweede doel zijn: de uitgifte van vreemd vermogen ter fnanciering van de terug-inkoop
van eigen aandelen, waardoor de zittende manager meer beperkt wordt in het gebruik
van overtollige kasmiddelen, en de versnelde uitvoering van bepaalde elementen van de
concrete plannen van de bieder om te bereiken dat de bieder alsnog afziet van haar
plannen. Hoewel beide doelen een positief gevolg hebben voor de aandeelhouderswaarde
van de invoerende onderneming, hebben zij beide ook nog een belangrijk nadeel: elke
constructie zal leiden tot een lagere kans op een overname en dus tot een lagere kans op
een aantrekkelijke premie. 26

Na dit overzicht van mogelijke rollen wordt het duidelijk welke elementen van bescher-

mingsconstructies cruciaal zijn en welke rollen nog niet zijn verklaard. Hierdoor is Hoofd-
stuk 4 een goede voorloper van de modellen in Hoofdstuk 5 tot en met 7. De laatste drie
geven allen een gedetailleerd inzicht van nog niet eerder geanalyseerde toepassingsmo-
gelijkheden van beschermingsconstructies.

Hoofdstuk 5 bespreekt de mogelijkheid dat de invoering van beschermingsconstruc-
ties bedoeld is om een onderwaardering van aandelen te signaleren. Het idee hier is
dat de manager van de onderneming over meer informatie beschikt dan zijn aandeelhou-

25 De empirische uitkomst dat aandeelhouders  van het doelwit normaal gesproken sterk aan waarde
winnen na een succesvolle fusie/overname geeft al aan dat doelwit-aandeelhouders vaak niet gebaat
zijn bij bescherming, ook al betreft het waarde herverdelende activiteiten. Een oplossing binnen de
bieder-onderneming is dan ook vaak een beter alternatief.

26Aangezien het overall effect positief moet zijn, zal het voordeel van elke constructie zwaarder moeten
wegen  dan dit nadeel.
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ders, aangaande de huidige (en toekomstige) toestand van de onderneming. Door deze
informatie-asymmetrie kunnen de aandelen van de onderneming niet juist gewaardeerd
zijn. Aangezien de extra informatie van de manager commercieel gevoelig is (denk bij-
voorbeeld aan bepaalde gunstige uitkomsten van R&D projecten), kan zij niet zo maar
doorgegeven worden aan de aandeelhouders zonder de concurrentie wakker te schud-
den. In geval de informatie-asymmetrie leidt tot een (tijdelijke) onderwaardering van
de aandelen kan het gebeuren dat een binnenkort verschijnende bieder-onderneming de
onderneming wil overnemen voor een te lage prijs. Immers, deze overname-prijs is veelal
de vigerende beurskoers plus een bepaalde overname-premie. Daarom kan de manager
besluiten om een beschermingsconstructie in te voeren ter voorkoming van een derge-

lijke situatie met een te lage overname-premie. De vraag is echter of dit signaal van
onderwaardering geloofwaardig is. Immers, elke onderneming zal graag willen aangeven
dat zij te laag gewaardeerd is op de beurs en dus dit signaal willen imiteren. Door de
aanname dat de constructie ook tot gevolg heeft dat de kans op een overname daalt,
wordt echter voorkomen dat overgewaardeerde ondernemingen het signaal imiteren.   Dit
nadeel van een lagere overname-kans zorgt voor een kleiner voordeel van een constructie
voor een overgewaardeerde onderneming dan voor een ondergewaardeerde. Het gevolg
is dat alleen ondergewaardeerde ondernemingen geloofwaardig een constructie kunnen
invoeren ter signalering van deze onderwaardering.

De empirische implicaties van deze rol van beschermingsconstructies zijn als volgt: (i)
de invoering van bescherming moet een positief effect op de aandeelkoers van de betref-
fende onderneming hebben en (ii) met narne die ondernemingen, waarvoor bovenstaande
asymmetrische informatie zeer relevant zou kunnen zijn, komen in aanmerking voor deze
vorm van protectie.27 Samenvattend, beschermingsconstructies kunnen worden gebruikt
als een signaal van onderwaardering.

Hoofdstuk 6 bespreekt de rol van het stemrecht per aandeel voor een bepaald type
onderneming, de zogenaamde entrepreneurial firm. Dit type onderneming wordt geken-
merkt door een sterk gesloten karakter, waarbij de rol van de ondernemer uitermate
cruciaal is. Denk aan de situatie van een kleine familie-onderneming die een periode van
sterke groei heeft doorgemaakt en op een gegeven moment wordt gedwongen om op zoek
te gaan naar externe financieringsmiddelen om nog meer aantrekkelijke investeringspro-
jecten te kunnen ondernemen. In deze situatie kan de ondernemer besluiten om drie
soorten extern vermogen aan te trekken: (i) aandelen zonder stemrecht, (ii) aandelen
met stemrecht en (iii) vreemd vermogen. Het hoofdstuk richt zich uitsluitend op de
eerste twee bronnen van vermogen. Aangezien de belangen en de rol van de onderne-
mer uitermate cruciaal zijn, kan het in sommige gevallen aantrekkelijk zijn om aandelen

27In geval van grote koersdalingen over een breed niveau, bijvoorbeeld tijdens de oktober crash in
1987, lijkt het ook logisch dat veel ondernemingen na afloop van de daling te laag gewaardeerd zijn.  Op
dit moment is het aannemelijk dat zij vervolgens overgaan tot de aanname van beschermingsconstructies
ter bereiking van het gemodelleerde doel. Empirische studies wijzen inderdaad uit dat veel constructies
zijn ingevoerd na de genoemde crash.



284 Samenvatting

zonder stemrecht uit te geven. Immers, in deze situatie blijft alle beslissingsbevoegdheid

bij de ondernemer en kan deze naar hartelust investeren en kiezen voor een bepaald
inspanningsniveau. Echter, de investeerder wil niet het risico lopen haar vermogen kwijt
te raken. Daardoor zal zij alleen dan bereid zijn van stemrecht af te zien als ofwel (i)
de belangen van de ondernemer en de investeerder perfect parallel lopen dan wel (ii)
gekozen wordt voor een dusdanig beloning van de ondernemer dat hij gedwongen wordt
zich ook in te spannen voor de belangen van de investeerder. Echter, voor relatief hoge
investeringsgelden werkt dit type vermogen niet. De investeerder is dan alleen bereid
deel te nemen in de onderneming in ruil voor aandelen met stemrecht. De problematiek
is nu omgekeerd: worden de belangen van de ondernemer nog wel voldoende gediend in
deze situatie. Wederom biedt de beloningsstructuur uitkomst. Door de keuze voor een
structuur met variabele en constante beloning voor de ondernemer wordt bereikt dat hij
voldoende middelen heeft om te heronderhandelen met de investeerder in geval zij een
niet-optimale beslissing voor ogen heeft.

Samenvattend, Hoofdstuk 6 toont aan dat aandelen met stemrecht aantrekkelijker zijn
voor de entrepreneurial firm dan tot  nu toe werd aangenomen.  Met  name de introductie
van een vast inkomen voor de ondernemer zorgt er voor dat zelfs hele grote investe-

ringsprojecten uitstekend gefinancierd kunnen worden middels extern aandeelvermogen
met stemrecht.

Hoofdstuk 7, tot slot, gaat dieper in op de mogelijke rol van de aandeelhoudersstruc-
tuur als beschermingsconstructie. Zoals reeds bekend uit bestaande literatuur is de
verdeling van de totale hoeveelheid aandelen over alle aandeelhouders een belangrijke
variabele in een fusie/overname-proces. Immers, veel kleine aandeelhouders zouden een
overname makkelijker kunnen blokkeren, omdat deze aandeelhouders een grotere neiging
hebben  om te wachten  op een hogere (overname-)prijs, terwijl grotere aandeelhouders
relatief meer baat hebben bij een succesvolle overname, indien deze een aantrekkelijke
overname-premie impliceert. Aan de andere kant, echter, zijn grotere aandeelhouders
vaak sneller bereid om een vinger aan de pols te houden aangaande het actuele onderne-
mingsbeleid. Om dezelfde reden zullen zij eerder geneigd zich actief te bemoeien met dit

beleid. De precieze rol van de concentratie-graad binnen de aandeelhoudersstructuur is
echter nog niet bekend. Hoofdstuk 7 zet daarom enkele belangrijke stappen in de richting
van een beter begrip van deze rol. Het blijkt dat het gegeven van een strict eindig aantal
aandeelhouders een belangrijke rol speelt. Hierdoor zullen de grotere aandeelhouders
al snel een druk voelen om hun aandelen aan te bieden aan de bieder-onderneming,
aangezien   zij met grotere   kans de uiteindelij ke   kans van slagen   van   het bod bepalen.
Dit  concept  van  een

"
pivotal shareholder" biedt aanknopingspunten  voor een algemene

analyse van de rol van de aandeelhoudersstructuur. De invloed van deze structuur op
de kans op een overname, op de overname-prijs en op de kans op succes wordt in dit
hoofdstuk aangegeven. Zo blijkt een te sterk geconcentreerde structuur geen verdere
positieve effecten te hebben op de kans op een overname en zal een structuur met enige
vorm van concentratie vaak nog slechter zijn dan een structuur met zo breed mogelijk
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verspreid aandelenbezit.
Zo kunnen we dus stellen dat het proefschrift heeft gepoogd de rol van de bescher-

mingsconstructie nader te bezien. Enkele, reeds bekende, rollen kwamen daarbij nog-
maals kort voor het voetlicht, terwijl een drietal nieuwe functies werd geintroduceerd.

De implicaties van deze rollen voor de dagelijks praktijk zijn velerlei. De belangrijkste
hiervan zijn als volgt: (i) ondernemingen dienen meer rekening te houden met de be-
langen van hun aandeelhouders, met name waar het activiteiten in een fusie/overname-
proces betreft, (ii) in een wereld waarin scheiding van leiding en eigendom gemeengoed
is geworden, moet een effectieve controle op de leiding plaats blijven vinden, (iii) zowel

disciplinaire (veelal vijandige) als synergistische (veelal vriendelijke) overname-pogingen
zijn van economisch belang, (iv) de introductie van beschermingsconstructies moet kri-
tisch en zeer zorgvuldig geanalyseerd en beoordeeld worden en (v) regelgeving moet er
uitdrukkelijk op gericht zijn om ongewenste constructies (bijvoorbeeld diegene die stem
van de aandeelhouders uitschakelen) te verbieden; andere alternatieven ter bereiking van

hetzelfde doel zijn vaak voorhanden.
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HENK OOSTERHOUl

I

De potentiEle nadelell van veel huidige bescherniingsconstructies, dic cloelwit-oiicier-
nemingen in fusie- en/of overname-processen ter beschikking staan, reclitvaardigen dc·
zoektocht naar alternatieve middelen ter voorkoming van die fusies/overnaizies die lotitc'r·
en alleen gericht zijn op de herverdeling van waarde. Enkele voorbeelden van deze al-
ternatieve middelen zijn: (i) een betere controle over het gedrag van de top-maiiag<'1'

van de biedende, initiErende, onderneming (hiervoor lijkt de Raad van Commissarisseti
uitermate geschikt), (ii) een beleid van investor relations gericht op een opt,imale Commu
nicatie van relevante informatie, zodat de aandeelkoers een juiste afspiegeling voririt vati
de onderliggende waarde, (iii) het stimuleren van het bezit van eigen aandelen ond(·r dc'

belangrijkste stakeholders van een onderiieming (denk bijvoorbeeld aan de verspreiding
van aandelen onder de eigen werknemers)  en  (iv)  een  st.rid.e  controle  op  pogingeri  lot
kartelvorming middels fusies/overnames. [zie Hoofdstuk 7 van h(·t proefsdirift]

II

Het voeren van een gericht beleid van investor relations is uitermate belangrijk. Allc·rc'erst
kan hiermee voorkomen worden dat de informatie tussen onderneming en investm,da,.
aangaande de intrinsieke waarde  van de onderneming,  niet te asyinmetriscli  worcit .
Tevens krijgt de onderneming  zo een beter zicht  op de eigendonisstructuur  Yan  haar
eigen vertnogen. een belangrijke determinant in fusie-/overname-processen en cori)c,rate

governance. [zie Hoofdstukken 5 en 7 van het proefschrift}

III

Na een periode van forse aandeelkoersdalingen is hc·t aannemelijk dat beschermingscon-
structies worden ingevoerd ter signalering van onderwaardering, indien ec.n be ,aalile
mate van overreactie niet kan worden ilitgesloten. [zie Hoofdstuk 5 van het proefschrift}



IL.

Iii   een   zogenaainde  entrepreneurial firm staan de belangen van zowel de entrepre-
neur/manager als de investeerder/aandeelhouder centraal. De precieze vorm van be-
loning ran de entrepreneur/manager vervult in deze situatie de rol van machtsmiddel
voor  de partij zonder concrete zeggenschap. Meer specifiek: (i) indien er aandelen  zon-
der steziirecht uitstaan. dan is de beloningsvorm er op gericht het gedrag van de en-
trepreneur/manager zodanig le beinvloeden dat de investeerder/aandeelhouder toch een
hepaalde tiit kering  tegemoet  kan  zien  en (ii) indien er aandelen  met stemrecht uitstaan,
dan is de belonitigsvorm er op gericht de entrepreneur/manager van voldoende middelen
te  voorzien  om  beslissingen  van  de  investeerder/aandeelhouder  te  kunnen  beinvloeden.

[zie Hoofdstuk 6 van het proefschrift]

r.

Iii Xederland is het treiirig gesteld met de invloed van aandeelhouders op het beleid van
hun onderneming: diverse beschermingsmaatregelen. zoals de uitgifte van certificaten, de
X  %-regeling eli  het  syst.eem  van  cooptatie bij  benoemingen  voor  de  Raad  van  Corrinzis-
sarissen. veroorzaken een ernstige uit holling  van het stemrecht  van de aandeelhouder.
hi het liclit. vaii de groeiende, veela! internationaal getinte, roep om meer directe in-
doed van de aandeelhouders lijkt zich hier dan ook een uitgelezen mogelijkheid voor te
doen om c·xt.ra aandeelhouderswaarde te creiren middels de afbreuk van bovengenoemde

1)escherni i rigs tnaatregelen.  zir Hoofdstukken 2 en 8 van het proefschrift}

T.I

Het  l,ewijs vaii cle stelling lim„_» n c·os([n - 21/Ti · 90)  -  Ir kan op een illustratieve.
geornet risc'lir. wi.ize v(·rkregeii wor·den door de omtrek van een cirkel te benaderen middels
(le (,intrek van twee regelmatige n-hoeken. waarvan de ene precies binnen de cirkel past.
pri dc· anclere dc· cirk(·1 prec·ies omvat.

III

(;c'zic·Ii  de  sic'rk  toegeitom('11  en  nog  irnmer  toenemende  internationalisering  van  infor-
matiestroine,1 is h(·t Iliet geheel onverwaclit dat de samenlevingen binnen verschillende
laitdcn sti,c'cls stc.1 ker op elkaar beginnen te lijkeii. Meer specifiek. op het gebied van
cle coi·I,orate gow,rnance betekent. clit. dat de huidige verschillen tussen diverse corporate

systems vernioedelijk alleen maar kleiner zullen worden.



VIII
De specifieke eisen die elke fase van de conjunctuurcyclus stelt aan ondernemingen en

hun (top-)managers maken het aannemelijk dat elke onderneming gebaat  is bij een ander

type leiding per cyclus-fase.

IX

De wijdverspreide mogelijkheid vari (forse) introductie-kortingen voor abonnementen op
dag-. week- en maand-bla.den is een grove belediging voor de trouwe abonitexileIithouders.

X
Het verdierit aanbeveling om de huidige gele kaart in het. voetbal le vervangeii door een
dire(le  tijdstraf.   Immers, de gevolgen  van  een gele kaart  zijn pas merkbaar in latere

wedstrijden tegen. normaal gesproken. andere tegenstanders. Een tijdstraf daarentegen

geeft. de huidige tegenstander van de ploeg die de straf ontvangt een direct voordeel.  Met
het oog op de vele blessures en andere ongeinakken. die vaak voortvloeien uit de acties

die bestraft worden met een gele kaart. is dit directe voordeel zeer terecht.
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