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Social Setting, Regulation, and Accounting 

1. Nature of Transactions and Descriptive Statistics

Reference: 

Schmid, Frank A., and Mark Wahrenburg (2004) “Mergers and Acquisitions in 

Germany: Social Setting and Regulatory Framework,” in: Jan Pieter Krahnen 

and Reinhard H. Schmidt (eds.), The German Financial System, Oxford 

(U.K.): Oxford University Press, 261-287. 

Terminology 

The terms “merger” and “acquisition” are often times used synonymously 

At the heart of merger and acquisition transactions is the transfer of 

control rights over (existing) business operations. 

The term merger covers two possible types of combination of existing 

operations 

Combination of two (or more) independent companies into a new 

companyHoechst AG and Rhône-Poulenc SA merged into Aventis SA in 

1999; legally, Hoechst shareholders exchanged their shares into shares of 

Rhône-Poulenc, which then transformed itself into Aventis 

Combination of an independent company into an existing company 

In the year 2000, Vodafone of the U.K. acquired Mannesmann AG of 

GermanyMannesmann lost its identity as a brand (although it is still 

a separate legal entity). 

A company whose operations are merged onto the operations of an 

existing company does not necessarily lose its identityAudi AG is 

part of the Volkswagen group (which holds “only” 99.14 percent of its 

shares) and yet is a separate legal entity with its own distinct brand. 
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The term acquisition refers to purchases of individual assets, businesses or 

whole companies 

Acquisitions may be paid for in cash or in own shares (“own currency”) 

For instance, Vodafone AirTouch paid for Mannesmann with (newly 

issued) shares. 

An acquisition does not always entail whole ownership 

For instance, in May 2000, Salzgitter AG agreed on purchasing 

Mannesmann’s 99.3 percent interest in Mannesmannröhren-Werke 

AG. 

An acquisition does not necessarily lead to a merger 

For instance, the acquisition of Pfleiderer Track Systems (from 

Pfleiderer AG) by AXA Private Equity, did not entail a merger 

Typically, when a private equity fund acquires a nonfinancial 

company, there is no merger of legal entities or operations. 
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The term takeover typically refers to a transaction in which one party obtains 

control over another party 

For instance, the acquisition of Mannesmann by Vodafone was a takeover 

(Vodafone took control) that merged the operations of Mannesmann onto 

the operations of Vodafone 

Mannesmann remains a separate legal entity, one reason being that 

the parent company, Vodafone Group plc, is a foreign corporation. 

Daimler-Benz, for example, merged operations with Chrysler; Daimler took 

control (takeover) although U.S. pooling of interests accounting applied 

In spirit, pooling of interests accounting (and unlike purchase 

accounting) rests on the concept of a “merger of equals.” 

The party that takes control need not be the bigger party 

In 1998, Fried. Krupp AG Hoesch-Krupp took over Thyssen AG 

In the January 1998 Financial Times “European Top 500,” Thyssen 

ranked 149, while Krupp ranked 273 (by market capitalization). 

The merger of Hoechst and Rhône-Poulenc into Aventis in 1999 may not 

be viewed as a takeover, because neither side took sole control. 
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M&A transactions may be broken down into three categories by lines of 

businesses that are being combined 

Vertical M&A’s 

Vertical integration of customers (downstream) or suppliers (upstream) 

Horizontal M&A’s 

The participating companies operate in the same line of business (both 

brew beer) or operate related lines of business (beer and bottled water). 

Conglomerate M&A’s 

The participating companies operate in unrelated lines of business. 
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Mergers are complex and costly transactions 

Potential acquirers need financial, legal, and public relations advice 

For example, in the Vodafone AirTouch plc – Mannesmann AG takeover 

battle (which lasted from the fall of 1999 to the spring of 2000), the two 

companies had the following main advisors (Financial Times, February 4, 

2000): 

Mannesmann 

Financial advice from Morgan Stanley Dean Witter, Merrill Lynch, 

J.P. Morgan, and Deutsche Bank 

Legal advice from Skaden Arps of the U.S., Norton Rose of the 

U.K., and Bruckhaus Westrick Heller Löber of Germany 

Public relations advice from Maitland Consultancy. 

Vodafone 

Financial advice from Goldman Sachs and Warburg Dillon Reed 

Legal advice from six law firms, among them Linklaters and Clifford 

Chance 

Public relations advice from Tavistock and Financial Dynamics. 

Cost to each company: $200-400 million. 

Below a table that details the fee income of large M&A advisors 

 

Source: http://www.thomson.com/pdf/financial/league_table/ma/1Q2006/1Q06_MA_Financial_Advisory.pdf. 
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Top global M&A advisors 

 

Source: http://www.thomson.com/pdf/financial/league_table/ma/1Q2006/1Q06_MA_Financial_Advisory.pdf. 
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M&A’s (henceforth mergers) tend to happen in waves 

It is not entirely clear why mergers happen in waves 

There are two leading explanations 

Mergers are a means of reallocation resources in response to changes 

in regulation and technological innovation 

Historically, the two big drivers of organizational change have been 

changes in regulation and technological innovations, as argued by 

Holmstrom, Bengt, and Steven A. Kaplan (2001) “Corporate 

Governance and Merger Activity in the United States: Making 

Sense of the 1980s and 1990s,” Journal of Economic Perspectives 

15(2): 121-144. 

Stock market bubbles lead to asset mispricing, which gives overpriced 

corporations an incentive to use their shares as currency to acquire 

(less overpriced) corporations, as argued by Andrei Shleifer and 

Robert W. Visny (2003) “Stock Market Driven Acquisitions,” Journal of 

Financial Economics 70: 295-311 

Historically, merger waves tend to coincide with bullish stock 

markets. 
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There have been five merger waves in the United States, all of them having 

distinct features 

First Wave: 1897-1904 

The wave after the depression of 1883 peaked in 1898 and 1902, and 

ended in 1904 

The mergers were predominantly horizontal, resulting in monopolistic 

market structures in industries such as oil and steel 

“Merging for monopoly” (George Stigler). 

Trusts emerged, formed by business leaders such as J.P. Morgan 

(Morgan Bank) and John D. Rockefeller (Standard Oil and National City 

Bank) 

In trusts, the shareholders “entrust” their voting rights to the company’s 

directors 

The directors used the voting power to forge mergers, thus reducing 

the level of competition 

For example, Morgan Bank dominated banking by controlling a 

number of major banks. 

The Justice Department was lenient in enforcing the Sherman Antitrust 

Act of 1890 

Under President Theodore Roosevelt (1901-09), who became known as 

trust buster, the antitrust environment became more stringent 

His successor in office, William Howard Taft, succeeded in breaking up 

some of the major trusts, e.g., Standard Oil. 
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Second Wave: 1916-29 

“Merging for oligopoly” (George Stigler) 

There was stricter enforcement of the Sherman Act 

The Clayton Act (1914) was passed, which corrected deficiencies in 

the wording of the Sherman Act. 

There were also many vertical mergers and, for the first time, large-scale 

formations of conglomerates 

The merger wave was driven by the post-WW I boom, and ended with the 

stock market crash. 

The 1940s 

There was no significant increase in merger activity, yet a noteworthy 

merger type evolved 

High estate taxes (Vermögensteuer) imposed a penalty on handing 

down family-owned businesses to the next generation 

There was an incentive to sell out to corporations 

Many big corporations acquired small businesses. 

Congress passed the Celler-Kefauver Act in 1950, which closed an 

important loophole in the Clayton Act. 
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The Third Wave: 1965-69 

“The conglomerate period” 

Companies acquired unrelated businesses in grand style 

For example, ITT Corporation acquired such diverse businesses as 

Avis Rent a Car, Sheraton Hotels, Continental Baking, to name but a 

few. 

The merger wave was driven by an economic boom and came to an end 

when President Richard M. Nixon was elected President at the end of the 

decade 

Nixon fought concentration aggressively with a narrower interpretation 

of existing law, an interpretation that fell through in the Supreme Court 

in 1972. 

Fourth Wave: 1976-90 (1981-89) 

The 1980s were the decade of the market for corporate control 

Takeovers served as an instrument to put the best management team 

in control of the corporation 

The cause for the takeover activity was the failure of the companies’ 

internal control systems, in particular the corporate boards (as argued 

by Michael Jensen of Harvard) 

Characteristics of the takeover activity 

Hostility 

Leveraged buyouts (LBO’s) and Management buyouts (MBO’s) 

Emergence of the “junk bond” (non-investment grade bond) as a 

financing instrument. 
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Fifth Wave: 1993-2000 

The wave was driven by deregulation of banks and thrifts (1994), Utilities 

(1992), and Telecommunications (1996) 

Deregulation in telecommunication and technological innovation 

(wireless telephony, the Internet) fed on each other 

The merger wave was a global phenomenon, as many countries 

deregulated their telecoms at the time, thus allowing their economies 

to benefit from the technological innovations in electronic 

communication. 

There was little hostility in takeovers 

Possibly related to the low degree of hostility, the acquisition currency was 

predominantly own shares 

Remember that many of the large and spectacular takeovers during 

the 1980s were hostile and debt-financed 

More on this takeover wave in Chapters 9 and 15 of this course. 
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Current M&A activity 

After hitting a trough in 2003, M&A activity in America picked up again 

 

Source: http://www.thomson.com/pdf/financial/league_table/ma/99217/3Q2006_MA_Global_Finl_Adv. 
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Recent M&A activity clusters in the utilities, media, financial and telecom 

industries (similar to the industry clustering in the 1990s) 

 

Source: http://www.thomsonfinancial.co.jp/pdf/060104%20M&A%20Review%204Q06.pdf. 

The European industry clustering of M&A activity is similar to the United 

States 

 

Source: http://www.thomsonfinancial.co.jp/pdf/060104%20M&A%20Review%204Q06.pdf. 
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Possibly the most significant characteristic of recent M&A activity is “buy side 

financial sponsorship,” which is code for private equity 

 

Source: http://www.thomsonfinancial.co.jp/pdf/060104%20M&A%20Review%204Q06.pdf. 
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Be sure to do your homework before acquiring 

Volkswagen AG (thinks it) acquires Rolls-Royce 

March 3, 1997: In an interview to the daily Die Welt, BMW’s CEO Bernd 

Pietschesrieder states that “Rolls-Royce would suit us” 

October 27, 1997: Vickers plc announces that Rolls-Royce Motor Cars 

Ltd. is up for sale 

Rolls-Royce plc sold Rolls-Royce Motor Cars Ltd. in 1971 

Since 1979, Rolls-Royce Motor Cars Ltd. has been owned by Vickers 

plc 

Rolls-Royce Motor Cars Ltd. manufactures the Rolls-Royce and 

Bentley brands 

The property rights on the brand name Rolls-Royce are with 

Rolls-Royce plc. 

Since 1990, BMW operates a joint venture with Rolls-Royce plc in 

Germany (BMW Rolls-Royce Aero Engines GmbH) 

Ownership structure: BMW 50.5 percent; Rolls-Royce plc 49.5 percent. 

In 1994, BMW and Rolls-Royce Motor Cars agree on BMW developing 

and delivering 8- and 12-cylinder engines for Rolls-Royce and Bentley 

models 

The contract allows BMW to opt out in the event that Rolls-Royce 

changes hands 

In 1998, BMW sees the value of BMW car components (engines; 

transmissions; air-conditioning; electronics) in Rolls-Royce and Bentley 

models at 30 percent. 
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November 14, 1997: BMW and Volkswagen appear to be the favorites in 

the race for Rolls-Royce Motor Cars 

March 2, 1998: BMW announces a take-it-or-leave-it bid for Rolls-Royce 

Motor Cars for late March 

As it turned out, BMW indeed stuck with its commitment not to better 

the bid 

In hindsight, one could suspect that BMW was better informed than 

VW about what these companies were bidding for. 

BMW makes known that it will discontinue its supplies of car 

components to Rolls-Royce Motor Cars should BMW lose out to a 

competitor (as opposed to a neutral investor) 

BMW publicly ponders entering the luxury car segment in the event 

that the bid fails 

(In 1997 Daimler-Benz decided to revive the Maybach brand.) 

March 25, 1998: Volkswagen submits a bid for Rolls-Royce Motor Cars 

March 30, 1998: Vickers announces to have accepted BMW’s bid (£340 

million) 

There are news reports about a “general agreement” between Vickers 

and BMW 

Vickers reasons that BMW has superior fixed investment plans 

The shareholders will have to approve of the management’s decision 

at an extraordinary shareholder meeting in early June. 
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April 3, 1998: VW confirms to have bettered its bid for Rolls-Royce Motor 

Cars on Monday, March 30, the day for which a general agreement 

between BMW and Vickers was reported 

April 25, 1998: At an extraordinary meeting, the Volkswagen supervisory 

board approves of… 

…raising the bid to £430 million 

…more extensive fixed investmentsthe projected annual combined 

output of Rolls-Royce and Bentley is set to 10,000 cars, topping the 

6,000 units projected by BMW 

…a pledge to keep Rolls-Royce’s management British 

…plans of reviving the luxury brand Horch in the event that the 

Rolls-Royce acquisition fails. 

May 8, 1998: Vickers’ management recommends the Vickers 

shareholders to accept Volkswagen’s bid 

June 4, 1998: Audi AG and Vickers announce to have signed a “letter of 

intent” pertaining the acquisition of Cosworth Technology by Audi AG for 

£120 million in the event that Vickers’ shareholders approve of the 

acquisition of Rolls-Royce Motor Cars by Volkswagen 

June 5, 1998: Vickers’ shareholders approve of the management’s 

proposal to sell Rolls-Royce Motors Cars to Volkswagen (99 percent 

majority), effective July 3, for £430 million 

July 10, 1998: BMW announces that it will discontinue its supplies of 

8-cylinder and 12-cylinder engines for the Rolls-Royce and Bentley 

models in 1999 

July 12, 1998: Audi and Vickers finalize the sale of Cosworth Technology 

(Audi pays £117 million) 
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July 28, 1998: Rolls-Royce plc sells the Rolls-Royce brand name to BMW 

for £40 million (shock!) 

Volkswagen is permitted to use the Rolls-Royce brand name through 

the year 2002 (free of charge and exclusively) 

Volkswagen states that it will focus on the Bentley brand 

The Financial Times reports on Monday January 22, 2001 

“In buying Rolls-Royce Motor Cars from Vickers for £479m 

[number differs from what was reported in Die Welt; FAS] 

($710m), Ferdinand Piech, chairman of VW, appeared to 

believe the company was acquiring both brands … In a tense 

meeting on a Bavarian golf course, Mr Piech grudgingly 

accepted Sir Ralph’s [Sir Ralph Robins, CEO of the Rolls-Royce 

Aerospace group; FAS] allocation of the Rolls-Royce name 

rights to BMW for £40m.” 

October 25, 1999: BMW announces to trade its stake in Rolls-Royce Aero 

Engines GmbH to Rolls-Royce plc in exchange for an increase in its stake 

in Rolls-Royce plc from about 2 percent to a little above 10 percent. 



F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 2 – Page 1 of 18 

Social Setting, Regulation, and Accounting 

2. The Social Setting in Germany and Europe 

Reference: 

Schmid, Frank A., and Mark Wahrenburg (2004) “Mergers and Acquisitions in 

Germany: Social Setting and Regulatory Framework,” in: Jan Pieter Krahnen 

and Reinhard H. Schmidt (eds.), The German Financial System, Oxford 

(U.K.): Oxford University Press, 261-287. 

The social setting 

For understanding the merger and acquisition activity in Germany (and 

Continental Europe overall), both in the opportunities they offer and the limits 

they are subject to, it is important to be familiar with the attitude of Germans 

(and Europeans) toward private ownership and free markets 

Germany pursues a strongly consensus-oriented, egalitarian economic 

approach called Soziale Marktwirtschafta principle anchored in the 

country’s constitution and shared by all quarters of society 

This consensus-oriented business approach, which has been dubbed 

“Rhineland capitalism” in the financial press, makes transactions in the 

market for corporate control particularly intricate 

In mergers and acquisitions, third parties are at risk of being 

expropriated of unenforceable claims 

Most importantly, the transfers of control rights over (existing) 

business operations might adversely affect labor. 

A bidder that disregards the deeply ingrained preferences of German 

society for consensus, risks the takeover attempt being frustrated by 

resistance from organized labor or overt opposition from the 

government. 
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Two case studies may serve to exemplify the idiosyncratic characteristics of 

the German social environment for transfers of control rights over business 

operations or, to use an academic term, over the firm’s assets 

The first case relates the acquisitions of Hoesch (1991/92) and Thyssen 

(1997/98) by Krupp 

The second case recounts the takeover of Mannesmann by Vodafone of 

the United Kingdom (1999/2000) 

Both takeovers were defining moments in recent German corporate 

history. 

Krupp’s acquisitions were led by Gerhard Cromme, then CEO of the privately 

held company Friedr. Krupp GmbH 

In 1991, Cromme announced that Krupp controls a 24.9 percent equity 

interest in Hoesch AG, a publicly traded competitor; the stake had been 

secretly accumulated by Credit Suisse 

At the time, in Germany, the disclosure threshold for equity stakes was 

25 percent of the equity (voting or nonvoting), a rule that allowed 

Krupp’s share accumulation to go unnoticed 

Cromme’s clandestine move embarrassed Deutsche Bank, which, by 

tradition, has close ties (inclusive of equity stakes and non-executive 

director positions [Aufsichtsratsmandate]) to the German steel industry 

Also, Cromme wittingly frustrated Deutsche Bank’s restructuring 

efforts at Hoesch AG where Deutsche Bank (which was Hoesch’s 

Hausbank) had just installed Karl Joseph Neukirchen as CEO (who 

initially resisted the takeover but then gave in). 

In December 1992, Krupp and Hoesch were merged into Fried. Krupp 

AG Hoesch-Krupp, a newly established publicly traded corporation 
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The takeover succeeded despite a clause in Hoesch’s articles of 

association that limited to 15 percent the fraction of votes that a block 

holder could cast at the annual shareholder meeting 

(Höchststimmrecht) 

Of course, the anecdote does not prove that voting restrictions or 

the far-reaching powers of German universal banks do not pose 

takeover barriers 

At a minimum, the fact that the merger went through indicates 

that these two particularities of the German takeover market are 

not necessarily prohibitive. 
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Even more daring than Cromme’s assault on Hoesch AG was his 1997 

takeover bid for Thyssen AG, which was a venerable German steel and 

engineering group considerably larger than Fried. Krupp AG 

Hoesch-Krupp 

In the January 1998 Financial Times “European Top 500,” Thyssen 

ranked 149, while Krupp ranked 273 (by market capitalization) 

After Thyssen had rebuffed friendly advances in years past, Cromme 

enlisted Deutsche Bank for a hostile bid 

Goldman Sachs devised the takeover plan under the telling code 

name Hammer und Thor 

Deutsche Morgan Grenfell and Dresdner Kleinwort Benson, 

London-based investment banking subsidiaries of the respective 

German universal banks, arranged financing. 

On March 18, 1997, one day after rumors of an imminent takeover 

attempt had started circulating in the stock market, Krupp announced 

an unsolicited bid for Thyssen 

Dieter Vogel, Thyssen’s CEO, immediately denounced the offer; 

possibly to the surprise of Krupp and Deutsche Bank, the German 

public was aghast 

Soon Krupp and Deutsche Bank were to feel the wrath of the 

public, the political establishment, and organized labor. 
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Chancellor Helmut Kohl, whose administration rested on a coalition of 

the conservative Christian Democrats (CDU/CSU) and the moderately 

libertarian Free Democrats (FDP), on March 19 expressed his “deep 

concern” over the matter 

Kohl appealed to Krupp and Thyssen to “live up to their social 

responsibilities.”  Johannes Rau, prime minister of a Social 

Democrat (SPD)-led administration in North Rhine-Westfalia (home 

state to both Krupp and Thyssen) moved quickly to broker talks 

between the two parties.  Wolfgang Clement, the generally 

pro-business economics minister in the Rau administration, in 

addressing the State parliament, said he expected the talks to be 

conducted “with the will to end the confrontation and reach a 

co-operative solution.”  As the pressure mounted, Krupp put the bid 

on hold, agreeing to an eight-day truce during which the parties 

were to negotiate a merger of their steel subsidiaries. 

March 24 was the day that 30,000 infuriated steelworkers were 

expected to take to the streets in front of Deutsche Bank headquarters 

in Frankfurt 

The night before, Krupp scrapped the takeover plan, pledging in 

writing that it would not make any further bid for Thyssen 

At the same time, the two parties consented on holding talks on 

combining their steel interests; the talks led up to a merger 

agreement, which as reached on March 28. 



F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 2 – Page 6 of 18 

In August, the public was taken by surprise when news broke that 

Krupp and Thyssen were holding talks about a full-fledged merger 

The merger details were finalized in November and approved by 

the respective supervisory boards (that is, boards of non-executive 

directors; Aufsichtsrat) on January 22, 1998 (Thyssen), and 

February 5, 1998 (Krupp).  Meanwhile, the public attention to the 

merger had all but died off. 

The supervisory boards of Krupp and Thyssen approved the merger 

with thin majorities 

Thyssen was subject to Montan codetermination 

(Montanmitbestimmung), a regime of extensive labor 

representation on the supervisory board that dates back to the 

immediate postwar period 

In Montan codetermination, which applies to an increasingly 

small, now single-digit number of companies in the coal and 

steel industries, labor and shareholder representatives each 

control the same number of votes; a so-called neutral member, 

who holds no interest in the corporation, casts a tie-breaking 

vote.  All labor representatives on the Thyssen supervisory 

board voted against the merger, making the neutral member 

pivotal in the decision. 
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Similarly, on the Krupp supervisory board, all labor representatives, 

except for the representative of middle management (leitende 

Angestellte), opposed the transaction 

Note that the Krupp supervisory board, which was subject to 

equal representation under the 1976 Codetermination Act 

(Mitbestimmungsgesetz), was able to outvote labor irrespective 

of the ballot cast by middle management 

Under the 1976 Codetermination Act, which generally 

applies to corporations with more than 2,000 employees, 

there is no neutral member; instead, the chairman of the 

supervisory board can cast a second vote in a repeatedly 

tied ballot 

Then again, there is generally strong reservation among 

shareholder representatives in using the tie-breaking vote, 

which may be viewed as a manifestation of the German 

consensus-oriented business model, but is also the 

dominant strategy in a repeated game. 

It is worthy of note that the newly established, merged company, 

Thyssen-Krupp AG, is subject to the 1976 Codetermination Act (as 

opposed to the Montan Codetermination Act)this may serve as 

an explanation for why the Thyssen workers resisted the merger so 

fiercely. 
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The roles played by Deutsche Bank and Dresdner Bank in this 

takeover battle remain controversial in Germany 

When Krupp launched its takeover attempt on Thyssen, Wolfgang 

Röller, then ex-CEO of Dresdner Bank and chairman of its 

supervisory board, was a member of the Thyssen supervisory 

board 

At the end of March 1997, when Röller’s tenure at Thyssen 

ended, Bernhard Walter, a member of the Dresdner Bank 

management board (that is, the board of executive directors; 

Vorstand) succeeded him in this position. 

Even more delicate was the case of Ulrich Cartellieri, a member of 

the management board of Deutsche Bank and simultaneously a 

member of the Thyssen supervisory board 

As a member of the Thyssen supervisory board, he had access 

to inside information that was potentially valuable to Krupp, 

which was a client of Deutsche Bank 

As a member of the Deutsche Bank management board, he 

approved the takeover attempt 

Cartellieri tried unsuccessfully to dispel accusations of a conflict 

of interest brought against him in the financial press; he retired 

from both board positions on May 20, 1997. 

The case highlights a general problem of financial conglomerates, 

universal banks in particular: what may be synergies to the 

universal bank may look like conflicts of interest in the eyes of the 

public or the financial regulator. 
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The Krupp-Thyssen takeover confirms and, at the same time, refutes the 

stereotypes the international financial press tends to associate with the 

German economic model of Rhineland capitalism 

On one hand, public outrage and resistance from nearly all quarters of 

the political spectrum (save for a small libertarian faction) initially 

frustrated Krupp’s unsolicited bid; on the other hand, the takeover 

eventually materialized 

The takeover also highlights the intensely debated role of German 

universal banks in control changes 

German universal banks maintain extensive networks of equity 

interests and board representationa corporate structure dubbed 

“Deutschland AG” in the financial press 

The banks have long been accused of insulating incumbent 

management from the disciplining forces of the market for 

corporate control 

In sharp contrast to this commonly held view, a study by Tim 

Jenkinson and Alexander Ljungqvist (see Chapter 16 of this 

course) concludes that the German merger and acquisition 

environment, not least because of the active role of German 

universal banks, is in fact more hostile than frequently 

portrayed. 
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The 1999/2000 takeover of Mannesmann AG by Vodafone AirTouch plc of 

the United Kingdom is the second episode that highlights important 

particularities of the German takeover market 

At the time, Mannesmann AG was an engineering group that had 

diversified into wireless communication and landline (British English: fixed 

line) phone service, thus turning communications into its core business 

As Vodafone, which was a communications purebred, Mannesmann 

pursued a strategy of aggressive geographic expansion in its wireless 

business in an attempt to realize economies of scope 

On October 1999, Mannesmann made a friendly bid for Orange plc, 

the third-largest wireless communications company in the United 

Kingdom 

Vodafone, on the other hand, had just become the largest wireless 

communications company in the world after merging with AirTouch of 

the United States. 

From the perspective of Vodafone, a takeover of Mannesmann appeared 

worthwhile for two reasons 

First, Mannesmann would allow Vodafone to expand into Germany 

and, second, Mannesmann was a conglomerate, which presumably 

traded at a discount in the stock market 

Indeed, after the takeover materialized, Vodafone quickly auctioned 

off the Mannesmann automotive and engineering units 

Although Mannesmann, in September 1999, announced plans of 

splitting itself into telecommunications and engineering units with 

separate stock market listings, the restructuring was overdue. 

In October 1999, rumors started circulating in the stock market about 

Vodafone preparing a takeover bid for Mannesmann 
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On November 14, 1999, Chris Gent, then CEO of Vodafone, traveled to 

Düsseldorf to present a takeover offer to the Mannesmann management 

board, offering 43.7 own shares per one Mannesmann share 

After the Mannesmann management rejected the offer, Vodafone on 

November 19 turned to the Mannesmann shareholders, offering 53.7 

Vodafone shares per one Mannesmann share 

This bid granted the Mannesmann shareholders a 47.2 percent 

participation in Vodafone 

Also, the offer implied a 68.8 percent takeover premium based on 

the share price implied in Mannesmann’s bid for Orange, and a 

whopping 84.4 percent takeover premium over the €144.8 

Mannesmann share price at close on the day the news about the 

takeover talks with Orange hit the market. 

On November 28, the Mannesmann management board rejected the 

bid. 

Meanwhile, German chancellor Gerhard Schröder, who was heading an 

SPD-led coalition government with the environmentalist party Die Grünen, 

and who had campaigned on a pro-business platform akin to the one of 

U.K. prime minister Tony Blair, condemned the bid 

On the day Vodafone announced the bettered offer to the 

Mannesmann shareholders, Mr. Schröder declared that hostile 

takeovers destroy the “culture” of the target company 

Mr. Schröder went on saying that hostile bidders underestimate “the 

virtue of co-determination” in German companies. 
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The matter came to a head at a meeting in Florence on November 21, 

1999, between Tony Blair and Gerhard Schröder 

There, the U.K. prime minister made it clear that shareholders, not the 

governments, ought to decide on takeover bids 

Tony Blair was quoted saying that we “live in a European market 

today where European companies are taking over other European 

companies, are taking over British companies, and 

vice-versa…That’s the European Market.” 

On one hand, the German chancellor admitted that it “is, for the time 

being, only an affair between companies” 

Then again, Gerhard Schröder qualified: “I would put emphasis on 

there being no hostile takeovers.” 

It is worthy of note that Mannesmann CEO Klaus Esser spoke out 

publicly against government interference. 

On December 23, 1999, Vodafone formally submitted the announced 

(unconditional and unrestricted) tender offer; the deadline for tendering 

shares was set to be February 7, 2000 

At the time, the shares of Mannesmann were widely dispersed among 

small shareholders and institutional investors; no single investor held a 

significant equity interest 

A possible reason for the dispersed shareholder structure was a 

clause in the Mannesmann charter that limited to 5 percent the 

fraction of votes a block holder could cast at the annual shareholder 

meeting. 
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What followed was a highly controversial takeover battle 

German corporate law, at the time, demanded that management take a 

neutral stance in takeovers 

What’s more, Mannesmann had signed the Takeover Code, which 

stipulated that the management of the target abstain from actions that 

are not in the shareholders’ best interest 

Specifically, after a takeover attempt has been launched, the 

management of the target may not take measures that might lead 

to exceptional price movements in the target’s securities or the 

securities offered in exchange thereof 

Then again, the German Takeover Code had no force of law; 

compliance was discretionary even for those companies that 

had signed on. 

At least twice the Mannesmann management got precariously close 

to violating the neutrality principle of German corporate law, and the 

Takeover Code in particular 

On January 28, 2000, Mannesmann disclosed to the public 

plans of taking a stake in AOL Europe; two days later 

Mannesmann announced intentions of entering an Internet 

alliance with Vivendi of France.  Neither business plan 

materialized. 
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Even more delicate than the defensive attempts of the Mannesmann 

management was the €15 million “appreciation award” for 

Mannesmann CEO Klaus Esser, afforded to him by the compensation 

committee of the Mannesmann supervisory board on February 4, one 

day after Mr. Esser dropped his resistance to the bid 

German corporate law imposes strict fiduciary duties on 

management, rendering severance payments to the target’s 

management (“golden parachutes”) prone to prosecution and 

litigation 

In March 2000, the state prosecutor of North Rhine-Westfalia 

launched a criminal probe in this matter 

In February 2003, the state prosecutor of North Rhine-Westfalia 

charged Klaus Esser and members of the compensation 

committee, among them Deutsche Bank CEO Josef Ackermann 

and IG-Metall chairman Klaus Zwickel, with breach of trust 

The trial begins in January 2004 and ends in an acquittal of the 

accused in July 2004 

Bundesgerichtshof overturns the acquittal in December 2005 

Another trial starts in October 2006, which concludes with an 

acquittal in November 2006. 
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In the end, the Mannesmann management board was defeated by the 

company’s shareholders, which overwhelmingly chose to tender 

To many, the Vodafone-Mannesmann takeover dealt a debilitating blow to 

Deutschland AGa doomed economic concept that offers German 

corporations shelter from the chills of an unfettered market for corporate 

control 

The Financial Times, on February 4, 2000, gave a telling description of 

the German post-Mannesmann takeover market, quoting an 

anonymous investment banker: “Germany’s hitherto unbreachable 

corporate world has finally been broken and many are going to be 

licking their lips.” 
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Most recent public criticism of control changes in German and Europe focuses on 

the activity of private equity funds 

Private equity funds take control of (publicly traded or privately held) 

companies with the intent of adding value by means of restructuring 

A private equity fund profits on the difference between the price it pays for 

a business and the price it receive upon selling the business later on (in 

whole or in parts) 

As mentioned in Chapter 1, there is a risk that some of the value 

added to the equity holders (here, the private equity fund) does not 

reflect added value on net but instead originates from expropriating 

other stakeholders, most importantly labor 

For details on private equity funds see Chapter 14. 

The public sentiment about private equity took a turn for the worse when on 

April 17, 2005, Bild am Sonntag published an interview with Franz 

Müntefering, then chairman of the Social Democratic Party (SPD) 

In this interview, Mr. Müntefering compares investors that acquire 

companies with the intent of restructuring and subsequent disposal as a 

swarm of locusts 

On April 28, 2005, Stern magazine published a “locust list,” which the 

magazine claims originates from an internal SPD memorandum 

The lists of locusts includes financial holdings shells (such as WCM), 

private equity funds (such as AXA and Blackstone), and the investment 

bank Goldman Sachs. 
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Currently, European labor unions try to mobilize support for reigning in the 

activity of private equity funds, calling them a “cancer” 

 

Source: Financial Times, Weekend Edition March 17/18 2007. 
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Social Setting, Regulation, and Accounting 

3. The Regulatory Framework in Germany and Europe 

Reference: 

Schmid, Frank A., and Mark Wahrenburg (2004) “Mergers and Acquisitions in 

Germany: Social Setting and Regulatory Framework,” in: Jan Pieter Krahnen 

and Reinhard H. Schmidt (eds.), The German Financial System, Oxford 

(U.K.): Oxford University Press, 261-287. 

The regulatory framework 

The regulatory framework for control transfers in Germany has seen 

significant revisions during the period 1990-2002 

Four laws have been passed that aimed at modernizing German financial 

markets (Finanzmarktförderungsgesetze) by increasing transparency and 

leveling the playing field in the market for corporate control 

Also, a revised Restructuring Act (Umwandlungsgesetz) became effective 

in 1995, thus significantly lowering the transaction costs of business 

combinations and restructuring 

Then, there is the Takeover Act (Unternehmensübernahmegesetz), which 

became effective in 2002 

The takeover law provides, for the first time, a legal framework for 

tender offers; the law applies to domestic as well as foreign bidders for 

publicly traded German corporations. 

Other laws of import include the Antitrust Act (Gesetz gegen 

Wettbewerbsbeschränkungen) and the pertinent corporate law 

(Aktiengesetz; GmbH Gesetz). 
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Merger control in Germany (Fusionskontrolle) resides with the Federal Cartel 

Office (Bundeskartellamt, http://www.bundeskartellamt.de) 

For the German Antitrust Act (GWB), see 

http://bundesrecht.juris.de/bundesrecht/gwb/gesamt.pdf 

Generally, all business combinations that have a measurable effect on the 

markets for goods and services are subject to German antitrust 

supervision, regardless of the countries of origin of the companies 

involved 

According to the Antitrust Act, there are four types of transactions by 

which an enterprise may establish a business combinationthe Antitrust 

Act stretches this term considerably beyond its acceptation 

The first type of transaction that may establish a business combination 

is an enterprise acquiring the assets of another enterprise in whole or 

in substantial part 

The second transaction type relates to an enterprise seizing direct or 

indirect control over an enterprise or parts thereof 

Cases of decisive influence (which is the pertinent legal definition of 

control) include contracts in which a company surrenders control 

(Beherrschungsvertrag) or its profit (Gewinnabführungsvertrag) to 

another company. 

The third type of transaction relates to an enterprise raising its equity 

interest in another enterprise above the thresholds of 25 or 50 percent 

Finally, the fourth type of business combination concerns transactions 

that enable an enterprise to exercise significant competitive influence 

over another enterprise. 
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The Federal Cartel Office must be notified of intended business 

combinations with German participation if the concerned enterprises in the 

latest completed fiscal year had sales (worldwide and consolidated) of 

more than €500 million or if at least one party had sales in Germany of 

more than €25 million (section 35 GWB) 

There are two exceptions to the notification requirement, the first of 

which pertains to a business combination where an acquirer is not 

legally part of a group of enterprises and, at the same time, billed 

worldwide sales of less than €10 million during the latest completed 

fiscal year 

The second exception applies to a business combination in a market 

that has existed for at least five years and had sales volumes of less 

than €15 million during the latest completed calendar year. 

Upon notification of an intended business combination, the Federal Cartel 

Office must examine the case within one month’s time 

The Federal Cartel Office either moves on to an investigation 

(Hauptprüfverfahren) or the business combination may be 

consummated 

If, during the investigation, the Federal Cartel Office does not 

disapprove of the intended business deal within four months of the 

original notification, the transaction may be executed. 
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The Federal Cartel Office must disapprove of a business combination if 

the transaction results in or strengthens an existing market-dominating 

position (marktbeherrschende Stellung), unless the enterprises in question 

can demonstrate that the increase in market dominance is more than 

offset by an improvement of the competitive environment 

An enterprise is market-dominating if it has no competitor or is not 

exposed to any substantial competition (section 19 (2) No. 1 GWB), or 

if it has a paramount market position in relation to its competitors 

(section 19 (2) No. 2 GWB) (http://www.antitrust.de). 

Should the Federal Cartel Office disapprove of a business 

combination, the parties concerned may file a petition with the Federal 

Minister of Economics (http://www.bmwi.de) 

The Federal Minister of Economics may overturn the decision of the 

Federal Cartel Office if the intended business combination is in the 

country’s economic or public interest (Ministererlaubnis) 

As of June 2005, 18 petitions had been filed since the 

introduction of merger control (Fusionskontrolle) in Germany in 

1973; seven of these petitions had been granted, sometimes 

subject to constraints. 
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European merger control 

European merger control supersedes the merger control of the Member 

State 

EU merger control was thrown into disarray when, in 2002, the Court of 

First Instance (CFI) annulled three decisions in which the EU Commission 

had prohibited mergers (Airtours, Schneider, and Tetra Laval) and 

invalidated some of the reasoning in other high-profile decisions 

(http://www.lw.com/resource/publications/_pdf/pub1672_1.pdf) 

In particular the General Electric / Honeywell decision of 2001 revealed 

a clash of cultures between the (more static) European market 

dominance approach and more dynamic American “lessening 

competition” approach 

Note that some of the markets with the fiercest competition are 

duopolistic, the microprocessor market probably being the most 

prominent one (AMD versus Intel). 

Since then, European merger control has been substantially revised, thus 

moving closer to the American approach by adopting the concept of 

effective competition; at the same time, EU merger control retains the 

concept of market dominance 

European merger control rests on “Council Regulation (EC) No 

139/2004 of 20 January 2004 on the control of concentrations between 

undertakings (the EC Merger Regulation).” 

The competent agency is the European Commission: 

http://ec.europa.eu/comm/competition/mergers/overview_en.html 

See EU Merger Control, by Dan Roskis, November 4, 2005, 

http://www.hec.fr/hec/fr/instituts/documents/merger_control.pdf. 
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European merger control applies in any of the following three cases: 

The concentration that results from the transaction has a “community 

dimension” 

Member States may refer to the (EU) Commission a concentration 

that, although it has no community dimension, affects trade between 

Member States and significantly affects competition within the 

concerned Member States 

Where a concentration falls within the merger control jurisdiction of at 

least three Member States, the affected companies may apply for 

referral to the Commission by filing a reasoned submission. 

EU merger control distinguishes three types of transactions 

Merger of two (or more) previously independent enterprises 

Acquisition 

…by one person already controlling at least one enterprise, or by 

one or more enterprises 

…of control or joint control of the whole or part of another 

previously independent enterprise 

…whether by purchase of securities or assets, by contract or by 

any other means 

…thus raising the possibility of exercising decisive influence over 

strategic business decisions. 

Joint venture. 
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When does a concentration have community dimension? 

There are two sets of turnover thresholds, which apply to the target, 

the acquirer, and the companies that set up the joint venture 

First set of thresholds 

The world-wide revenue of the concerned enterprises taken 

together exceeds €5 billion 

and 

The EU-wide revenue of each of at least two individual 

enterprises exceeds €250 million, 

unless 

Each of the parties attains more than two-thirds of its EU 

revenue in one and the same Member State. 
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Second set of thresholds 

The world-wide revenue of the concerned enterprises taken 

together exceeds €2.5 billion 

and 

The EU-wide revenue of each (or at least two) individual 

enterprises exceeds €100 million 

and 

In each of at least three Member States, the revenue of the 

concerned enterprises taken together exceeds €100 million 

and 

In each of at least those three mentioned Member States, 

revenue of each (or at least two) individual enterprises exceeds 

€25 million 

unless 

Each of the parties attains more than two-thirds of its EU 

revenue in one and the same Member State. 
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Merger notification 

The law allows for information and confidential consultations with the 

DG COMP (Directorate General Competition) prior to merger 

notification 

Official notification of the DG COMP by the concerned parties (merging 

enterprises, acquirer, or participants in a joint venture) is called for 

when… 

…a project is well advanced (a Letter of Intent or a Memorandum of 

Understanding has been signed) 

…a binding agreement has been signed. 

Official notification launches a merger review process 

The transaction may not be executed before the merger review 

process arrives at a final conclusion. 
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Merger review 

There are 2 phases 

Phase I 

The time limit is 25 working days from the complete notification, 

and 35 working days when remedies are submitted (by the 

notifying party) to dispel concerns about competition, or when 

referral is requested by and to Member States—most 

transactions are cleared in phase I 

The Commission either clears the transaction (if it does not 

raise “serious doubts as to its compatibility with the common 

market”) or it “initiate[s] proceedings,” leading to phase II. 

Phase II 

The time limit is 90 working days starting from the formal 

decision to “initiate proceedings” 

The time limit extends to 105 working days if remedies are 

proposed by the concerned parties more than 55 days after the 

initiation of proceedings 

The concerned parties may request to stop the clock (once) for 

no more than 20 working days, and so may the Commission (in 

agreement with the concerned enterprises). 

The final decision 

There is an Advisory Committee (consisting of representatives of 

the competition authorities of the Member States), which reviews 

the decision of the DG COMP and issues a non-binding opinion 

The Phase II decision clears the transaction (possibly subject to 

remedies that need to be taken by the concerned parties) or blocks 

it. 
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The SIEC (significantly impede effective competition) test 

Central to the decision in a merger review is the SIEC test (EC Merger 

Regulation, section 26) 

“…this Regulation should accordingly establish the principle that a 

concentration with a Community dimension which would 

significantly impede effective competition, in the common market or 

in a substantial part thereof, in particular as a result of the creation 

or strengthening of a dominant position, is to be declared 

incompatible with the common market” (no underlined text in 

original, FAS) 

Note that the term “strengthening of a dominant position,” which 

has long been a mainstay of German antitrust law 

The concept of “effective competition” refers to a dynamic 

concept of competition that acknowledges the contestability of 

markets through market entry and technological innovation 

Innovation creates monopolies (MAN Nutzfahrzeuge, which 

invented the low-floor city bus in the late 1990s) and 

destroys them (wireless phones render landlines for private 

households obsolete). 
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Case Study: Hochtief fails to acquire Philipp Holzmann 

1995-1997 

Phillip Holzmann AG is in dire financial straits 

Hochtief AG (controlled by RWE AG, which teamed up with Deutsche 

Bank) has takeover plans for Philipp Holzmann 

Holzmann views the takeover attempt as hostile 

January 1995: Bundeskartellamt prohibits Hochtief to increase its stake 

in Holzmann to 25 percent from 24.9 percent (by exercising an option 

on a 10 percent stake held by Commerzbank). 

March 1997: Deutsche Bank and Hochtief have plans of pooling their 

stakes 

Hochtief’s stake, at that juncture, amounts to 24.9 percent, plus an 

option on another 10 percent stake held by Commerzbank 

Deutsche, at this point in time, holds 25.86 percent 

In order to stay below the 50 percent level (where the then effective 

[voluntary] Takeover Code called for a mandatory tender offer), 

Deutsche intends to decrease its stake to 24.9 percent 

The parties hoped that the European Commission (instead of the 

Bundeskartellamt) is the competent authority; this is because more 

than one-third of Deutsche’s revenue originates in business activities 

undertaken in foreign countries. 
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Situation in October 1997: Pyramidal ownership structure 

Philipp Holzmann AG

Hochtief AG

24.9% (plus an “option” on another

10% held by Commerbank AG)

20%

RWE AG

56.1% (41.1% direct)

 

June 1997 

The European Commission declares itself incompetent in the matter 

Deutsche and Hochtief surrender 

Hochtief sells its last block (15 percent) to Gevaert in December 

1998 

Deutsche sells 4.1 percent and 5.8 percent to Gevaert in 1998 and 

1999, respectively. 

Conclusion 

It is not uncommon for companies to play games with regulators in 

attempts of finding the easiest route toward their goals—sometimes 

such strategies succeed, sometimes they don’t. 
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Industry-specific restrictions 

In certain industries, regulation is an impediment to mergers, unrelated to 

antitrust 

One of the industries where the desire to merge is most at odds with current 

regulation is international aviation 

International aviation is governed by the Convention on International Aviation, 

which was signed in Chicago in 1944 

This treaty established the International Civil Aviation Organization (ICAO, 

http://www.icao.int), an agency of the United Nations 

Landing rights rest on bilateral agreements of states 

For instance, the landing rights of Lufthansa in the United States derive 

from a bilateral agreement between Germany and the United States 

The Chicago convention disallows cabotage, meaning that Lufthansa 

is not permitted to offer flights within the United States 

For a carrier to retain its landing rights it must preserve its national 

identity 

Article I, section 6, of the mentioned treaty stipulates that 

“substantial ownership and effective control [be] vested in nationals 

of the contracting State” 

The European “flag carriers” are legacy airlines that originate in 

a time when European states had government- owned airlines 

“Lex Lufthansa” 

By law, foreign investors are required to seek approval from 

Lufthansa for owning Lufthansa shares if the total foreign 

holdings in Lufthansa approach the 50 percent level. 
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The link between landing rights in the United States and national control has 

severely hampered mergers among European carriers 

For many years, KLM was seeking to team up with another European 

airline before it finally was bought out by Air France 

Previously, KLM tried to merge with British Airways, but scrapped 

these plans in September 2000 after four months of negotiations 

At that time, the airlines could not solve the problem of how to 

protect the international route rights of KLM when it passes into the 

ownership and control of a foreign rival (Financial Times, Monday, 

September 25, 2000). 

Here is a description of the takeover of Swiss (the successor to the 

bankrupt Swiss flag carrier Swissair) by Lufthansa 

 

Source: http://www.swissinfo.org/eng/swissinfo.html?siteSect=43&sid=5620544. 
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On March 22, 2007, the EU and the United States entered an “open skies” 

agreement (which, to many, fell short of expectations) 

Any European airline flying to the United States can now take off from any 

European airport (instead of being restricted to airports in its home 

country) 

U.S. airlines gain free access to European airports, but cabotage by 

European airlines in the United States remains prohibited 

Foreign ownership restrictions remain in place (49 percent for EU carriers, 

25 percent for American carriers). 
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Financial modernization in Germany 

During the period 1990-2002, Germany, in trying to modernize its financial 

markets, passed four laws known as Finanzmarktförderungsgesetze 

The most significant of these four laws is the Second Act on the Promotion 

of Financial Markets from July 26, 1994 

This law, by implementing the EC Insider Dealing Directive of 

November 13, 1989, created the Securities Trading Act 

(Wertpapierhandelsgesetz) and established the Federal Securities 

Supervisory Office (Bundesaufsichtsamt für den Wertpapierhandel) 

In May 2002, the Federal Securities Supervisory Office was folded 

into the newly established German Financial Supervisory Authority 

(Bundesanstalt für Finanzdienstleistungsaufsicht, 

http://www.bafin.de). 

The Securities Trading Act applies to all companies that are 

headquartered in Germany and, at the same time, trade at a stock 

exchange (that is, do not trade exclusively over the counter) in the 

European Union or the European Economic Area 

The most significant provisions of the Securities Trading Act pertain to 

the disclosure of information regarding the corporation’s shareholder 

structure (thus superseding similar provisions in the Stock Corporation 

Act); there are also provisions concerning insider trading and ad hoc 

disclosure. 
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The German Stock Corporation Act stipulates that an investor, upon 

crossing the thresholds of 25 percent of the equity or 50 percent of the 

votes, notify the company, which in turn must disclose to the public the 

shareholder’s identity and the threshold crossed 

The investors do not have to disclose the actual sizes of the equity 

stakes, except in cases of cross-shareholdings in excess of 25 

percent. 

The disclosure standards specified in the Securities Trading Act of July 

1994, on the other hand, stipulate that an investor notify the Financial 

Supervisory Authority upon arriving at the 5, 10, 25, 50, or 75 percent 

thresholds of voting rights, be it from above or below 

The information is then made available to the public on the Internet 

(http://www.bafin.de) 

Note that the investors do not have to notify the Financial 

Supervisory Authority of subsequent changes to their equity 

stakes so long as they do not cross a neighboring threshold 

Further, note that the effective voting rights can be disguised in 

complex shareholder structures, such as networks of 

cross-shareholdings and pyramids; for details see Chapter 13 of 

this course. 

The Transparency Directive Implementation Act 

(Transparenzrichtlinien-Umsetzungsgesetz, TUG), which came into 

force on January 20, 2007, added the voting rights thresholds of 15, 

20, and 30 percent 

Further, this law went beyond what was set forth in the pertinent 

European Directive by introducing a 3 percent threshold of 

voting rights with the intent of preventing “creep-ins.” 
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The Securities Trading Act of July 1994 has made insider trading a 

criminal offense in Germany 

Pursuant to the Securities Trading Act, the former Securities 

Supervisory Office issued a code of conduct for institutions dealing in 

financial securities 

Most importantly, the former Securities Supervisory Office and 

Deutsche Börse AG (which is the corporation that operates the stock 

exchange in Frankfurt) released non-authoritative guidelines for insider 

trading and ad hoc disclosure 

The ad hoc disclosure rules stipulate than the corporation shall 

publish immediately all newly arriving, private information that has 

the potential of significantly affecting the prices of its securities; the 

intent is to create a level playing field in the marketplace and 

prevent insider trading 

The guidelines specify that “complex decision-making processes, in 

particular those requiring approval of the supervisory board,” are 

exempt from ad hoc disclosure 

This clause accomodates clandestine preparations of merger 

and acquisition transactions 

Ad hoc disclosure does not apply until the final decision has 

been made, i.e., upon approval of the supervisory board. 
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At the Frankfurt stock exchange, the disclosure rules vary by market 

segment 

 

Source: http://deutsche-boerse.com. 

There is also a market for small and medium-size corporations that 

seek a listing at low cost (Entry Standard), and there is an 

over-the-counter market (Open Market); neither of these two markets 

is subject to EU regulation 

 

Source: http://deutsche-boerse.com. 
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The transaction costs of business restructuring (which merger and 

acquisition transactions frequently lead up) decreased significantly when 

on January 1, 1995, the revised Restructuring Act (Umwandlungsgesetz) 

became effective 

The law provides a general framework for restructuring, independent of 

the legal status of the businesses under consideration 

Accompanying changes to the tax law, some of which have 

subsequently been reversed in response to abusive practices, allow 

companies to restructure at book value, thus avoiding asset write-ups 

and the ensuing capital gains taxation. 

The Restructuring Act provides for four types of restructuring: mergers, 

breakups and various forms of spin-offs, transfers of assets, and changes 

to the legal status 

Most significantly, the law allows for changes to the legal status at 

book value, a provision that enables public corporations to reorganize 

into partnerships without invoking capital gains taxation. 
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The revised Restructuring Act considerably constrains the power of 

dissenting shareholders in corporate restructuring when compared with 

the Stock Corporation Act 

Corporate restructuring requires a qualified majority of at least 75 

percent of the voting capital at the shareholder meeting, depending 

on the articles of association 

The Stock Corporation Act generally allows shareholders to 

challenge in court any resolution passed at the shareholder 

meeting, thus possibly blocking the execution of restructuring 

decisions for years 

According to the Restructuring Act, which supersedes the Stock 

Corporation Act if invoked, shareholders that feel disadvantaged 

in the conversion of their interests may only sue for cash 

compensation; this provision insulates the execution of the 

restructuring decision from the legal actions of discontented 

shareholders. 

Note that the Restructuring Act does not provide for squeeze-outs; 

that is, the interests of dissenting shareholders can only be 

converted, but not acquired. 
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Effective July 14, 1995, Germany introduced a Takeover Code 

(Übernahmekodex), which is a code of conduct for bidders and targets in 

(public) tender offers 

In a tender offer, shareholders are invited to tender (surrender) their 

shares at a specified price during a specified period of time (the tender 

period or offering period) 

The offer may be conditional on the bidder reaching a specified 

threshold level of the fraction of shares (conditional tender offer). 

The Takeover Code was drafted and watched over by the 

Börsensachverständigenkommission at the Ministry of Finance in an 

attempt of self-regulation akin to the U.K. Takeover Panel 

Deutsche Börse AG made the adherence to the Takeover Code a 

precondition for the listing at Neuer Markt (for newly listed 

innovative small and medium-size companies; the market segment 

has been discontinued) and the inclusion in the stock market 

indexes DAX and its mid-cap and small-cap siblings (MDAX, 

SDAX); incumbents were “grandfathered,” which means that they 

did not have to sign on 

Like the U.K. City Code, the German Takeover Code called for 

mandatory tender offers, which are bids that investors must present 

to the residual shareholders upon obtaining control over the 

corporation 

Control was defined as manifest when an investor’s equity 

interest amounts to the majority of votes or, due to sparse 

shareholder attendance, has resulted in at least 75 percent of 

the voting capital at all of the past three annual shareholder 

meetings. 
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It was in particular the mandatory tender offer stipulation that made 

corporations hesitant to sign the Takeover Code 

This is because mandatory takeovers do not allow companies to 

take significant equity interests in subcontractors as a means of 

protecting relation-specific investments 

Not surprisingly, four of the former 30 members of the German 

stock market index DAX (BMW, Hoechst, Viag, and Volkswagen) 

never signed on; as of February 1999, only 68 of the DAX 100 

companies had submitted to the code 

Further, in referring to the poor acceptance and to numerous 

counts of violation of the Takeover Code by the signatories, the 

Börsensachverständigenkommission concluded that the code failed 

to establish a “level playing field among the market participants” 

The commission recommended writing the code (in modified 

form) into law. 
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The German Takeover Act took effect on January 1, 2002, thus rendering 

the Takeover Code ineffective 

The law departs in two important ways from the Takeover Code 

First, the Takeover Act (section 29) associates control over the 

corporation with ownership of an equity interest that conveys 30 

percent of the votesthis threshold is significantly below what had 

been specified in the Takeover Code 

It remains to be seen how this rule plays out in the German 

market for corporate control, which has so far been 

characterized by high shareholder concentration and control 

changes facilitated through block trades. 

Second, whereas the Takeover Code reinforced the principle that 

the management of the target take a neutral stance in a takeover 

attempt, the Takeover Act (section 33) explicitly allows for 

defensive measures 

Management may take defensive measures that are in the 

corporation’s best interest 

Such measures include the solicitation of (competing) bids, 

including the search for a “white knight” and measures 

approved by the supervisory board 

Moreover, the shareholders now have the power to authorize 

management with a qualified majority of 75 percent of the 

voting capital to take defensive measures at is own 

discretion within 18 months of the shareholder resolution 

Note that the scope of defensive measures available to 

management is constrained by existing law (in particular the 

fiduciary duties of the Stock Corporation Act) and the explicit 

provision of the Takeover Act (section 3) that management’s 

actions be in the interest of the corporation. 
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Note that the Takeover Act (section 33d) rules illegal the use of 

severance payments (golden parachutes) to the management of the 

target company as a means of bribing the target management into 

submission 

The Takeover Act (section 21) accommodates offers that are 

conditioned on the shareholders tendering a predetermined, minimum 

fraction of shares (conditional tender offers) 

The Takeover Act (section 32) accommodates tender offers that 

pertain to only a fraction of the outstanding equity (restricted tender 

offers), as long as such a bid does not engender control over the 

corporation (which is defined as 30 percent of the voting stock) 

The introduction of the Takeover Act in 2002 provided for a 

squeeze-out provision in the Stock Corporation Act (section 327) 

Shareholders can now pass a resolution that transfers the shares of 

the residual shareholders to an investor that holds at least 95 

percent of the corporation’s equity capital; the residual 

shareholders are compensated in cash. 
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European Takeover Regulation 

On April 21, 2004, the European Parliament passed Council Directive 

2004/25/EC on takeover bids 

(http://europa.eu/scadplus/leg/en/lvb/l26012a.htm) 

A previous proposal for a directive on takeover bids was rejected by the 

European Parliament in July 2001, after twelve years of negotiation 

The Directive sets out to establish minimum guidelines for the conduct of 

takeover bids involving the securities of companies governed by the laws 

of Member States, where all or some of those securities are admitted to 

trading on a regulated market 

General principles 

All holders of securities of the target company must be given equal 

treatment; if a person acquires control of a company, the other holders 

of securities must be protected 

The target shareholders must have sufficient time and information to 

be able to reach a properly informed decision on the bid; where it 

advises the holders of securities, the board of the target company must 

give its views on the effects of implementation of the bid on 

employment, the conditions of employment, and the locations of the 

company’s places of business 

The board of the target company must act in the interests of the 

company as a whole and must not deny the holders of securities the 

opportunity to decide on the merits of the bid 

No actions may be undertaken regarding the securities of the target 

company, of the bidder, or of any other company concerned by the bid 

in such a way that the rise or fall in the prices of the securities 

becomes artificial and the normal functioning of the market is distorted. 
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General principles, cont’d. 

An aspiring bidder must announce a bid only after ensuring that he can 

fulfill in full any cash consideration, if such is offered, and after taking 

all reasonable measures to secure the implementation of any other 

type of consideration 

The target company must not be hindered in the conduct of its affairs 

for longer than is reasonable by a bid for its securities 

For the regulation of bids, Member States may lay down additional 

conditions and provisions more stringent than those of the Directive. 

Protection of minority shareholders 

Where a natural or legal person holds securities of a company that 

affords this person a specified percentage of voting rights that confers 

control of that company, the Member States must ensure that such a 

person is required to make a bid as a means of protecting the minority 

shareholders of that company 

The percentage of voting rights that confers control and the method of 

its calculation must be determined by the rules of the Member State in 

which the company has its registered office. 

Acquisition currency 

The bidder may offer securities, cash or a combination of both; where 

the consideration does not consist of liquid securities admitted to 

trading on a regulated market, it must include a cash alternative 

Member States may provide that a cash consideration must be offered, 

at least as an alternative, in all cases. 
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Information concerning bids 

Member States must ensure that a decision to make a bid is made 

public without delay and that the supervisory authority is informed of 

the bid 

The Directive lays down the minimum information that the offer 

document must contain.  It must, for example, state the terms of the 

bid, the identity of the target, the consideration offered and the 

maximum and minimum percentages or quantities of securities that the 

target undertakes to acquire; it must also state the conditions to which 

the bid is subject, the target’s intentions with regard to the future 

business of the target company, the time allowed for acceptance of the 

bid and the national law that will govern the contract. 

Employees’ rights 

The Directive requires that employees or representatives of the target 

company must be informed in detail in the event of a takeover bid.  It 

even extends the obligation to inform or consult staff to the employees 

of the target company. 

Time allowed for acceptance 

Member States must provide that the time allowed for the acceptance 

of a bid may not be less than two weeks or more than ten weeks from 

the date of publication of the offer document.  In certain circumstances, 

they may provide that the period of ten weeks may be extended. 
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Obligations of the board of the target company 

Although the Directive does provide for arrangements in this area, it 

leaves it up to Member States whether or not to apply them.  The 

requirement that the board of the target company must obtain the prior 

authorization of its shareholders before taking any defensive action is 

thus optional.  Member States leave it up to the companies themselves 

to decide whether or not to apply this rule. 

Breakthrough 

The requirement to freeze members’ extraordinary rights (such as 

multiple voting rights, appointment rights, and restrictions on the 

transfer of securities) during the bid is optional.  Member States leave 

it up to the companies themselves to decide whether or not to apply 

this rule. 

Conduct of bids 

Member States must lay down rules governing the conduct of bids, at 

least as regards the lapsing of bids, the revision of bids, competing 

bids, the disclosure of the results of bids, and the irrevocability of bids 

and the conditions permitted. 
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Right of squeeze-out 

The Directive provides for a “squeeze-out right,” thus enabling a 

majority shareholder to require the remaining minority shareholders to 

sell him their securities.  Member States must ensure that a target is 

able to require all the holders of the remaining securities to sell him 

those securities at a fair price 

Member States must introduce the squeeze-out right in any of the 

following situations: 

(1) The target holds securities representing no less than 90 

percent of the capital carrying voting rights in the target company.  

(Member States may set a higher threshold that may not, however, 

be higher than 95 percent of the capital carrying voting rights and 

95 percent of the voting rights) 

(2) Following acceptance of the bid, the bidder has acquired or 

firmly contracted to acquire securities representing not less than 90 

percent of the capital carrying voting rights and 90 percent of the 

voting rights comprised in the bid. 

If the target wishes to exercise the right of squeeze-out, he must do 

so within three months of the end of the time allowed for 

acceptance of the bid.  Member States must ensure that a fair price 

is guaranteed 

The right of squeeze-out is combined with a “sell-out right,” which 

enables minority shareholders to require the majority shareholder to 

buy their securities following a takeover bid.  Member States must 

ensure that a holder of remaining securities is able to require the 

target to buy his securities from him at a fair price. 
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Social Setting, Regulation, and Accounting 

4. Merger and Acquisition Accounting 

References: 

Financial Accounting Standards Board (FASB), http://www.fasb.org. 

International Accounting Standards Board (IASB), http://www.iasb.org. 

Walter, John R. (1999) “Pooling or Purchase: A Merger Mystery,” Federal 

Reserve Bank of Richmond Economic Quarterly 85(1): 27-46. 

Weston, J. Fred, Juan A. Siu, and Brian A. Johnson (2001) Takeovers, 

Restructuring, and Corporate Governance, 3rd ed., Upper Saddle River (NJ): 

Prentice Hall, Ch. 3. 

Generally, there are two merger accounting methods 

Pooling of interests (FASB), also known as uniting of interests (IASB) 

In spirit, this method applies to “mergers among equals” 

Conceptually, there is no acquisition, which is why the companies 

combine at book value (with mutual claims canceling out). 

Purchase accounting (IASB: acquisition accounting) 

In spirit, purchase accounting applies when an acquirer can be identified 

Conceptually, there is an acquisition, which is why the acquired 

businesses have to be recorded at the actual purchase price 

The difference between the cost of the purchase and the fair value of the 

net assets is recognized as goodwill 

Both Europe and America have moved away from pooling of interest 

accounting. 
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IFRS 3 (IFRS: International Financial Reporting Standards), issued by IASB 

Source: http://www.iasplus.com/standard/ifrs03.htm 
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There is currently a discussion underway about amending IFRS 3 

 

Here is the URL of original FASB press release: http://www.iasplus.com/pressrel/2004pr12.pdf 

You may follow the discussion at http://www.iasplus.com/agenda/buscomb2.htm. 
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Merger accounting in the United States prior to SFAS (Statement of Financial 

Accounting Standards) 141 

Prior to SFAS 141, which became effective on July 1, 2001, in the United 

States, companies could choose between pooling of interests and purchase 

accounting as methods of accounting for business combinations 

Pooling of interests, was possible if (and only if) all of the following 12 criteria 

were met 

 

Source: Walter (1999). 



F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 4 – Page 7 of 32 

Note that none of the twelve FASB criteria requires that the management 

teams of the participating companies be involved in running the new company 

Why did FASB eliminate pooling of interests? 

In the summary to FASB Statement No. 141, FASB argues that “because 

those 12 criteria did not distinguish economically dissimilar transactions, 

similar business combinations were accounted for using different methods 

that produced dramatically different financial statement results. 

Consequently, analysts and other users of financial statements 

indicated that it was difficult to compare the financial results of entities 

because different methods of accounting for business combinations 

were used. 

Users of financial statements also indicated a need for better 

information about intangible assets because those assets are an 

increasingly important economic resource for many entities and are an 

increasing proportion of the assets acquired in many business 

combinations.  While the purchase method recognizes all intangible 

assets acquired in a business combination (either separately or as 

goodwill), only those intangible asses previously recorded by the 

acquired entity are recognized when the pooling method is used. 

Company management [team]s indicated that the differences between 

the pooling and purchase methods of accounting for business 

combinations affected competition in markets for mergers and 

acquisitions.” 

Do analysts really have problems seeing through the accounting veil, and 

does the choice of the accounting method really make a difference to the 

acquirer’s competitive stance?to be discussed below 

Clearly, one reason for the elimination of pooling of interests was its 

widespread abuse because many transactions that were accounted for by 

this method were not mergers among equals 
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For instance, when American Telephone and Telegraph (AT&T) made 

its unsolicited bid for the computer manufacturer NCR (formerly 

National Cash Register) on December 2, 1990, AT&T was six times 

larger than NCR in terms of revenuethe biggest merger in the 

computer industry to that date, and hardly a merger among equals 

Yet, the Securities and Exchange Commission (SEC) approved to 

have the acquisition (which as consummated in May 1991) treated 

as a pooling of interests 

In fact, AT&T press reports indicated that AT&T upped its offer by 

$5 to $110 per share (an increase of about $325 million) in order to 

secure NCR’s cooperation in accounting for the acquisition as a 

pooling of interests 

Prior to AT&T’s purchase of NCR in 1991, NCR had 

repurchased several millions of shares of its own stock, thus 

violating one of the twelve conditions that make pooling of 

interests accounting possible 

To allow AT&T to account for the transaction as pooling of 

interests, NCR agreed to reverse the stock repurchase by 

placing an equivalent amount of Treasury stock before the 

acquisition was completed; the private placement deemed 

sufficient to mend the violation of the respective pooling 

condition. 
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Pooling of interests accounting and purchase accounting in comparison 

We are now trying to answer the questions of whether analysts have 

problems seeing through the accounting veil and whether the choice in the 

accounting method makes a difference to the acquirer’s competitive stance 

In simple accounting examples we will show that the choice of the accounting 

method… 

…does not affect operating cash flow (EBITDA [earnings before interest, 

taxes, depreciation, and amortization]) 

…does affect reported net incomeincreased depreciation and 

amortization leads to lower reported net income in purchase accounting 

than in pooling of interests accounting. 

The following accounting examples are from Weston, J. Fred, Kwang S. 

Chung and Juan A. Siu (1998), Chapter 3 

Company A (Acquirer) buys company T (Target) 

Postulated pre-acquisition share prices: A $30; T $20 
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We assume that A offers one share for each share in T (share deal) 

 

Source: Weston, J. Fred, Kwang S. Chung and Juan A. Siu (1998) Takeovers, 
Restructuring, and Corporate Governance, 2nd ed., Upper Saddle River (NJ): 
Prentice Hall, Chapter 3. 
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Source: Weston, J. Fred, Kwang S. Chung and Juan A. Siu (1998) Takeovers, 
Restructuring, and Corporate Governance, 2nd ed., Upper Saddle River (NJ): 
Prentice Hall, Chapter 3. 
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Source: Weston, J. Fred, Kwang S. Chung and Juan A. Siu (1998) Takeovers, 
Restructuring, and Corporate Governance, 2nd ed., Upper Saddle River (NJ): 
Prentice Hall, Chapter 3. 
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Source: Weston, J. Fred, Kwang S. Chung and Juan A. Siu (1998) Takeovers, 
Restructuring, and Corporate Governance, 2nd ed., Upper Saddle River (NJ): 
Prentice Hall, Chapter 3. 
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Source: Weston, J. Fred, Kwang S. Chung and Juan A. Siu (1998) Takeovers, 
Restructuring, and Corporate Governance, 2nd ed., Upper Saddle River (NJ): 
Prentice Hall, Chapter 3. 
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Conclusion (pooling of interests versus purchase accounting) 

We looked at two “plain vanilla” cases 

In one case, we assigned to depreciable assets the entire difference 

between fair value and the firm’s net worth; in the other case, we 

assigned this difference entirely to goodwill 

The examples showed that earnings (that is, net income) is lower 

under purchase accounting than under pooling of interests accounting; 

this is because of the deductions made for increased depreciation of 

asset write-ups and for amortization of goodwill. 

If the choice of the accounting method has no tax implications, the 

difference in the two accounting methods is purely cosmetic 

Note that the way the merger is brought about may have tax 

implications and, at the same time, might have implications for the 

applicable merger accounting method 

IASB and FASB set financial accounting standards only; these 

institutions are not competent in matters concerning taxation. 

From the accounting examples above, we can expect analysts to see 

through the accounting veil by simply adding back the increased 

depreciation of assets and the amortization of goodwill in purchase 

accounting, that is, by focusing on the operating cash flow (EBITDA), 

instead than earnings (that is, net income) 

Further, because the choice of the accounting method does not affect 

operating cash flow, the choice of the accounting method has no 

implications for the acquirer’s competitive stance. 
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Case study: Vodafone AirTouch-Mannesmann merger 

The 1999/2000 Vodafone-Mannesmann merger was accompanied in 

Germany by confusion about the role of goodwill in the U.K. acquisition 

accounting method 

The accounting example above demonstrates that the amortization of 

goodwill has no bearing on the company’s operating cash flow and thus is not 

expected to affect the market value of the firm 

Because the stock market valuation of Vodafone AirTouch plc equals the 

NPV of its cash flow, the amortization of goodwill has no bearing on its 

stock market performance. 

In spite of this widely known fact, objections to the Vodafone-Mannesmann 

takeover were made on the basis of Vodafone’s future amortization of 

goodwillVodafone accounted for the merger using acquisition accounting 

(known as purchase accounting in the United States) 

Headline, Die Welt, February 21, 2000 (http://www.welt.de) 

Keine Dividende für Vodafone-Aktionäre in Sicht 

Abschreibungen von 500 Milliarden DM nach Übernahme von 

Mannesmann und Airtouch belasten Bilanz. 
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Die Welt, February 22, 2000 

Kursverfall der Vodafone-Aktie befürchtet 

Düsseldorf – Besorgt äußert sich die Deutsche Schutzvereinigung für 

Wertpapierbesitz (DSW) über die Aussichten der Vodafone-Aktie.  Auf 

Grund der Enthüllungen in der WELT über die künftige Belastung von 

jährlich 24 Mrd. DM Goodwillabschreibungen fürchtet Ulrich Hocker, 

Hauptgeschäftsführer der größten deutschen Aktionärsvereinigung, 

einen erheblichen Gewinnverfall der Vodafone-Aktie.  “Damit wird auch 

eine Abwertung am Markt fällig”, prognostiziert Hocker und sieht jene 

70 Prozent Mannesmann-Aktionäre, die bereits getauscht haben, 

“erheblich betroffen”. 

Die Welt, March 2, 2000 

Vodafone-Mannesmann: War es das wirklich wert? 

Von Karlheinz Küting 

…”Vor diesem Hintergrund erweist sich die Aussage, die 

Abschreibungen auf den Goodwill im Konzernabschluss stelle in jedem 

Fall einen rein buchungstechnischen Vorgang dar, dem keine echte 

Ergebnisbelastung gegenüberstehe, als unzutreffend.  Denn soweit die 

Werthaltigkeit des Geschäftswerts [des Goodwills] im Zeitablauf 

tatsächlich abnimmt oder sich im Nachhinein als nicht gegeben 

erweist, liegt … ein echter Werteverzehr vor. 

… 
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Die eigentliche Herausforderung an das Management von Vodafone 

Airtouch aus der Akquisition von Mannesmann wird in den 

kommenden Jahren darin bestehen, den Nachweis zu erbringen, dass 

der für diese Beteiligung gezahlte immense Kaufpreis und die in ihm 

zum Ausdruck kommenden sehr optimistischen Zukunftserwarungen 

an die weitere Entwicklung des neuen Telekommunikationsgiganten 

gerechtfertigt waren.  Gelingt dieser Nachweis nicht – können also die 

Aufwendungen für den Geschäftswert [Goodwill] von mehr als 20 Mrd. 

DM jährlich nicht amortisiert werden – muss die Akquisition als 

Fehlinvestition eingestuft werden….” [not underlined in original] 

Der Autor ist Ordinarius für Allgemeine Betriebswirtschaftslshre und 

Direktor des Insituts für Wirtschaftsprüfung an der Universität des 

Saarlandes” 

Why Mr. Hocker and Professor Küting are wrong 

Mr. Hocker and Prof. Küting nourish the erroneous view that Vodafone 

has to increase its earnings by an annual amount equivalent to the 

amortization of goodwill; otherwise, the amortization will erode 

Vodafone’s equity capital (“echter Werteverzehr,” Küting). 
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Imagine the worst possible case in Küting’s scenario, which is the one 

where the Vodafone-Mannesmann merger adds no valuein this 

case, sales and operating costs of the combined company are equal to 

what they would be had the two companies not merged 

This case is shown in Table 3.4 above 

Goodwill amounts to 480,000 = total amortization over the next 

15 years 

480,000 equals the amount by which the equity of the merged 

company exceeds the sum of the equity of the two companies in 

the stand-alone (“no merger”) case 

This means that the creation of goodwill is matched by an 

increase in equity capital. 

If the merger added no value in terms of sales and operating 

costs, then the amortization of goodwill (480,000) would simply 

consume the equity that was added in the course of the merger 

(480,000) 

The combined company would look no different than the 

sum of the two companies in the “no merger” situation. 
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So, is the price that Vodafone paid (“immenser Kaufpreis,” Küting) 

irrelevant to the success of the combined company 

Technically, YES! 

However, the purchase price (that is, the ratio at which 

Mannesmann shares are exchanged for Vodafone shares) affects 

the distribution of gains (or losses) from the merger between 

Vodafone shareholders and Mannesmann shareholders 

Empirical studies show that gains from mergers almost 

exclusively go the target shareholdersto be discussed in 

Chapter 9 of this course. 

If Vodafone overpaid, which would imply that the target 

shareholders gained more than the value the merger added in total, 

the Vodafone shareholders might hesitate to approve acquisitions 

in the future 

Such follow-up effects could indeed bear on the Vodafone stock 

market performance, but this was not the point in Mr. Hocker’s 

and Prof. Küting’s arguments. 
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Management dislikes purchase accounting, and the associated write-down of 

goodwill and other intangible assets 

For instance, AT&T bore the expense of reversing NCR’s earlier stock 

repurchases, an expense (transactions cost) estimated to be $50 million; 

additionally, during negotiations with NCR, AT&T offered to increase its bid by 

$5 per share, as mentioned 

As noted in a 1997 Wall Street Journal article, “[c]learly, companies prefer 

pooling over…purchase accounting…Since 1992, there have been 357 

poolings vs. 36 purchase acquisitions in deals valued at over $100 

million…So far this year, there have been 41 poolings vs. four purchase 

acquistions” 

Thus, it is not surprising to find Professor Küting musing in Die Welt, February 

21, 2000 

“Diese [Vodafone’s amortization of goodwill] Belastungen könnten das 

gesamte Bilanzbild völlig zerschlagen und das Vodafone-Ergebnis 

rapide verringern.” 

In a similar vein, KPMG, in a press statement from December 5, 2002, titled 

“Cautious welcome for changes to Merger & Acquisitions accounting” 

(http://www.kpmg.co.uk/kpmg/uk/image/ias_manda.pdf) states in response to 

the new accounting rules proposed by IASB (which mandates that goodwill be 

tested for impairment annually instead of being amortized): 

“…[KPMG] expects that the proposed standard will eliminate a hurdle 

to many merger transactions by no longer requiring companies to 

expense goodwill through the income statement, except in the event 

of…impairment. 

Historically, amortisation of goodwill has been viewed as impeding 

business combinations because of the subsequent earnings dilution it 

creates…” 
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Do investors see through the accounting veil or are they just as easily fooled 

by accounting rules as Mr. Hocker, who is supposed to have the 

shareholders’ best interest at heart, or Professor Küting, who is concerned 

about the company’s “Bilanzbild”? 

Walter (1999) cites several empirical studies for the United Statesnone 

of these studies finds evidence for the stock market rewarding 

management’s preference for pooling of interests over purchase 

accounting 

The sharp divide between the erroneous beliefs of management on one 

hand and the marginal investor’s correct perception on the other hand is 

bafflinga “merger mystery” to this date 

On the other hand, researchers at Caltech have found that, in so-called 

beauty contests, CEOs think only 1.0 steps ahead, while portfolio 

managers think 2.8 steps ahead 

 

Source: http://groups.haas.berkeley.edu/marketing/PAPERS/HO/AEA.doc. 
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Be careful what you ask for 

When FASB voted to eliminate pooling of interests as an accounting method 

for business combinations in 2001, the proposal met fierce opposition from 

investment banks and from companies that viewed acquisitions as a means 

to grow 

The companies disliked the idea of an automatic depreciation of intangible 

assets and amortization of goodwill, which would put a drag on the 

reported income 

As a compromise, FASB agreed to waive the automatic depreciation and 

amortization in favor of a regular impairment test 

The corporate world thought that this compromise would largely save 

them from goodwill write-downsthey could not have been more 

wrong. 

AOL Time Warner made headlines when it wrote down $44.5 billion, or $10 a 

share, in impaired assets and goodwill in Q4 2002this came on top of an 

impairment charge of $54 billion in Q1 2002 

Another company that took a big hit from impairment of intangible assets 

and goodwill is JDS Uniphase, which wrote down $46.6 billion of $61.4 

billion worth of acquisitions it did on the peak of the stock market bubble of 

the late 1990s. 

The table below shows a sharp drop in profits of the Fortune 500 corporations 

for the years 1999 through 2002 

 

Source: Fortune, Sunday, March 30, 2003. 
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This drop in profits shown above was largely due to write-downs of 

impaired intangible assets and goodwill as mandated by SFAS 141 

 

Source: Fortune, Sunday, March 30, 2003. 

Note that the $260 billion were calculated on the basis of the 

pre-SFAS 141 accounting rules. 
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Impairment charges were the main cause of the largest losses billed by 

Fortune 500 corporations in 2002 

 

Source: Fortune, Sunday March 30, 2003. 
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Appendix: Former IAS (International Accounting Standard) 22 and SIC (Standard Interpretations Committee) 9, 22, and 

28 

Source: http://www.iasplus.com/standard/ias22.htm, ttp://www.iasplus.com/interps/sic009.htm, 

http://www.iasplus.com/interps/sic022.htm, http://www.iasplus.com/interps/sic028.htm 
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Value Added 

5. Value Added Principle and Decision-Making 

References: 

Jensen, Michael (2001) A Theory of the Firm, Cambridge (MA): Harvard 

University Press. 

The value added principle 

From society’s point of view, M&A transactions shall take place if and only if 

they add value 

In principle, there are two sources of value added 

First, the M&A transaction engenders a control change only, and there 

is no merging of operations 

For instance, a private equity fund buys out the founding family and 

then installs its own management team 

The value added of such a control change originates in having a 

management team in place that puts the assets in place to 

better use. 
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Second, the M&A transaction not only engenders a control change but 

also leads to a merging of business operations 

The objective must be to create value to society, which means that 

the post-merger value of the combined company, ( )V A T  must 

exceed the sum of pre-merger values of the two companies on a 

stand-alone basis, ( ), ( )V A V T : 

V A T TC V A V T( ) ( ) ( )     , 

where A stands for acquirer, T stands for target, and TC stands 

for transaction costs 

The value added equals 

V A T TC V A V T( ) [ ( ) ( )]     

This is the maximum amount an acquirer should pay in excess 

of the current value of the target 

If the takeover premium (the difference between the current 

value of the target, ( )V T  and the purchase price) exceeds the 

value added, the acquirer overpays. 
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Decision-making 

Who should decide on the merger? 

The formal decision rights in the corporation are with the shareholders 

This is because shareholder hold the residual income rights 

Bundling residual income rights and residual control rights 

internalizes the consequences of decision-makinga basic 

premise of economic efficiency. 

The system of corporate governance should be designed such that 

management, who runs the corporation on a day-to-day basis, acts in 

the shareholders’ interestthe shareholder-value principle. 

Should parties other than the shareholders have a say in merger 

decisions? 

First, as mentioned, residual income rights and decision rights should 

be bundled together 

The legal system should provide for enforceable contracts among 

the parties that constitute the firm: labor, government, bondholders, 

shareholder, and (to the extent that there are long-term relations) 

suppliers and customers 

If the rights of these other parties are well protected from 

opportunistic behavior on the shareholders’ part, then these 

parties should not be given decision rights. 
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Second, although modern economic theory regards the firm as a nexus 

of contracts among the aforementioned parties, the concept of giving 

all these parties decision rights, as proposed by the stakeholder 

approach, is not conducive to value creation 

For once, as mentioned, if the legal system provides for 

enforceable contracts among the parties (by means of labor laws, 

bond covenants, to name but a few), then there is no need to run 

the firm jointly 

What’s more, the concept of giving all parties a say does not further 

individual accountability 

Any decision in the firm can then be justified on the grounds that 

it served at least one of the parties“anything goes” 

No particular party can be blamed for failure because all 

decisions are made jointly. 

Remember that a growing pie allows all parties to have larger 

slices, even if none of the parties is able to increase its share in the 

total. 
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The role of society 

If property rights are well protected via enforceable contracts, social 

welfare is maximized through trade in the marketplace 

Free markets are the single most efficient allocation mechanism for 

scarce resources 

Markets aggregate the preferences of individuals and direct 

resources to where they add most value 

In other words, merger and acquisition transactions should be 

market-driven or, synonymously, value-driven 

To this end, management’s actions must be aligned with the 

shareholders’ interest as it manifests itself in the firm’s stock 

market valuation. 

Markets have a distinct advantage over any individual, including 

management, when it comes to evaluating future performance 

U.S. capital markets have often been accused of myopia 

(“short-termism”), but insofar as these accusations suggest that 

investments should not be evaluated on an ongoing basis in the 

light of current events, the accusations are misplaced 

Although stock prices might be highly imperfect, they have one 

unmatched virtue: they have integrity, because markets are 

asking people to put their money where their mouth is. 
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Unfortunately, the market principle (that is, the value principle) is not 

universally accepted, particularly so in Germany 

Germany has a more consensus-oriented business approach than the 

United Kingdom or the United Statesthe German approach to doing 

business has been dubbed “Rhineland Capitalism” or “Deutschland 

AG” 

There is extensive labor participation in firm decision-making 

(Arbeitnehmermitbestimmung) 

Politicians (from all quarters) meddle in M&A deals 

After Fried. Krupp AG Hoesch Krupp had announced its bid for 

Thyssen AG on March 18, 1997, German chancellor Helmut 

Kohl said that he views the situation with “great concern;” he 

appealed to both parties to find a “common sense solution” and 

reminded them of their “social responsibilities” 

(Gesamtverantwortung) 

The government of North Rhine-Westfalia (the state that 

hosted both companies’ headquarters), chaired by Johannes 

Rau, arranged and mediated talks between Krupp and 

Thyssen, resulting in Krupp’s withdrawing its bid on 

March 24, 1997. 

On the day Vodafone AirTouch plc announced its bid for 

Mannesmann AG to the Mannesmann shareholders (November 

19, 1999), German chancellor Gerhard Schröder expressed his 

disapproval, saying hostile bids destroy the “culture” of the 

target companies. 
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Preparing the decision 

It is common practice that a potential acquirer conducts a due diligence study 

of the target before arriving at a decision 

There is no standardized procedure for due diligence studies; the studies 

generally cover commercial, financial, and legal aspects. 

The potential seller might be hesitant to disclose information in a due 

diligence study 

If the deal falls through, the disclosed information might put the potential 

seller at a competitive disadvantage. 

Hence, due diligence is conducted within a legal framework known as a 

pre-contractual relation 

This pre-contractual relation is established by signing a pre-contract that 

comes with a variety of labels, such as letter of intent, general agreement, 

memorandum of understanding, or heads of agreement 

Although the pre-contract does not oblige the two parties to 

consummate the transaction, the pre-contract entails the obligation of 

both parties to negotiate in good faith 

No misleading information may be provided 

No information that is relevant to the other party may be withheld 

Negligence might result in claims for damages. 

Typically, there is a binding confidentiality agreement signed as well. 



 

F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 5 – Page 8 of 22 

Case Study: “The price of a handshake” or “When is a contract a contract?” 

In the mid-1980s, Gordon Getty, heir of Getty Oil, wants to sell out 

Pennzoil makes a take-it-or-leave-it offer: 43 percent of the shares for 

$110 a share 

The parties shake hands as a general agreement 

The board of directors of Getty Oil rejects the offer 

Texaco offers to take over Getty Oil as a whole for $125 a share 

The board accepts Texaco’s offer, and the takeover is consummated. 

Then, Pennzoil sues Texaco for inducing Getty to breach on an existing 

contract 

A court in Texas decides in favor of Pennzoil 

Texaco is sentenced to paying $11 billion in damages (exploration 

cost per one barrel of oil, multiplied by Getty’s 11 billion barrel of oil 

reserves). 

In April 1987, Texaco goes into Chapter 11 (Gläubigerschutz) 

Texaco sells off assets worldwide 

Texaco’s German subsidiary is sold to RWE AG (which 

subsequently becomes RWE-DEA AG) 

Germany’s DEA gas stations are Texaco legacy outfits. 

Texaco undergoes reorganization. 
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Sources of value from merging operations 

Subadditive cost functions 

The cost functions of company A (Acquirer) and company T (Target) are 

sub-additive if, for a given level of output, C A T C A C T( ) ( ) ( )    

There are two major sources for subadditivity, or “synergies” in Wall Street 

and Main Street lingotypically, either source of subaddivity is related to 

joint inputs 

First, there are economies of scalethe same input is employed multiple 

times in the same use, that is, A and T produce the same product 

Threshold effects in production processes 

A large-scale production process might not be available below a 

minimum output level. 

There are inputs with public-goods (non-rivaling) properties 

Among these inputs are managerial skills and technical knowledge. 

Networks have high set-up costs but low marginal costs of operation 

Electronic data processing (back-office services) 

Telecommunications. 

Second, there are economies of scopethe same input is employed 

multiple times in different uses, that is, A and T produce different products 

Economies of scope typically are very limitedfor instance, 

managerial skills rarely carry over to other products, as was the case 

with Mannesmann, which ran a wireless and landline line unit, an 

engineering unit, and an automotive unit. 
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Market power 

In a static framework, we find that market power causes a welfare 

lossthe shareholders’ gains fall short of the customers’ (or suppliers’) 

losses 

In a dynamic framework, we find that a certain degree of pricing power 

might be efficient 

In R&D intensive industries, patents generate quasi-rents 

(A quasi-rent is a return in excess of the minimum needed to keep 

a resource in its current use.) 

Quasi-rents (from patents or quick marketing of inventions) allow 

companies to recover R&D expenses and to accumulate funds 

internally to finance further R&D projects 

In biotechnology, for instance, external funding is costly (or even 

unattainable) because of information asymmetries between 

management and (potential) investors. 
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The tax shield 

A merger can be worthwhile solely because of the tax shield it creates 

The merger might allow for asset write-ups or the creation of goodwill, 

which, if their depreciation or amortization are tax deductible, lower the 

company’s tax bill 

In the United States, prior to the adoption of Internal Revenue Code 

section 197, goodwill and most other intangible assets that were 

acquired as part of an acquisition could not be amortized for tax 

purposes.  The only intangible assets the acquiring taxpayer could 

amortize for tax purposes were intangibles that the taxpayer could 

demonstrate to have only a finite useful life.  The IRS opposed the 

amortization of most intangible assets, and many intangible 

amortization attempts found their way into court 

The tax treatment of goodwill is currently governed by IRC 

section 197, which became law on August 10, 1993.  It 

stipulates that intangible assets acquired as part of an 

acquisition after August 10, 1993 must be amortized over 15 

years.  Moreover, section 197 also stipulates that any excess of 

the acquisition purchase price over the fair market value of both 

tangible and intangible assets (known as “acquisition goodwill”) 

must also be amortized over 15 years for tax purposes. 

IRC section 197 can be applied retroactively to acquisitions 

completed after July 15, 1991 at the election of the acquiring 

taxpayer. 

Note that a firm’s financial accounting treatment of goodwill and 

other intangibles has no impact on the tax treatment of those 

assets. 
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The acquisition of a loss-maker allows the acquirer to use the target 

company’s loss carry-forward, which would otherwise be lost 

Tax considerations are usually of limited import in M&A decisionsin the 

1940s, the United States experienced elevated merger activity that was 

motivated by tax savings 

Tax considerations are of import to the design of merger and 

acquisition transactions, but less so to the actual decision to merge. 
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Diversification 

Diversification smoothes the company’s earnings stream over time 

Smoothing of the company’s earnings stream creates value … 

… by increasing the tax shield 

Even if there are no legal limits to loss carry-forwards, 

forfeitures in interest due to the time difference between the 

losses and the use of the tax shelter they create (in later fiscal 

years) creates convexity in the tax function 

In many countries, carry-backs of losses are limited or not 

permissible at all. 

… by reducing costs of financial distress 

The firm can operate with lower risk premiums 

Lenders charge lower interest rates 

Workers demand less compensation because of increased 

job security and the resulting lower expected switching costs 

Conflicts of interests between equity holders and debt 

holders are less pronounced. 

The views of Wall Street (and Main Street, for that matter) on the benefits 

of diversification notwithstanding, empirical studies indicate that diversified 

companies trade at a discount in the stock marketthe diversification 

discount. 

Vertical integration as insurance against hold-ups 

Customer-supplier relationships might give rise to opportunistic behavior 

(hold-ups) 

Vertical integration is one of the remedies to such a situation. 



 

F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 5 – Page 14 of 22 

M&A activity as a sources of wealth destruction 

Michael Jensen found that companies that operate in industries with high 

cash flow and little growth opportunities (mature industries) over-investthe 

free cash flow hypothesis 

Free cash flow is cash flow above and beyond what is needed to meet 

payments to stakeholders and fund positive-NPV projects 

Management tends to invest free cash flow in negative-NPV projects, 

instead of paying it out to the shareholders (via dividends or stock 

repurchases) 

Among the management’s reasons for not returning funds to the 

shareholders is the attempt to reduce the personal, undiversified risk 

(more cash means lower risk of default, all else being equal) or to 

increase their scope of authority (empire-building). 
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Jarrod Harford, in a 1999 Journal of Finance study, provides evidence in 

support of the free-cash flow explanation for acquisitions by cash-rich 

companies 

The author estimates an econometric model of corporate cash use for 

U.S. corporations for the period 1950 to 1994 

Cash-rich companies, according to Harford’s methodology, are firms 

that have accumulated cash reserves above the predictions of the 

model. 

In summary, the author establishes the following results: 

Cash-rich companies are more likely to attempt acquisitions than other 

companies 

Stock return evidence shows that acquisitions by cash-rich companies 

are value-decreasing 

Cash-rich bidders destroy seven cents in value for every excess 

dollar of cash reserves held. 

Cash-rich firms are more likely to make diversifying acquisitions, and 

their targets are less likely to attract other bidders 

Consistent with the stock return evidence, mergers in which the bidder 

is cash-rich are followed by abnormal declines (i.e., declines relative to 

comparable companies) in operating performance. 
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M&A activity as a sources of redistribution of wealth 

Some finance scholars argue that many takeovers do not add value to 

society, even in cases where they increase shareholder wealth 

(Remember that the change in shareholder wealth is the sum of the 

changes in wealth experienced by the acquirer’s and the target’s 

shareholders) 

The shareholders might gain at the expense of other stakeholders by 

breaching on implicit contracts 

Implicit contracts emerge from the fact that contracts are 

incompletethere are things that cannot be contracted on 

There is an infinite number of contingencies 

Contracting is costly. 
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A seminal study on the redistribution of wealth is Andrei Shleifer and 

Lawrence Summers (1988), “Breach of Trust in Hostile Takeovers,” in 

Corporate Takeovers: Causes and Consequences, edited by Alan Auerbach 

(University of Chicago Press; Chicago and London) 

The authors argue that much of the shareholders’ gains of the 1980s 

LBOs were due to redistribution from workers to shareholders 

The authors study Carl Icahn’s takeover of TWA in 1985 

Icahn started investing in TWA when its share price was at $8.  He 

bought 40 percent of the shares in the open market (at share prices 

varying from $8 to $24) and the rest through a tender offer (at $24) 

After taking control, Carl Icahn… 

…cut the pilots’ salaries by 33 percent 

…cut the machinists’ salaries by 15 percent 

…cut the wages of flight attendants or replaced them by 

(lower-paid) rookiesthe average wage reduction was 

28.5 percent; flight attendants were represented by three 

different unions 

In total, the wage cuts amounted to $200 million a year. 

When discounted at a rate of 25 percent (TWA was a fairly risky 

investment), the present value of the wage cuts equaled 

$800 million 

TWA employees received a profit share and an ownership stake in 

TWA, which together amounted to one-third of the company’s 

equity and a market value of less than $200 million 

Taken together, the net wealth transfer from TWA employees to 

Carl Icahn amounted to approximately $600 million. 
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Expropriation of debt holdersthe case of the RJR Nabisco LBO 

F. Ross Johnson was CEO of RJR Nabisco until the KKR buyout in 1989 

Johnson had a reputation for spending (the company’s) money lavishly 

by… 

…handing out $1,500 watches 

…hiring former U.S. president Gerald Ford to play in a golf tournament 

that the company sponsored, and Frank Sinatra and Bob Hope to 

entertain guests 

…expanding the company’s stable of athletes, who were paid $1 

million a year, and many of them did nothing 

…maintaining extremely luxurious offices and a fleet of luxurious 

automobiles, among them Rolls-Royce cars with chauffeurs 

…maintaining a fleet of 10 corporate jets with 36 pilots that were 

available for executives’ use under any pretext of a business reason. 

October 1988: Nabisco’s management proposed an MBO (management 

buyout) to its shareholders 

The management confessed to believe that the stock is undervalued 

Management hoped to reap some of the gains from restructuring. 
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KKR, a buyout firm, contested the bid and won out 

KKR paid $26.4 billion for RJR Nabisco and took the company private 

The transaction was financed with high-yield bonds, underwritten by 

Drexel Bernham Lambert 

F. Ross Johnson, CEO of RJR Nabisco, received a severance 

payment of $53.8 million; the vice-chairman received $45.7 million—

such severance packages are known as “golden parachutes” or 

“sweetheart deals” 

KKR paid a premium of more than 100 percent 

Remember that the takeover premium is the price paid in excess of 

the market valuation that prevailed before the onset of the bidding 

contest. 
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The buyout left Nabisco highly leveraged 

In 1989, Nabisco had $23 of debt per $1 of equity on the books 

It is estimated that Nabisco’s bondholders suffered a $1 billion 

loss due to the increase in Nabisco’s default riskthis 

constitutes a redistribution of wealth from the bondholders to the 

(new) shareholders. 

The redistribution of wealth can be quantified using the 

option-theoretic approach of the firm, which states that when a 

(heretofore all-equity financed) firm takes on debt, for instance 

by issuing bonds, then… 

…the equity holders sell a risk-free bond (zero default 

probability) to the bond holders 

…the bond holders write a put option to the shareholders 

that allows the shareholders to walk away from the debt at 

the maturity date (limited liability of shareholders) 

Note that we conceptually separate the income rights of the 

bond into a certain (i.e., risk-free) repayment and the 

shareholders’ right to default on the repayment 

The strike price of the shareholders’ put option is the 

promised repayment at maturity. 

Thus we can write: 

Bond value = PV of promised debt repayment 

minus value of shareholders’ put option 
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The riskier the firm, the more valuable is the put option, i.e., the 

more valuable is the shareholders’ right to walk away with 

limited liability (the right to declare bankruptcy) 

For given assets (that is, given projects; left-hand side of the 

company’s balance sheet), default risk increases with 

leverage (which manifests itself on the right-hand side of the 

balance sheet), and so does the value of the put 

Remember that firm value (value of total claims on 

assets) equals the sum of the market values of debt and 

equity 

In a Modigliani-Miller world where the firm’s capital 

structure is irrelevant to firm value, a decrease in the 

market value of debt implies an increase in the market 

value of equity by the same absolute amount. 
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M&A activity as the result of a principal agent conflict 

Management may engage in acquisitions that are not in the best interest of 

the (bidders’) shareholder 

The managerial hubris hypothesis, suggested by Richard Roll, states that 

executives tend to overestimate their managerial skills, thus growing their 

companies beyond the size (and number of lines of business) that they 

can manage efficiently 

There is also the hypothesis of private control benefits, which states that 

executives strive to grow their companies, because running larger 

corporations affords prestige and power 

Finally, managerial compensation increases with firm size, all else being 

equal—at the same time, managerial compensation is tied to the 

company’s performance (as gauged by its stock market valuation) 

Although an acquisition may adversely affect the bidders’ performance, 

management may still be able to increase its income due to the effect 

on compensation of the increased size of company. 
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Value Added 

6. Corporation Valuation 

References: 

Bodie, Zvi, and Robert C. Merton (2000) Finance, Upper Saddle River (NJ): 

Prentice-Hall. 

Goetzmann, William N., and Roger G. Ibbotson (2005) “History and the Equity 

Risk Premium,” Yale ICF Working Paper No. 05-04, April 2005. 

Weston, Fred J., J. Harold Mulherin, and Mark Mitchell (2007) Takeovers, 

Restructuring, and Corporate Governance, 5th ed., Upper Saddle River (NJ): 

Prentice Hall. 

Valuation methods in M&A decision-making 

We look at three corporate valuation approaches that are used in acquisition 

decisions by investment banks and legal advisors 

Comparable companies approach 

Comparable transactions approach 

Capital budgeting approach (spread sheet and reduced form). 
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Comparable companies approach 

This approach is particularly useful for finding the market value of 

companies that are not traded (that is, not listed on the stock exchange) 

This approach does not account for the takeover premium, which is the 

difference between the value a potential acquirer is willing to pay and the 

value at which the target trades prior to a takeover bid 

Methodology 

Choose publicly traded companies of the same industry that are 

comparable in size as measured (for instance) by sales or total assets 

Calculate three ratios for each of these companies: 

Market value of equity to sales 

Market-to-book value of equity 

Take “shareholders’ equity” (par value plus paid-in capital and 

retained earnings) 

In the textbook case, which ignores some accounting details, 

the book value of equity equals the company’s financial net 

worth. 

Price-to-earnings ratio (market value of equity to net income). 

For each of these ratios, calculate the mean or the median across the 

set of comparable companies 

Remember that the median has the advantage of being robust to 

outliers. 
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We now have three (averaged) ratios, whose numerators are the 

market value of equity 

Take the target company’s values for sales, book value of equity 

and net earnings and calculate the company’s market value using 

these three ratios 

This leaves us with three values for the market value of the 

potential targettake the mean or the median of these three 

values. 

For instance, let the three market ratios (averaged over the set of 

comparable companies) equal 1.0, 1.5, and 20 

If the target’s sales equal 100, its book value of equity equals 60 

and its net income equals 5, then we get the following three 

market values for the potential target: 100; 90; 100 

The median amounts to 100; the mean equals 97. 



F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 6 – Page 4 of 24 

Comparable transactions approach 

Unlike the comparable companies approach, the comparable transactions 

approach incorporates the takeover premium 

Instead of using the market value of equity of an untargeted company,  

this approach uses the purchase price for a comparable target company’s 

equity in an actual takeover situation 

Again, the difference between the purchase price in a takeover 

situation and the price of that same company when untargeted is 

called the takeover premium. 

There is a circularity problem with the comparable transactions approach 

If the buyers in the reference cases overpaid, then the bidder that 

relies on this yardstick will overpay as well. 
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Capital budgeting approach 

An M&A transaction is an investment project, just as any other project 

What matters is the incremental cash flow to the bidder, not the cash flow 

on the target on a stand-alone basis 

Calculate net present value (NPV) of the transaction 

NPV( )
(1 )1

0transaction
CF

k
A

t

t
t










  

where CFt  : net incremental cash flow in year t  (end 

of fiscal year value) 

A0  : acquisition value (beginning of fiscal year value) 

k  : marginal cost of capital 

Remember that the NPV rule may be stated either in nominal values or 

in real (that is, inflation-adjusted) values 

Either both CF and k are stated in nominal terms or in real terms 

In the following, we assume an inflation rate of zero. 

Decision rule: 

“Do not acquire target if NPV 0 “ 

 “Do not let A0  (that is, the purchase price) exceed the 

present value of the free cash flow.” 
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Spreadsheet cash flow projection 

In the following spreadsheet, the bidder plans on growing the capital stock of the incremental project at a high rate 

for 3n   periods ( 0.2highg  ); this is followed by a rate of growth that equals the long-term average rate of growth 

of the industry, which is assumed to equal 5 percent ( 0.05avgg  ) 

It is assumed that sales and net operating income for the fiscal year are proportional to the (end-of-fiscal-year) 

capital stock 

Net investment for the fiscal year is computed as the difference between the end-of-fiscal-year capital stocks 

Fiscal year 0 1 2 3 4 5 6 … 

Sales 1000 1200 1440 1728 1814 1905 2000 … 

Total capital* 500 600 720 864 907 953 1000 … 

Growth rate of total capital --- 0.2 0.2 0.2 0.05 0.05 0.05 0.05 0.05

(Net) Investment ? 100 120 144 43 45 48 … 
Net operating income (X )** 333 400 480 576 605 635 667 … 

Taxes 133 160 192 230 242 254 267 … 

Net operating income after taxes 200 240 288 346 363 381 400 … 

Growth rate of net operation income after taxes --- 0.2 0.2 0.2 0.05 0.05 0.05 0.05 0.05

Free cash flow (net operating income after taxes, minus net investment) ? 140 168 202 320 336 352 … 

Growth rate of free cash flow --- ? 0.2 0.2 0.585714286 0.05 0.05 0.05   

* Net working capital plus net property, plant, and equipment. 

** NOI (EBIT). 
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Implementation of the NPV formula: 

1

NPV( )  
(1 )

t

t
t

CF
CF

k








  

Early on, the free cash flow grows at 0.2highg  , followed by a higher 

rate of growth in period 1 4n    due to the drop-off in net investment; 

from period 2 5n    on, the free cash flow grows at the industry 

average of 0.05avgg   

Hence, we can write: 

1

1 1 2

NPV( )    
(1 ) (1 ) (1 )

n n
t t t

t t t
t t n t n

CF CF CF
CF

k k k

 

    

  
  

    

1

1

1

(1 )
 

(1 )

high tn

t
t

g
CF

k






 


  

( 1)1

1

1 2

(1 )
  
(1 ) (1 )

avg t nn
t

nt t
t n t n

CF g
CF

k k

  



   


  

 
   

We know from the table above: 1 120CF  , 302nCF  , 3n  , 

0.2highg  , 0.05avgg   

We assume 0.1k   for the marginal cost of capital 

Before inserting number, we rewrite 
( 1)

2

(1 )
 

(1 )

avg t n

t
t n

g

k

 

 




  as 

1

1

( )(1 )n

g

k g k 



 
 

The proof that the simplification is correct is left to the reader. 

After inserting numbers, we get 0 5,221.19V  . 



F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 6 – Page 8 of 24 

Alternative to the spreadsheet approach outlines above, the capital 

budgeting may be written down in reduced form 

Clearly, the two approaches deliver the same numerical result, to be 

shown below 

We start out with a general budgeting equation for constant growth: 

1 1 2 2
0 2

(1 ) (1 ) (1 )
...

(1 ) (1 ) (1 )

n T

T

X I X I X I
V

k k k

       
   

  
 , 

where X t   EBIT or NOI (as defined above) 

We plan on increasing the capital stock at the rate g : 

1(1 )t tK g K     (capital stock); 

by definition: 

1t t tI K K    (net investment), 

and, hence: 

1t tI g K    

Substituting for I t  in the budgeting equation yields 

1 0 2 1

0 2

(1 ) (1 )

(1 ) (1 )

T X g K X g K
V

k k

      
 

 
 

1(1 )
...

(1 )

n T

T

X g K

k

   
 


 

Given our investment plans, we can write 

2
1 0 2 0 0(1 ) ; (1 ) ; ...; (1 )TTK g K K g K K g K          

Above we assumed that net operating income is proportional to the 

capital stock; hence, the two series grow at the same rate: 

2
1 0 2 0 0(1 ) ; (1 ) ; ...; (1 )TTX g X X g X X g X       
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Consequently, we obtain the following capital budgeting equation: 

0 0

0

(1 ) (1 )
1

(1 )

T

g
X K g

g
V

k


 

      



 

2
0 0

2

(1 ) (1 )
1

(1 )

g
X K g

g

k


 

      



 

0 0(1 ) (1 )
1

...
(1 )

T

T

g
X K g

g

k


 

      
 


 

Factoring out the expression in brackets yields 

2

0 00 2

1 (1 ) (1 )
(1 ) ...

1 1 (1 ) (1 )

T
T

T

g g g g
V X K

g k k k


    
         

      

 

0 00
1

1
 (1 )   

1 1

tT
T

t

g g
V X K

g k




   
        

    
  

 

 
0 00

11
 (1 ) 1

1 1

T

T

T

gg g
V X K

g k g k


                       

 (*) 

Verification of this final transformation is left to the student. 

For an infinite number of periods of growth, the formula reads 

0 0 0

1
(1 )

1

g g
V X K

g k g
  

     
  

 (**) 

To verify this formula, define 

2

2

1 (1 ) (1 )
...

1 (1 ) (1 )

g g g
x

k k k





  
   

  
, subtract x  from 

1

1

g
x

k





, and then solve for x . 



F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 6 – Page 10 of 24 

In our example, we have n  3  periods of high growth ( 0.2highg  ), 

followed by an infinite number of periods of growth at the long-term 

industry average (which we assume to be 0.0.5avgg  ) 

Thus, 
0
TV  is as a sum of the equations (*) and (**): 

0 0
(1 )

nn

n

V
V V

k


  


 

Inserting numbers delivers: 

0 3

304 21.00
116.67 3.58 5,221.19

1.1
V 

     

The number (when calculated from exact values, not from rounded 

numbers) equals the value provided by the spreadsheet approach. 
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The marginal cost of capital 

The question about the marginal cost of capital can be stated like this: 

Which return does an investor demand for an extra dollar he invests in 

the company (to finance the acquisition project)? 

Note that the claims on the firm’s assets consist of equity claims and debt 

claims. 

Assume that all claims on the firm’s assets are held by a single investor, 

which means that this investor holds all of the company’s equity and debt 

In this case then, the investor’s return is a weighted average of the return 

on equity (e.g., common stock) and the return on debt (e.g., bonds). 

Non-traded companies might use the comparable companies approach for 

estimating the marginal cost of equity capital 

Estimate the marginal costs of equity capital of traded companies (as 

demonstrated below) of similar size and industry, and then take the mean 

or median of these values 

Note that the cost of equity capital of non-traded companies may 

exceed the cost of equity capital of traded corporations because the 

equity holders of non-traded companies may not have the opportunity 

to diversify by means of holding only a small sliver of the company’s 

equity. 
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For a traded company, we estimate the marginal cost of equity capital using a 

market model, that is by regressing the company’s excess stock return, 

R R f , on the market’s excess return, R RM f : 

R R R Rf M f     ( )  , 

where: R f  : risk-free rate of return 

RM  : market rate of return 

  : beta 

  : error term. 

The stock return of the company in question is logarithmic and computed 

as the first difference in the logarithm of the stock price after re-investing 

dividends and adjusting for stock splits (and reverse stock splits); such an 

adjusted stock price series is called a total return series 

Similarly, the return on the stock market index is the first difference in the 

logarithms of the total return index, which (unlike the published stock price 

index) accounts for dividend reinvestment 

Note that monthly (logarithmic) stock returns are closer to normal (have 

less kurtosis) than weekly or daily stock returns 

As the risk-free rate, it is recommended to use a forward-looking Treasury 

rate (e.g., for the United States, the one-month T-bill rate as observed at 

the end of the previous month) 

Note that the investment horizon of the risk-free rate has to match the 

time intervals over which the returns are calculated (e.g., one month) 

For the market return, one may use a broad stock market index, such as 

the Wilshire 5000 (for the United States) or the DAX 100 (for Germany). 
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Based on an empirically estimated equity beta,  , the firm’s marginal cost 

of equity capital is calculated as follows: 

k R R Re
f M f    ( ) 

It has been argued that betas tend to mean-revert to one, which is why 

some use a beta that is a weighted average of 1 and the empirical 

estimate ̂  

Another problem with the equation above is that M fR R , which is 

called the equity risk premium, is unknown 

There is a great deal of controversy as to what a proper value is for 

the equity risk premium at a given point in time 

Remember that this equity risk premium is an expected return 

difference and, hence, cannot necessarily be measured by past 

realizations 

According to Goetzmann and Ibbotson (2005, Table II), the 

difference in arithmetic returns between the U.S. stock 

market and Treasury bills equals 8.63 percent (12.39 

percent minus 3.76 percent) for the period 1926-2004 

Further, Goetzmann and Ibbotson (2005, Table I) show that 

over the period 1792-1925, the difference between the 

arithmetic return on stocks and the rate of inflation was 7.08 

percentage points (7.93 minus 0.85 percent), which 

suggests that the realized equity risk premium over this 

period of time was (only) 2.19 percentage points (subtract 

[12.39 minus 3.12] percent from [7.93 minus 0.85] percent) 

lower than over the period 1926-2004. 
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Goetzmann and Ibbotson (2005) (and others) make the point 

that, when calculating the realized equity risk premium on past 

data, one has to account for the drop in the dividend yield over 

the 20th century 

This drop in the dividend yield contributed to the stock return 

of the 20th century, but is not likely not to repeat itself. 

Further, there is mean reversion in short-term interest rates, 

which follow the easing and tightening cycles of the Federal 

Reserve 

It is prudent to use a long-term average, such as the 

mentioned 3.76 percent. 
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We are now in a position to calculate the cost of equity capital of Capital 

One (ticker symbol: COF), a credit card issuer 

m/yyyy spy T-bill cof 

2/2007 140.93 5 77.03 

1/2007 143.75 4.75 80.37 

12/2006 141.62 5.22 76.8 

11/2006 140.53 5.18 77.85 

10/2006 137.79 4.6 79.28 

9/2006 133.58 5.12 78.61 

8/2006 130.07 5.02 73.05 

7/2006 127.29 4.54 77.27 

6/2006 126.72 4.75 85.36 

5/2006 126.39 4.6 82.69 

4/2006 130.32 4.65 86.52 

3/2006 128.69 4.47 80.41 

2/2006 126.6 4.37 87.48 

1/2006 125.88 4.01 83.16 

12/2005 122.93 4 86.26 

11/2005 123.17 3.77 82.92 

10/2005 117.98 3.15 76.2 

9/2005 120.84 3.41 79.36 

8/2005 119.88 3.25 82.07 

7/2005 121.01 2.99 82.31 

6/2005 116.55 2.8 79.82 

5/2005 116.38 2.7 75.22 

4/2005 112.74 2.63 70.7 

3/2005 114.89 2.51 74.57 

2/2005 117.04 2.06 76.47 

1/2005 114.64 1.89 78.04 

12/2004 117.27 2.07 83.95 

11/2004 113.84 1.73 78.34 

10/2004 108.99 1.47 73.51 

9/2004 107.6 1.45 73.65 

8/2004 106.53 1.27 67.53 

7/2004 106.27 1.17 69.05 

6/2004 109.81 0.94 68.12 

5/2004 107.82 0.83 69.79 

4/2004 106 0.96 65.25 

3/2004 108.05 0.95 75.11 

2/2004 109.5 0.85 70.42 

1/2004 108.03 0.9 70.75 

12/2003 105.94 0.96 61.01 

11/2003 100.86 0.96 59.44 

10/2003 99.77 0.87 60.49 

9/2003 94.7 0.98 56.75 

8/2003 95.75 0.91 53.13 

7/2003 93.81 0.81 47.64 

6/2003 92.15 1.16 48.9 

5/2003 91.18 1.13 47.9 

4/2003 86.44 1.16 41.61 

3/2003 79.7 1.21 29.82 

2/2003 79.53 1.17 30.78 

1/2003 80.61 1.2 30.83 

12/2002 82.64 1.25 29.51 

11/2002 87.6 1.48 33.56 

10/2002 82.51 1.6 30.23 

9/2002 76.24 1.7 34.64 

8/2002 85.17 1.73 35.39 

7/2002 84.59 1.69 31.41 

6/2002 91.83 1.72 60.5 

5/2002 99.15 1.77 61.87 

4/2002 99.74 1.76 59.32 

3/2002 105.9 1.76 63.24 

2/2002 102.49 1.69 48.8 

1/2002 104.36 1.68 49.66 

12/2001 105.39 1.87 53.4 

11/2001 105.16 2.15 49.52 

10/2001 97.56 2.28 40.87 

9/2001 96.3 3.4 45.54 

8/2001 104.86 3.67 55.01 

7/2001 111.47 NA 63.55 

Source: Federal Reserve Bank of St. Louis (T-bill rate); yahoo.com. 
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In the table above, SPY is an ETF the underlying asset of which is the 

S&P 500 stock market index 

The estimated equation includes an intercept, known as alpha: 

( )f M fR R R R         

In an efficient market, this alpha is zero. 

Here is the WinBUGS (http://www.mrc-bsu.cam.ac.uk/bugs) code: 

Frank Schmid, March 23, 2007 
Market Model 
Run 30,000 iterations, including a 10,000 burn-in 
 
Model 
 
{ 
   
 for (t in 1:T-1)  
  { 
   
  #log excess return 
  market.return[t] <- log(x[t,1]/x[t+1,1]) - bill.return[t] 
  stock.return[t] <- log(x[t,3]/x[t+1,3]) - bill.return[t] 
   
  #log return 
  bill.return[t] <- log(x[t,2]/1200+1) 
   
  #market model 
  z[t] <- alpha+beta*market.return[t] 
  stock.return[t] ~ dnorm(z[t],z.tau) 
  stock.return.hat[t] ~ dnorm(z[t],z.tau) 
  
  } 
   
 #Bayesian p-values 
 p <- step(alpha) 
  
 #Priors 
 z.tau ~ dgamma(1.0E-1,1.0E-1) 
 alpha ~ dnorm(0,alpha.tau) 
 beta ~ dnorm(1,beta.tau) 
 alpha.tau ~ dgamma(1.0E-1,1.0E-1) 
 beta.tau ~ dgamma(1.0E-1,1.0E-1) 
   
} 
 
Data 
 
spy, T-bill, cof 
list(T=68) 
x[,1] x[,2] x[,3] 
140.93 5 77.03 
143.75 4.75 80.37 
… 
… 
… 
104.86 3.67 55.01 
111.47 NA 63.55 
END 
 

There must be at least one carriage return after the END statement 
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The regression results: 

 

The beta of COF equals 1.724  

p is a posterior probability; the right bar indicates the 

probability that alpha is greater than 0; the credibility of this 

hypothesis is less than 50 percent. 
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Before we can calculate the cost of capital for Capital One, we have to 

compute the equity risk premium 

According to Stocks, Bonds, Bills and Inflation, 2006 Yearbook 

(Ibbotson Associates, Chicago), the difference in arithmetic returns 

between the U.S. stock market and Treasury bills equals 8.5 

percent (12.3 percent minus 3.8 percent) over the period 

1926-2006 

Note that, in the aggregate, the corporate sector returns cash on 

net 

The Ibbotson Total Return Index assumes full reinvestment 

of dividends—some argue, that the  reinvestment of 

dividends leads the Total Return Index to overestimate the 

return the stock market was able to deliver in the past 

On the other hand, the Ibbotson Total Return Index does not 

reinvest cash returned to shareholders in stock repurchase 

programs. 

At the same time, we know that the dividend yield dropped from 

5.41 percent in 1926 to 2.01 percent in 2006 

To the dividend payments, we have to add cash being paid out 

by means of share repurchases 

Note that only those repurchased shares that are being 

retired (instead of being handed out to employees and 

executives) count as cash returned to shareholders 
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The following table documents the fraction of share 

repurchases in the total cash returned to shareholders 

 

Source: Weston, J. Fred, and Juan A. Sui (2003) 

“Changing Motives for Share Repurchases,” 

Anderson Graduate School of Management, Finance, 

Working Paper 3-03. 

Taking a conservative stance, let us add half a percentage 

point to the dividend yield, thus accounting for share 

repurchases. 
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After adding half a percentage point to the 2006 dividend yield, 

we arrive at 2.51 percent in 2006, compared to 5.41 percent in 

1926 

Assuming that these two numbers indicate a secular trend 

(instead of just being outliers), we now compute the return 

U.S. stocks from 1926 through 2006 subject to the 

assumption that the dividend yield (inclusive of share 

repurchases) did not increase: 

 2006  2006
 1926

 2006

 dividend 
 

 

TRI yield
dividend yield

adjusted TRI


 , 

where TRI stands for Total Return Index 

The adjusted mean annual return in log space over 80 year 

period equals: 

 2006  1926log( .  ) log( )

80

geometric adj TRI TRI
return 

  

The adjusted arithmetic mean annual return equals: 

2ˆexp( / 2)arithmetic geometricreturn return   , 

where 2̂  is an estimate of the variance of the annual 

logarithmic returns (which equal the first differences in 

the annual logarithmic TRI index values) 

Here are the data necessary for the computations: 

 

Source: Stocks, Bonds, Bills and Inflation, 2006 

Yearbook (Ibbotson Associates, Chicago). 
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After inserting numbers, we find an adjusted TRI of 

1,707,272.26, an adjusted mean return in log space of 8.94 

percent, and an adjusted arithmetic mean return of 11.41 

percent 

We can now write for the cost of equity capital of Capital One 

(the arithmetic mean return on T-bills being as of end-of-year 

2004): 

k R R Re
f M f    ( ) 

0.038 1.724 (0.1141 0.038) 16.9  percent     . 
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Marginal cost of debt, k d  

Note that interest payments on debt are tax deductible for the firm (but not 

for the investor) 

Depending on the company’s structure of claim holders (equity and debt 

claims), management should take the tax shelter of debt financing into 

account when calculating the company’s cost of debt 

First case: strip financing 

Imagine that every shareholder holds the same fraction of equity and 

debt claims, i.e., shareholder i  might hold x percent of the company’s 

equity and debt, shareholder j  might hold y percent of the company’s 

equity and debt, and so on 

In this case then, management should not take the tax shield of 

debt into account 

Interest payments on debt are taxed when these payments 

become income to the investor. 

For an investor who holds the company’s equity and debt in the same 

proportion (or all of it), the returns on equity and debt are taxed at the 

same rate. 

Second case: shareholders and debt holders are of different identity 

Management should take the tax shield of debt into account, because 

it acts on behalf of the shareholders. 

Note that from society’s point of view, the tax shield of debt should not be 

factored into the company’s cost of debt. 
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The marginal cost of capital is a weighted average of the marginal costs of 

debt and equity capital: 

k k ke d


   



equity

equity debt
(1 )

debt

equity debt
  , 

where   is the company’s marginal tax rate 

Again, if the company in question is strip-financed, then the term 1  

should be left out 

The concept of the weighted average cost of capital rests on the 

assumption that financial leverage does not change when the company 

issues claims to finance the project (i.e., acquisition) 

The assumption of unchanged financial leverage implies that the newly 

issued claims are equity and debt claims in proportion to the 

company’s current capital structure, or that the newly issued claims are 

small in proportion to the existing claims 

Clearly, the marginal cost of capital concept is often times 

inappropriate for mergers and acquisitions 

This is because merger and acquisitions projects are typically large 

(non-marginal) projects when compared to the pre-merger size of 

the acquirer. 
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On the other hand, there are people who disagree with the cost of capital 

concepts outlined above 

 

Source: Financial Times, May 14, 2003. 
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Value Added 

7. Real Options 

Reference: 

Brealey, Richard A., and Stewart C. Myers (2003) Principles of Corporate 

Finance, 7th ed. New York: McGraw-Hill, Chapters 21 and 22. 

A (financial) option is a security (a derivative) that is written on the price of an 

underlying asset 

An option is the right (but not the obligation) to buy (in the case of a call) or 

sell (in the case of a put) a set quantity of the underlying asset at a 

predetermined price at a predetermined point in time 

The two parties to an option contract are the option buyer (the holder, or long) 

and the option seller (the writer, or short) 

The rate at which the underlying asset can be purchased or sold is called the 

exercise price or strike price 

There are two major types of option exercise 

American style: the option can be exercised on the day of expiration or 

any business day prior to it 

European style: the option can be exercised on the day of expiration only. 

Prices of options are called premiums 

An option is at the money if the price of the underlying asset equals the 

strike price; otherwise the option is either in the money (e.g., the strike 

price of a call is above the price of underlying asset) or out of the money 

(e.g., the strike price of a call is below the price of underlying asset) 
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Put-call parity (for European-style options) 

Consider the following two investment strategies 

Strategy 1: 

Buy a share in company XYZ at $41.88 

Buy a (European-style) put option on one share of stock of company 

XYZ (the underlying asset) with a strike price of $40 

Strategy 2: 

Buy a (European-style) call option on one share (of same strike price 

and expiration date as the put of strategy 1) 

Invest the PV (present value) of the strike price at the risk-free 

ratechoose the money market rate the maturity of which equals the 

time to expiration of the mentioned options. 

We can show that the wealth of the investor is independent of the strategy the 

investor pursues 

Scenario 1: The stock of company XYZ trades at $48 a share 

Wealth with strategy 1 is $48 (The put expires worthless) 

Wealth with strategy 2 is $48 (The investor exercises the call; the 

maturing risk-free investment finances the strike price) 

Scenario 2: The stock of company XYZ trades at $36 a share 

Wealth with strategy 1 is $40 (The investor exercises the put) 

Wealth with strategy 2 is $40 (The investor does not exercise the call 

and receives $40 from the maturing risk-free investment). 

If the investor ends up with the same amount of wealth with either strategy, 

then the two strategies are of equal value—this leads us to the put-call parity 

for European-style options: 

Value of call + PV of exercise price = value of put + share price 
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Pricing of Options 

We use the binomial method, which assumes that there are only two possible 

future outcomes 

(The binomial method can be generalized to multiple outcomes to 

approximate the Black-Scholes formula and its relatives.) 

Assume there are only two future outcomes for the stock price of XYZ on the 

expiration date, which are known: $48 and $36 

If the share price of XYZ will be $48 at expiration, then the call option will 

be worth $8 ($48-$40) 

If the share price of XYZ will be $36 at expiration, then the call option will 

be worthless. 

The concept of the option delta (also called hedge ratio) allows for a 

straightforward construction of replication portfolios 

Spread of possible share prices (at expiration date): $48 $36 $12   

Spread of possible option prices (at expiration date): $8 $0 $8   

Option delta :  
spread of possible option prices

spread of possible share prices

8

12
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Replicate a call option on XYZ with a combination of XYZ stock and a 

risk-free loan 

Purchase 
8

12
 (option delta) of an XYZ share, which trades at $41.88 

Borrow at the risk-free rate 
8

12
 of the PV of the lower of the two share 

prices (which is the share price for which the call option expires worthless) 

Assuming that the time to expiration is one month, we borrow 

8

12

$36

1
0.0575

12

8

12
$35.8283 $23.89



    , 

where 5.75 percent p.a. is the assumed one-month dollar Libor 

(London inter-bank offered rate)the Libor serves as a benchmark 

risk-free rate at option clearinghouses. 

Wealth with replication strategy at exercise date 

Scenario 1: XYZ trades at $48 

8

12
($48 $36) $8    

(
8

12
   [share price minus payment of principal and interest]) 

Scenario 2: XYZ trades at $36 

8

12
($36 $36) $0    

(
8

12
   [share price minus payment of principal and interest]) 
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We conclude 

We can replicate a call option by combining a share purchase with a 

risk-free loan 

The replication strategy, on the day of option expiration, offers the 

same vector of payouts as the call option. 

Thus we infer for the PV of the call: 

 PV of call option 

= option delta   (current share price minus amount borrowed) 

= 
8

12
($41.88

$36

1
0.0575

12

) $4.0345 
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Risk neutral valuation 

Risk neutral valuation is a convenient way to value real options 

The term “real” refers to “nonfinancial.” 

In order to prove that this method is equivalent to the replication approach 

used above (buy the stock and take out a risk-free loan), we have to show 

that it delivers the same price for the XYZ call option 

The risk-neutral valuation approach assumes that the (marginal) investor is 

risk-neutralwhether the marginal investor is indeed risk-neutral is immaterial 

to this method 

(Remember that it is the marginal investor that prices the asset) 

The risk-neutral investor demands an expected return on holding XYZ 

stock that equals the risk-free rate: 

R p R p Rf
rise decline    (1 )  

where R f  : risk-free rate of return 

R rise  : return on holding XYZ stock if its price rises 

R decline  : return on holding XYZ stock if its price declines 

p  : “pseudo” probability of XYZ stock rising (0 1) p  
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Given our assumption of a binomial outcome (XYZ rises from $41.88 to 

$48 or declines to $36) and given a 5 3/4 percent p.a. risk-free rate (the 

US$ Libor of the maturity in question), we can calculate the pseudo 

probability p : 

R f 
0.0575

12
 

R rise 



$48 $41.88

$41.88
0.1461 

$36 $41.88
-0.1404

$41.88

declineR


   

Solving for p  yields: 

p
R R

R R

f
decline

rise decline





 0.5067 

Note that it is irrelevant whether p  is indeed the (subjective) probability 

that the marginal investor attaches to a rise in XYZ stock 

The pseudo probability p  is simply an instrument that helps us 

solve an option-pricing problem. 
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We can now solve for the expected value of the call at expiration (because 

the investor is risk-neutral, the expected value is all the investor cares 

about): 

value of call      value of call at maturity if stock has risen p  

   (1 ) value of call at maturity if stock has declinedp  

    0.5067 8 0.4933 0 

  4.0538 

Due to being risk-neutral, the investor discounts the future value of the call 

at the risk-free rate 

Consequently, we obtain for the PV of the call: 

4.0538

1
0.0575

12

4.0345



  

Thus we could show that the “risk neutral valuation” method delivers the 

same value for the XYZ call option as the replication approach. 
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Real options 

Real options figure prominently where there is path dependency, that is, 

where today’s actions affect tomorrow’s opportunity set 

Necessary conditions for real options to exist (in the M&A framework) are 

irreversibility and resolution of uncertainty 

If today’s actions cannot be reversed tomorrow free of cost, and if 

there is a possibility that after some uncertainty has resolved the 

profitability of a project may have changed, then there is value to 

waiting. 

The value of waitingan example 

Assume that you are the CEO of a company who deliberates the takeover 

of a company headquartered and operated in a foreign country 

For simplicity, we assume that there are only two dates when a 

takeover will be successful: now (time t ) and one year from now (time 

t 1). 

You know with certainty that, both at times t  and t 1, a takeover bid 

will succeed, and that you will have to commit €180 to acquire the 

target company 

If you made a move today, the following parameters would apply 

(assumptions): 

The cash flow of the combined company for the upcoming fiscal 

year would be €16 higher than the sum of the cash flows of the two 

companies on a stand-alone basis 

The NPV of the takeover would be €20   €200   €180, given the 

current economic outlook. 
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You (the acquirer) operate in a country that has two political parties, called 

Shine! and the Whine! 

Currently, the political situation is in gridlock (one party controls the 

Upper House, the other party controls the Lower House) 

There will be general elections a year from now; the Shiners promise 

to improve business conditions in your country whereas the Whiners 

revealed plans to further deteriorate them 

For simplicity, we assume that, after the general elections, it is certain 

that one party will control both Houses 

The target company operates in a country with stable political 

conditions (the ruling party Bread and Circuses has been unchallenged 

since the ancient Romans invented it) 

Because the target company is headquartered abroad we can 

assume (for simplicity) that its stand-alone value does not change 

from time t  to time t 1, thus leaving the purchase price unchanged 

at €180 

This means that the price of the asset (the target company) 

today equals the strike price of the call option one year from 

now. 
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Now calculate (today, that is, as at time t ) the return as at time t 1 on a 

time t  acquisition 

(We assume that the only difference in cash flow between the two 

acquisition dates t  and time t 1 are the mentioned €16) 

Shiners in control 

The difference in firm value brought about by the merger equals 

€240 (assumption), before subtracting the purchase price 

Return on takeover in first year (if acquired at time t ): 

EUR 240 EUR 16 EUR 180
42.2  percent

EUR 180

 
  

Whiners in control 

The difference in firm value brought about by the merger equals 

€140 (assumption), before subtracting the purchase price 

Return on takeover in first year: 

EUR 140 EUR 16 EUR 180
-13.3  percent

EUR 180

 
  

Now apply the risk-neutral valuation method to calculate the (pseudo) 

probability of the Shiners winning the elections, p p (0 1)  : 

0.4222 (1 ) (-0.1333) fR p p      

Using the one-year Euro Euribor (Euro European inter-bank offering 

rate) as the risk-free rate and assuming a value of 8 percent p.a. yields 

p  0.3840 

Note that p  does not necessarily equal your subjective probability 

of the Shiners winning the elections. 
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Now calculate the PV of the call with a strike price of €180 

With the Shiners in control, the option value (at expiration) equals: 

EUR 240 EUR 180 EUR 60   

(value of asset “takeover at t 1” minus strike price) 

With the Whiners in control, the option value (at expiration) is €0 

The call is worthless because the value of the asset “takeover at 

time t 1,” €140, falls short of the strike price, €180. 

Using the risk-free rate (one-year Euribor; 8 percent assumed) for 

discounting, the value of the call equals 

0.3840 60 0.6160 0

1.08
21.3

  
  

Now apply the decision rule: 

“Wait if value of call exceeds NPV of making the move now; 

otherwise make the move” 

Value of call: €21.3  

PV of making the move now (at time t ): €20 

Optimal strategy: Wait! 

Finally, what if the bidder could reverse at time t 1 a merger that was 

executed at time t ? 

If the bidder could sell off the target at time t 1 at €180 (which is 

the price it paid at time t ), then no option value would exist and, 

hence, the standard NPV rule would suffice for the 

decision-making. 
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Value Added 

8. Stock Market Driven Acquisitions 

Reference: 

Shleifer, Andrei, and Robert W. Vishny (2003) “Stock Market Driven 

Acquisitions,” Journal of Financial Economics 70: 295-311. 

If management is rational and markets are efficient, then mergers happen if (and 

only if) they add value (in expected value terms) (assuming that there are no tax 

or regulatory incentives that drive a wedge between individual decision-making 

and the interest of society at large) 

Alternative explanations for M&A activity have been proposed 

The managerial hubris hypothesis, suggested by Richard Roll, states that 

executives tend to overestimate their managerial skills, thus growing their 

companies beyond the value-maximizing size and complexity 

There is also the hypothesis of private control benefits, which states that 

executives strive to grow their companies, because running corporate 

empires feeds their egos 

In this chapter, we concern ourselves with a theory put forward by Shleifer 

and Vishny (2003) 

In this model, the authors try to explain the merger wave of the 1990s 

(and 1960s), which happened during a period of high stock market 

valuation in which corporations acquired other corporations using their 

own shares as a medium of payment 

During the 1980s, on the other hand, stock market valuation was 

lower, financiers (corporate raiders) played an important role, and 

so did cash as a medium of payment. 
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The following chart exhibits the difference in stock market valuation 

between the 1980s and the 1990s, as indicated by the market-to-book 

ratio of equity (here alternatively labeled price-to-book ratio and 

price-to-book value, PBV) of the companies comprised in the S&P 500 

stock price index 

 

Source: http://pages.stern.nyu.edu/~adamodar/pdfiles/valn2ed/ch19.pdf. 
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The Shleifer and Vishny (2003) model 

The fundamental assumption of the model is that financial markets are 

inefficient and, hence, some companies are valued incorrectly 

When the stock market is driven by euphoric investor sentiment, as was 

the case in during the dot-com boom in the 1990s, then the resulting stock 

market overvaluation may not affect all companies equally 

Note that the greater the overvaluation is, the larger the dispersion of 

over-valuation among companies can expected to be (as higher 

expected values tend to come with higher variances) 

Some industries may be more affected by overvaluation than others, 

thus giving rise to conglomerate mergers (as were observed in the 

1960s) 

Some companies within a given industry may be more overvalued than 

others, thus prompting vertical and horizontal mergers (as were 

observed in the 1980s). 

Managers, on the other hand, are rational, understand stock market 

inefficiencies, and take advantage of them, in part through merger operations 

Mergers are a form of arbitrage by rational managers operating in 

inefficient markets. 
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Basic parameters of the model 

There are two companies, 0 and 1, with capital stocks 0K  and 1K , 

respectively 

For simplicity, it is assumed that the two companies are all-equity financed 

(that is, have no debt) 

The stock market valuations of the two companies per unit of (equity) 

capital equal 0Q  and 1Q , respectively 

Note that the stock market valuation per unit of (equity) capital is 

known as the market-to-book ratio (below denoted “Price to Book”), 

which is displayed below for 3M (Minnesota Mining and Manufacturing 

Co., a conglomerate) 

 

Source: http://www.reuters.com, April 2, 2007. 
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Without loss of generality, it is assumed 1 0Q Q  

If the companies merge, then the short-run valuation (in the stock market) 

of the combined company equals 0 1( )V S K K    

S  is the parameter that embodies the synergy of the merger, as 

perceived by the stock market 

The authors call S  the “lubricant the greases the wheels of the 

M&A process—it might be invented by investment bankers or 

academics and may have little to do with the reality of what drives 

acquisitions” 

The authors refer to S  also as “the story that the market 

consensus holds about the benefit of the merger.” 

The case 0S Q  indicates a situation where the market values the 

combined company as highly per unit of capital (that is, at the same 

market-to-book ratio) as the less valuable company 

Conversely, the case 1S Q  corresponds to the market valuing the 

combined company as highly (per unit of capital) as the more 

valuable company 

Typically, we have 1 0Q S Q  , although euphoria about the 

merger could lead to 1 0S Q Q  . 
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The short-run gain from the merger equals 

0 1 0 0 1 1( )S K K Q K Q K       

Let *S S  be defined as the no-synergy point, that is the S  for which 

0 1 0 0 1 1( ) 0S K K Q K Q K        

In order to get a pure play on the influence of stock market mispricing on 

M&A activity, the authors make the extreme assumption that, in the long 

run, the merger delivers no gains (that is, there is no subadditivity) 

In the long run, the intrinsic value of the assets will manifest itself in the 

stock market: 

0 1 0 1( ) 0q K K q K q K        

The intrinsic value equals q  per unit of capital—think of q  as the 

shadow cost of equity capital. 

The short-run effects of a merger 

We consider the case that the more highly valued company 1 acquires the 

comparatively undervalued company 0 

Let P  be the price the acquirer pays per unit of capital of the 

lower-valuation company 

The price P  reflects the relative bargaining strength of the target 

For 0P Q , there is no takeover premium, meaning that the purchase 

price per unit of capital (P ) equals the pre-combination valuation ( 0Q ) 

in the stock market 

For P S , the purchase price equals the immediate post-merger 

valuation in the stock market 

We assume P S , because there are many potential targets 

around, and target management can be compensated for (bribed 

into) accepting a bid 0Q P S  . 
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We already know the immediate effect of the acquisition on the market 

value on the combined company: 

0 1 0 0 1 1( )S K K Q K Q K       (1) 

The immediate effect on the short-run target value equals 

0 0( )P Q K   (2) 

The immediate effect on the short-run bidder value equals (1)-(2): 

0 1 0 1 1( )S K K P K Q K       

0 1 1( ) ( )S P K S Q K       

As discussed above, for 0S P Q  , the acquirer reaps part (for 

0P Q  all) of the short-run benefit of the takeover 

As assumed above, S P ; hence, for 1S Q , the acquirer has a 

money machine available 

By acquiring other companies, the bidder can get its own capital 

revalued upwards as the market gets euphoric about the 

business combinations. 

But even if the market is not euphoric about the takeover, as long 

as the market believes in synergy ( *)S S , bidder and target can 

gain in the short run 

Note that these short-run effects are independent of the medium of 

payment (own share or cash) (unless the market perceives the 

medium of payment as a signal about the intrinsic values of the two 

companies). 
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The long-run effects of a merger 

By construction of the model, there are no long-term gains from the 

merger, which means that the long-run effect on the combined company is 

zero, independent of the medium of payment 

The long-run effect of a cash acquisition 

The long-run effect on the value of the target is 0 ( )K P q  , and the 

long-run effect on the value of the acquirer is 0 ( )K q P   

Clearly, in the long run (because there is no synergy), the merger is 

a zero-sum game as the target gains what the bidder loses 

Note that it is clearly in the interest of the target to be acquired 

and to fetch the highest price P  feasible, possibly driving up the 

purchase price by expressing resistance to the bid. 

Testing the goodwill on impairment will, in the long run, lead to a 

write-down of 0 ( )K P q  . 
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The long-run effect of a stock-financed acquisition 

The fraction x  of the equity of the combined company that the target 

shareholders end up owning equals 

0

0 1( )

P K
x

S K K




 
 

In the long run, this equity interest is worth 

0 1 0( )
P

x q K K q K
S

      . 

Hence, the long-run gain to the shareholders of the target company 

equals 

0 0 0 1
P P

q K q K q K
S S

 
        

 
 

And, because the merger is a zero-sum game, the long-run gain to 

the bidding shareholders amounts to 

0 1
P

q K
S

 
   

 
 

The bidding shareholders gain (and the target shareholders 

lose) in the transaction if and only if P S (that is, the purchase 

per unit of capital is below the market’s short-run assessment of 

the synergy) 

Note that even if the bidder gains (at the expense of the 

target), the stock return to the bidders’ shareholders may still 

be negative as the overvaluation dissipates and asset prices 

return to their intrinsic values 

Further, even if the bidder gains in the transaction, testing 

the goodwill on impairment will, in the long run, lead to a 

write-down of 0 ( )K P q  . 



 

F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 8 – Page 10 of 14 

The incentive structure in a stock merger 

For Q P S  , the target shareholders gain in the short run ( )Q P , but 

lose in the long run ( )P S  

So, why would the target shareholders agree to such a transaction? 

One answer is that the target management agrees to merge 

because it wants to sell out for reasons of retirement 

(owner-manager) or ownership of illiquid stock options (which may 

vest in response to the merger due to a “control change” clause) 

Subsequently to the merger, the target management exercises 

the stock options and sells the equity stake in the combined 

company, thus realizing the short-term gain. 

Another answer is that the acquirer buys the target management’s 

consent with accelerated vesting of stock options (unless a “control 

change” clause vests them automatically), generous severance 

packages, or highly paid positions in the new combined company. 

The authors point to evidence of large wealth increases of target 

management in takeovers 

The same evidence indicates that those receiving 

extraordinarily personal treatment tend to agree to lower 

takeover premiums. 
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An overvalued company has a strong incentive to engage in stock 

mergers with comparatively under-valued companies, and to “invent” 

synergies where they do not exist 

The management of an overvalued company knows that the stock will 

revert to its intrinsic value in the long run 

The greater the difference between the purchase price ( )P  and the 

perceived synergy of the combined company ( )S , the larger is the 

long-run gain of the bidder per unit of acquired capital 0( )K  in a stock 

merger 

By merging with a comparatively undervalued company ( low )P  

and by “inventing synergy stories” (high )S , the bidder can lessen 

the long-run decline in its stock price. 
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When do we observe cash acquisitions? 

In a cash transaction, the bidder gains if (and only if) the acquisition price 

( )P  falls short of the intrinsic value ( )q  

Thus, we observe cash transactions if (and only if) there are 

companies around that are undervalued (in absolute terms, not just 

relative to the bidder) and, second, there are not enough (overvalued) 

companies around to snap them up in stock transactions 

Note that financiers (corporate raiders) and private equity funds pay 

cash as they do not have stock at their disposal that they can use 

as currency. 

Further, cash acquisitions are more likely to be hostile than stock 

mergers 

Typically, to unleash the value in low-valuation companies, these 

companies have to be restructured (e.g., broken up), which typically 

meets with resistance from the incumbent management. 
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Explaining merger waves 

The 1960s experienced a wave of conglomerate mergers, alongside high 

stock market valuation 

Because there was a great deal of dispersion in overvaluation across 

industries, overvalued companies had an incentive to merge with 

companies in other (less overvalued) industries. 

“All that was required was a good story, S , for the benefit of 

diversification.” 

Further, the targets in those conglomerate mergers of the time were 

often family-run business whose owners wanted to sell out and retire—

this too is consistent with the model presented above. 
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The 1980s were a period of bust-up takeovers, alongside low stock market 

valuation 

As predicted by the model, to a high degree, these takeover were 

cash-financed and hostile 

The authors contend that the merger wave ended due to rising stock 

market valuations, thus reducing the number of targets for 

cash-financed takeovers. 

The 1990s, especially the second half, were a period of stock financed 

mergers, alongside high stock market valuation 

Typically, the mergers happened within a given industry 

The “synergy story” ( )S  was about technology (e.g., the Internet), 

industry consolidation (e.g., the automobile industry), and European 

integration (which triggered many cross-border mergers in Europe). 

Many high-tech acquirers were entrepreneurial companies, with 

management owning substantial equity stakes 

Stock-financed mergers with comparatively less overvalued 

companies were a way of cushioning the inevitable stock price 

decline 

Indeed, the bidders exhibited poor stock price performance in 

the years following the acquisitions; the stock price decline 

would have been even worse without the acquisitions. 
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Value Added 

9. Empirical Evidence for the United States 

Reference: 

Andrade, Gregor, Mark Mitchell, and Erik Stafford (2001) “New Evidence and 

Perspectives on Mergers,” Journal of Economic Perspectives 15(2), 103-120. 

All tables in this chapter are from Andrade, Mitchell, and Stafford (2001) 

Established knowledge 

Event studies have demonstrated that mergers seem to create shareholder 

value, with most of the gains going to the shareholders of the target company 

Note that event studies analyze the stock market response to the event 

within a short time window around the eventsee below for details. 

As to why mergers occur, there are a host of hypotheses 

Efficiency-reasons that often involve economies of scale or other 

“synergies” 

Attempts to create market power, perhaps by forming monopolies or 

oligopolies 

Market discipline, as in the case of the removal of incompetent 

management 

Self-serving attempts by management to “over-expand,” and other agency 

costs, including attempts to take advantage of opportunities for 

diversification by undiversified managers. 
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Many proposed hypotheses for why mergers occur have been found to have 

some explanatory power, but not single hypothesis explains them all 

Some of these reasons for mergers appear to be more relevant in certain 

time periods than others 

For instance, antitrust laws and active enforcement have made 

merging for market power difficult to achieve since the 1940s 

The heyday of diversifying mergers was in the late 1960s, and there is 

evidence that many of those mergers turned out to be failures 

Mergers doe not seem to serve as instruments for market discipline 

until the 1980s, but although it is customary to label the 1980s as the 

era of hostile takeovers, only 14 percent of the deals in that decade 

involve hostility. 
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A recent strand of literature has tried to address the issue of why mergers 

occur, by building up from the two most consistent features of merger activity 

over the past century 

First, mergers occur in waves 

Second, within a merger wave, mergers strongly cluster by industry 

These two features, taken together, suggest that mergers might occur in 

response to unexpected shocks to industry structure 

Andrade, Mitchell, and Staffordhenceforth, “the authors”show that 

merger activity in the 1990s, as in previous decades, strongly clusters 

by industry 

Furthermore, the authors show that deregulation, albeit an important 

force in previous periods as well, becomes a dominant factor in merger 

and acquisition activity after the late 1980s and accounts for nearly half 

of the merger activity in the 1990sthe 1990s were the decade of 

deregulation. 
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Mergers in the 1990swhat’s new? 

The authors document merger activity using the stock database from the 

Center for Research in Security Prices (CRSP) at the University of Chicago 

The database contains pricing information for all companies listed at the 

New York Stock Exchange (NYSE), the American Stock Exchange 

(AMEX), and Nasdaq 

The authors focus on mergers where both the acquirer and the target 

are publicly traded U.S.-based companies. 
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Figure 1 displays two different measures of annual merger activity: the 

fractions of the number of companies and of market capitalization 

 

In Figure 1, The number of companies and the market cap in the 

denominator are beginning-of-the-year values 

The data end in 1998 and, thus, do not fully capture the latest of the three 

displayed merger waves (which subsided when the stock market declined 

sharply in the spring of 2000) 

In order to gauge the significance of a merger wave, integrate across the 

time axis, that is, sum up the area under the line depicted in the chart 

To illustrate the extent of the 1980s merger wave, note that, on a 

value-weighted basis (solid line), nearly 50 percent of all traded 

companies received a takeover offer. 



F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 9 – Page 6 of 22 

Table 1, which provides descriptive statistics, suggests that mergers in the 

1990s differ in many ways from mergers in the 1980s 

Throughout their study, the authors focus on the time period 1973-1998, 

because only since 1973 have Nasdaq companies been fully incorporated 

into CRSPthe study covers a total of 4,300 completed deals 
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The first key distinction is the overwhelming use of stock as a method of 

payment during the latter decade 

About 70 percent of all deals in the 1990s involved stock 

compensation, and 58 percent were entirely stock financedthese 

numbers exceed their 1980s counterparts by about 50 percent. 

Also, note the virtual disappearance of hostility in the takeover marketa 

bid is hostile if the target company rejects it or if the acquirer describes it 

as unsolicited or unfriendly 

Only 4 percent of the transactions in the 1990s involved a hostile bid, 

and hostile bidders acquired less than 3 percent of the targets 

Note that, even in the 1980s, only 14 percent of the bids were 

hostile; yet, hostility is a defining characteristic of the 1980s merger 

wave as it applied to many of the large and spectacular takeovers. 

Consistent with this more “friendly” environment, the average 

transaction in the 1990s involved only one bidder and 1.2 rounds of 

bidding, far less than in the 1980s. 

Nearly half of all mergers are intra-industrythis has been a continuing 

trend in 1990s that began in the 1970s 

Here, intra-industry is defined at the 2-digit SIC (Standard Industrial 

Classification) level. 
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One of the most interesting features of merger waves is that these waves 

tend to be concentrated in certain industries 

Table 2 shows that the identity of industries that make up a merger wave 

varies greatly 

 

If mergers come in waves and if each wave is different in terms of industry 

composition, then a significant portion of merger activity might be due to 

industry-level shocksindustries react to these shocks by restructuring, 

often by means of merging 

Examples of shocks include technological innovation; supply shocks, 

such as oil prices; and deregulation 

Of these examples, deregulation suggests itself for analysis 

because it is well-defined on the time lines and in terms of affected 

parties 

Deregulation creates investment opportunities engendered in 

part by the removal of long-standing barriers to merging and 

consolidating, which may have kept the industry artificially 

dispersed. 
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The authors classify the following industries as having undergone 

substantial deregulation since 1973: 

Airlines (1978) 

Broadcasting (1984; 1996) 

Entertainment (1984) 

Natural gas (1978) 

Trucking (1980) 

Banks and thrifts (1994) 

Utilities (1992) 

Telecommunications (1996) 

The authors define a ten-year period around each of these events three 

years prior to the event to six years past the eventas a “deregulation 

window” 
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Figure 2 displays, for each year, the percentage of total merger activity 

represented by mergers in industries within the deregulation window 

 

Figure 2 shows that, during most of the 1980s, the percentage of 

mergers in deregulated industries hovers around 10 to 15 percent (as 

gauged deal volume); after 1988, however, deregulated industries 

account for nearly half of all annual deal volume, on average 

The main drivers of the mergers and acquisitions activity in the 

1990s are telecom and banking (see Table 2, above). 
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Winners and losers in the merger game 

Mergers cause large-scale reallocation of resources within the economy, both 

within and across industries 

In 1995, the value of mergers and acquisitions equaled 5 percent of GDP 

and was equivalent to 48 percent of nonresidential gross investment 

Consequently, measuring value creation (or destruction) resulting from 

mergers, and determining how this incremental value is distributed among 

merger participants, is of critical import. 

Stock market reaction to merger announcements 

The most statistically reliable evidence on whether mergers create value 

for shareholders comes from traditional short-window event studies, where 

the abnormal stock market return at merger announcement is used as a 

gauge of value creation or destruction 

In a capital market that is efficient with respect to public information, 

stock prices quickly incorporate any expected changes in value 

In such a market, the entire wealth effect of the merger will be 

incorporated into stock prices by the time uncertainty is resolved, 

namely, by completion of the merger. 

Therefore, two commonly used event windows are… 

…the three days immediately surrounding the announcementthat 

is, from one day before (to capture possible insider trading) to one 

day after the announcement 

…a (longer) window that begins several days prior to the 

announcement and ends at the close of the merger. 



F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 9 – Page 12 of 22 

Table 3 displays announcement period abnormal returns for both 

acquirers and targets, as well as the acquirer and target combined 

 

Note that these returns are cumulative abnormal returns (CARs), that 

is daily abnormal returns added up over the respective time window 

The daily abnormal return is the difference between the stock return 

of the respective company and a benchmark return 

The benchmark return is typically the return of a broad stock 

market index (for instance, the S&P 500) or, less frequently, of a 

comparable company (of the same industry and of similar size); 

the authors do not disclose the benchmark. 

The average announcement-period abnormal returns over the 

three-day event window for the target and the acquirer combined are 

fairly similar across the decades, ranging from 1.4 percent to 

2.6 percent, and averaging 1.8 percent overall for 3,688 completed 

mergers 

Further, the combined average abnormal returns over this event 

window are reliably positive, suggesting that mergers do create 

shareholder value on average. 
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When the event window is expanded such that it begins 20 days prior 

to the merger announcement and ends on the merger closing date, the 

combined average announcement period abnormal return is essentially 

identical at 1.9 percent 

However, statistical precision is considerably reduced as the event 

window is lengthened to 142 days, rendering the abnormal return 

difference statistically insignificant. 

Target company shareholders are clearly winners in merger 

transactions 

The average three-day abnormal return for target companies is 

16 percent, which rises to 24 percent over the longer event 

windowboth of these estimates are statistically significant at the 

one-percent level 

Note that this return is remarkably stable across merger waves, 

even though the industry composition varies across merger 

waves. 

The evidence on value creation for acquiring company shareholders is 

not so clear cut 

The average three-day abnormal return for acquirers is a negative 

0.7 percent; for the longer event window, the average acquiring 

company abnormal return is a negative 3.8 percent; neither finding 

is statistically significant at conventional levels 

Thus, it is difficult to claim that acquiring company shareholders 

are losers in merger transactions; surely, they are not big 

winners. 
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In conclusion, the reported change in the wealth of the targets’ and 

acquiring companies’ shareholders is consistent with the results 

presented in earlier studies, indicating that (1) mergers seem to create 

value for shareholders overall and that (2) the announcement-period 

gains go entirely to targets’ shareholders 

The acquirers’ shareholders, on the other hand, appear to come 

close to subsidizing these transactions. 

For a final assessment of the implications of mergers for the wealth of 

the two partiestarget and acquiring company shareholders one 

has to distinguish between cash offers and equity offersto be 

discussed in the following. 
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From the acquiring company’s perspective, stock-financed mergers can 

be viewed as two simultaneous transactions: a merger (of physical assets) 

and a seasoned equity issue 

On average, seasoned equity issues (SEOs) are associated with 

reliably negative abnormal returns of around -2  to -3  percent during 

the first days surrounding the announcement 

Most hypotheses that have been developed to explain this discount 

focus on information asymmetries between management and 

outside investors (Myers and Majluf, 1984) 

The basic idea is that the incumbent shareholders are more 

likely to issue equity when they perceive the stock as 

overvaluedin consequence, investors respond to equity 

issues by bidding down the stock price 

Note that this argument has no currency in countries where 

preemptive rights are mandatory, such as Germany, 

because, in those countries, shareholders issue stock to 

themselves rather than to incoming shareholders. 
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Table 4 (below) displays average announcement period abnormal 

returns for sub-samples split on the basis of whether stock was used to 

finance the merger transaction 

 

Interestingly, the negative announcement period stock market 

reaction for acquiring companies is limited to those that finance the 

merger with stock 

Acquiring companies that use at least some stock to finance 

their acquisition have reliably negative three-day average 

abnormal returns of a negative 1.5 percent, while acquirers that 

abstain from equity financing have (statistically insignificant) 

average abnormal returns of 0.4 percent. 
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Target company shareholders also do better when there is no 

equity financing 

The three-day abnormal return for target companies is 

13 percent for stock-financed mergers, and just over 20 percent 

for mergers financed without stock 

Note that, after controlling for deal size, this difference 

remains (13.3 percent for large stock deals and 17.8 percent 

for large non-stock deals). 

The financing method also has significant impact on the market’s 

inferences about overall value creation from mergers (“combined” 

in Table 4) 

The combined average abnormal return for stock-financed 

mergers is zero, thus suggesting that this subset of mergers 

does not increase overall shareholder value 

On the other hand, the combined three-day abnormal return 

for mergers financed without any stock is reliably positive at 

3.6 percent. 
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Long-term abnormal returns 

In efficient capital markets, where all public information is quickly 

incorporated in securities prices, the announcement-period stock price 

response encompasses the information effect of the merger in its entirety 

However, there are several long-term event studies that measure 

negative abnormal returns over three to five years following merger 

completion, thus casting doubt on the full-information interpretation of 

traditional short-window event study findings 

According to these long-term studies, investors systematically fail to 

assess quickly the full impact of corporate announcements, with the 

implication that inferences based on announcement-period event 

windows are flawed 

In fact, some authors find that the long-term negative drift in the 

stock price of the acquiring company overwhelms the positive 

combined stock price reaction at announcement, thus rendering 

the net wealth effect negative. 
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On the other hand, there are a number of methodological concerns with 

long-term event studies 

The criticism questions every aspect of the long-term event studies, 

ranging from the computation of the point estimates to the assumptions 

required to assess their statistical significance 

One major concern is the joint hypothesis problem (Fama, 1970), 

which states that all tests of abnormal (long-term or short-term) 

abnormal performance are joint tests of stock market efficiency and 

a model of market equilibrium 

The joint-hypothesis problem is not a major concern for 

short-window event studies where three-day expected returns 

are virtually zero regardless of what model of expected returns 

is used 

Announcement period returns of 1 to 3 percent over three 

days are easy to reject as normal returns when the expected 

return is one on the order of 0.05 percent per annum 

However, the model of expected returns becomes 

increasingly important as the holding period is lengthened, 

thus rendering abnormal return estimates over multi-year 

horizons highly unreliable. 

Another major concern with many long-term event studies is that 

the test statistics assume that abnormal returns are independent 

across companies 

However, event samples are unlikely to consist of independent 

observations; this is because mergers happen in waves and 

show industry clustering. 
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The results of a study of long-term abnormal returns that are robust to the 

most common statistical problems, including cross-sectional dependence, 

are depicted in Table 5 

 

The table displays three-year post-merger abnormal returns for 2,068 

acquiring companiesthe abnormal returns are calculated for both 

equal- and value-weight portfolios of acquiring companies 

Note that growth (value) firms are companies with high (low) 

market-to-book ratios of equity, which have, historically, offered 

below (above) average stock returns. 
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Only two results shown in the table are statistically significant, both of 

which are found for equal-weight portfolios, thus suggesting that 

post-merger abnormal stock price performance is limited to the smallest 

acquirers 

The post-merger long-run performance is particularly dismal 

(a negative 9 percent over three years relative to the benchmark) for 

stock-financed transactions 

Note that the companies in the smallest quintile (20 percent), based on 

so-called NYSE breakpoints, account for only 2.8 percent of the value 

of the CRSP value-weight stock market, on average 

Although this represents a large number of companies, it is not 

clear how economically important this portion of the market is for 

assessing overall stock market efficiency. 

In conclusion, given the serious methodological concerns that surround 

the empirical evidence of post-event long-run performance studiesa 

methodology that has been applied extensively to initial public offerings 

(IPO’s)one should hesitate to dismiss the results from 

announcement-period (that is, short-term) analysis as flawed 

Remember that (negative or positive) post-merger abnormal returns 

presume inefficient capital markets, a hypothesis that cannot be tested 

per se. 
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Where do we stand? 

It is fair to conclude that, based on empirical studies on the 

announcement-period stock price reaction to mergers, these transactions 

create value for the stockholders of the combined companies 

Do these gains simply reflect wealth transfers from bondholders, 

employees, or communities? 

Empirical studies indicate that gains to shareholders tend not to 

originate from losses to other stakeholdersthe gains to shareholders 

must thus be real economic gains from the efficient reallocation or 

resources 

Admittedly, little is known to date about the sources of these 

efficiency gains. 

The reason why, on average, all the gains from mergers go to the target 

company shareholders remains somewhat of a mystery 

If the merger, on average, does not add value to the acquirer, why does 

the acquirer undertake this transaction? 

A possible answer might be that there are good and bad motives for 

mergerseconomies of scale or scope, for instance, versus 

empire-building 

If acquirers with agency conflicts overpay systematically, then the 

average zero gain for the shareholders of the acquiring companies 

obscures the value created for the acquiring company’s 

shareholders in the “good” mergers. 
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M&A Activity and Corporate Control 

10. German and EU Takeover Regulation 

Reference: 

Berglöf, Erik, and Mike Burkart (2003) “European Takeover Regulation,” with 

comments and discussion, Economic Policy 18: 171-213. 
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Times, May 31, 2002. 

Bebchuk, Lucian, and Oliver Hart (2002) “A Threat to Dual-class Shares,” 

Financial Times, May 31, 2002. 

Freshfields Bruckhaus Deringer, The Takeover Directive: Implementation in 
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A brief history of the German and European takeover laws 

On July 5, 2001, the European parliament threw out a proposed European 

Takeover Directive after more than 12 years of negotiations 

German members of the European parliament were pivotal in the vote on 

the Takeover Directive 

The German government, along with opposition parties, business 

organizations, and organized labor all welcomed the decision 

German Chancellor Gerhard Schröder expressed satisfaction about 

the demise of the European Takeover Directive, stating “Now 

Germany can do what I’d proposed all along.” 

Critical to the German decision to bring down the proposed European 

Takeover Directive in 2001 was its silence on the issue of golden shares, of 

which Germany makes comparatively little use (the case of Volkswagen 

notwithstanding) 

Golden shares are equity stakes held by government authorities, mostly in 

industries that are of national interest, such as utilities (energy, telecom, 

water) and defense 

Frequently, golden shares date back to the time when the companies 

in questions were privatized 

Although golden shares might not fully insulate companies from 

takeover attempts, they render the government pivotal to the 

outcome 

Not surprisingly, governments tend to favor “domestic solutions” 

over cross-border takeovers, thus creating an uneven playing field 

in cross-border takeover battles. 
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Meanwhile, the European Court of Justice on June 4, 2002, dealt a blow 

to the way the French and Portuguese governments at the time used 

golden shares to retain control over privatized companies, thus forcing 

these governments to rethink their practices 

On the other hand, the court permitted a more restrained 

golden-shares practice employed by the Belgium government. 

Then, in a second decision, the European Court of Justice on May 13, 

2003, ruled that the U.K. and Spain broke EU law by holding golden 

shares in privatized companies 

Unlike the mixed verdict from June 4, 2002, the ruling from May 13, 

2003, makes it clear that golden shares are only permissible where 

they maintain a measure of control over essential public services, and 

where this control is not excessive 

Specifically, the court ruled that even in cases of essential public 

services (such as electricity or telephone), unlimited vetoes on 

share purchases and management decisions are no longer 

permissible. 

For details on the two mentioned and further decisions of the European 

Court of Justice regarding golden shares see 

http://ec.europa.eu/internal_market/capital/framework/court_en.htm. 

Below a list of European public corporations with golden shares 

 

Source: Financial Times, May 14, 2003. 
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After the rejection of the proposed European Directive, the Schröder 

administration quickly drafted a takeover law for Germany 

The Takeover Act, which entered into force on January 1, 2002, replaced 

the Takeover Code, which had been introduced in 1995 in a failed effort of 

self-regulation 

Most significantly, the Takeover Act allows management to take defensive 

actions against unsolicited takeover bids on the condition that these 

actions be in the corporation’s best interest 

The law explicitly states that management may solicit competing bids 

in search of a “white knight” 

Also, the law gives shareholders the power to pre-approve defensive 

measures, which management may take at its own discretion within 18 

months of such a shareholder resolution 

One might suspect that the German government intentionally upped 

the ante in the negotiations over the European Takeover Directive by 

furnishing German corporations with powerful anti-takeover measures. 
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After the collapse of the drafted Takeover Directive in the European 

parliament in July 2001, the European Commission entrusted a group of 

experts with reviving the project of harmonizing takeover rules within the 

European Union 

The Report of the High Level Group of Company Law Experts on Issues 

Related to Takeover Bids, dubbed “Winter Report” after the name of its 

chairman, Jaap Winter, was submitted to the Commission on January 10, 

2002 

On April 21, 2004, the European Parliament passed Council Directive 

2004/25/EC on takeover bids—the implementation in Germany of the 

European Directive is to be discussed below 

Although the German government did not succeed in having golden 

shares prohibited, it did succeed in retaining anti-takeover measures in 

national law by opting out of article 9 of the European Takeover 

Directive. 
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An area of European harmonization related to European cross-border M&A 

activity is the harmonization of corporate law 

On October 8, 2001, after 31 years of negotiation, the European Union 

gave birth to the Societas Europea, or SE 

The legislation, which became effective in October 2004, allows 

companies that operate in more than one state of the European Union 

to establish as a single company under European Union law 

According to Frits Bolkestein, the internal market commissioner at the 

time, the SE will “enable companies to expand and restructure their 

cross-border operations without the costly and time-consuming red 

tape of having to set up a network of subsidiaries” (“The New 

Appendage: SE,” França - International Herald Tribune, October 8, 

2001) 

On October 16, 2006, the German financial conglomerate Allianz 

completed its transformation into an SE, and is to date the most 

prominent example of this corporate type 

Labor unions are concerned about the involvement of labor in 

corporate decision-making in the SE 

Within Europe, Germany is the country with the most extensive 

participation of labor in corporate decisions—labor unions want to 

prevent a watering down of this decision-making power in 

German-based SE’s and, preferably, would like to have the 

German model of Arbeitnehmermitbestimmung expanded to the 

European level 

For details, see 

http://www.union-network.org/unieuropanews.nsf/EuropeanCompany?openpage 
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Implementation of the European Takeover Directive in Germany 

This section draws heavily on Freshfields Bruckhaus Deringer (2006) 

German legislation implementing the European Takeover Directive came into 

force on July 14, 2006 

Note that the Takeover Directive applies only to tender offers that aim at 

control (voluntary tender offer) or are triggered by an investor assuming 

control (mandatory tender offer); the German Takeover Act, on the other 

hand, also applies to tender offers that aim at accumulating equity 

interests that total less than 30 percent of the voting stock 

As a result of the implementation of the Takeover Directive, there were 

four major revisions to the German Takeover Act that are pertinent to 

tender offers that aim at or are triggered by assuming control 

Targets are permitted to opt into the European rules of prohibiting 

anti-takeover actions 

Targets are permitted to opt into the European breakthrough rule 

There are new takeover-related squeeze-out procedures 

There are new takeover-related and sell-out procedures. 
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Germany opted out of article 9 (prohibition of anti-takeover measures) and 

article 11 (breakthrough rule) of the Takeover Directive 

German public corporations may opt into both articles; to this end, they 

must amend their articles of association with a 75 percent majority (of 

the share capital represented at the general shareholder meeting) 

Upon opting in, the corporation has to inform the German 

supervisory authority (BaFin) and the supervisory authority in any 

other country of the European Economic Area (EEA) in which its 

securities are admitted for trading on a regulated market (that is, 

not just over the counter). 

There is a reciprocity rule, which stipulates that, if a German 

corporation that opted into a European provision (articles 9 or 11) is 

targeted by a bidder that is not subject to equivalent provisions (be this 

bidder an EEA member or not), the German target may suspend its 

opt-in into European law 

Such suspension requires shareholder authorization (by simple 

majority at a general shareholder meeting), and such authorization 

is good for 18 months. 



F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 10 – Page 9 of 18 

Anti-takeover measures 

If a potential target does not opt into article 9 of the Takeover Directive, 

then the rules set out in the German Takeover Act apply 

After the decision to launch a bid has been published and until the 

outcome of the bid is made public, the target may not take any 

action aimed at thwarting the bid, except of the following measures: 

Actions that a prudent and conscientious steward of a company 

not subject to a public offer would have taken 

The search for an alternative bid (“white knight”) 

Actions approved by the supervisory board 

Actions subject to shareholders’ consent that the shareholder 

meeting has authorized and have been approved by the 

supervisory board; such authorization is good for no more than 

18 months. 

If a corporation opts into article 9, the following European rules apply 

After the decision to launch a bid has been published and until the 

outcome of the bid is made public, the target may not take any 

action aimed at thwarting the bid, except of the following measures: 

Actions approved by the shareholder meeting after the decision 

to launch an offer has been published 

Actions falling within the normal business operations 

(Geschäftsbetrieb) (Takeover Directive: “normal course of 

business,” Geschäftsverlauf) of the company 

Actions not being part of the normal business operations but 

decided upon and, in part, acted upon before the decision to 

launch an offer has been published 

The search for an alternative bid. 
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The breakthrough rule 

If a potential target opts into article11 of the Takeover Directive, then 

section 33b, paragraph 2, of the German Takeover Act takes effect, 

which stipulates the following provisions: 

During the period during which a takeover bid is open for 

acceptance, restrictions on the transfer of securities provided for in 

the articles of association (or, prior to April 22, 2004, in contractual 

agreements between shareholders and the corporations or among 

shareholders) do not apply 

During the period during which a takeover bid is open for 

acceptance, restrictions on voting rights provided for, prior to April 

22, 2004, in contractual agreements (Stimmbindungsverträge), do 

not apply, and shares with multiple votes will carry only one vote in 

decisions on anti-takeover measures 

If a bidder succeeds in attaining at least 75 percent of the voting 

rights in the target, then restrictions on voting rights provided for in 

contractual agreements prior to April 22, 2004, and extraordinary 

rights concerning the appointment or removal of board members 

(Entsendungsrechte) will not apply, and securities endowed with 

multiple votes will carry only one vote at the first general 

shareholder meeting called by the bidder to amend the articles of 

association or remove or appoint board members 
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Note that the provisions above do not affect preferred stock 

(Vorzugsaktien), which remain non-voting because the lack of voting 

power is compensated for by these shares’ seniority over common 

stock 

Further, note that, in Germany, multiple votes per one share, where 

such provisions existed, phased out effective June 1, 2003 

Similarly, voting restrictions for public corporations phased out effective 

June 1, 2000 

Hence, where the provisions above make a difference in Germany is 

vinkulierte Namensaktien, which can only be transferred upon approval 

of the corporation, and contractual voting restrictions (Stimmbindung) 

arranged for before April 22, 2004 

By default, it is the management board that approves the inscription 

of this type of shares on the commercial register; the articles of 

association might bestow this right on the supervisory board or the 

annual shareholder meeting. 

The exclusion of rights pursuant to the breakthrough must be 

adequately compensated in cash, although the law is mute on the 

details of such compensation. 

Pursuant to these provisions, the party must make a 

non-discriminatory offer (Pflichtangebot) to the remaining 

shareholders; essentially, such a mandatory tender offer is subject 

to the same criteria that apply to a voluntary tender offer. 
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The takeover-related squeeze-out 

The implementation of article 15 of the European Takeover Directive 

introduced a squeeze-out provision into the Takeover Act 

This squeeze-out provision exists alongside a squeeze-out 

provision introduced into the Stock Corporation Act when the 

Takeover Act was passed in 2002 

Where the squeeze-out provision of the Takeover Act applies, it 

supersedes the squeeze-out provision of the Stock Corporation 

Act 

In contrast to the squeeze-out provision in the Stock 

Corporation Act, no shareholder resolution is required. 

The squeeze-out provision of the Takeover Act stipulates that if a 

tender offer provides the bidder with at least 95 percent (the 

Takeover Directive allowing for a threshold as low as 90 percent) of 

the voting stock and voting rights, then this bidder has an option to 

acquire the remaining voting stock (“at a fair price”) 

This option is good for three months, following the end of the 

tender period. 
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Determining a “fair price” in a squeeze-out has proved challenging, as the following article indicates 

Note that the current pricing rule encourages free-riding among small shareholders—there is incentive 

not to tender in hope that everybody else will 

 

Source: Financial Times, April 2, 2007. 
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The takeover-related sell-out 

The implementation of article 16 of the European Takeover Directive 

introduced a sell-out provision into the Takeover Act 

This sell-out provision stipulates that, if a bidder in a tender offer 

has acquired the right to squeeze out the remaining shareholders, 

then these shareholders have the right to accept the tender offer 

within three months after the tender period has ended. 

Which corporations are subject to the German Takeover Act? 

By default, the German Takeover Act applies to targets registered in 

Germany 

For takeover bids (that is bids that aim at control or are engendered by 

gaining control), that are launched at German corporations that trade in 

at least one EEA country on a regulated market, but do not trade in 

Germany, the German Takeover Act applies only in matters of 

corporate law (but not with regards to the execution of the tender offer) 

Conversely, takeover bids that are launched at non-German EEA 

corporations that do not trade (on a regular market) in their home 

countries, but do so in Germany, are (in general) subject to the 

German Takeover Act—special provisions apply in the case of multiple 

listings (that is, listings on regular markets in more than one country) 

For bids not aimed at gaining control (that is, bids that aim at attaining 

in total less than 30 percent of the voting stock), including bids for 

preferred (that is, non-voting) stock, the Takeover Act applies if the 

target is registered in Germany. 
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Additional disclosure, effective for the fiscal year commencing after 

December 2005 

The German Commercial Code (Handelsgesetzbuch, HGB) now calls 

for extensive information in the annual report on existing anti-takeover 

devices 

In addition, the Stock Corporation Act now stipulates that the 

supervisory board issue an opinion to the shareholders on such 

existing measures at the general shareholder meeting. 

Electronic publication, effective January 1, 2007 

The bidder’s decision to launch a bid has now to be made public on the 

Internet 

Also, the offer document has now to be published in the electronic 

version of the official legal journal (Bundesanzeiger). 
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A selective assessment of the European Takeover Directive 

One of the most important features of the European Takeover Directive is the 

Member States’ ability to opt out of the breakthrough rule 

Dual-class stock is an important control device for wealthy families 

In Sweden, the Wallenberg family uses shares with multiple votes to 

establish voting power over corporations in excess of the cash flow 

rights 

In Germany, the Quandt family (BMW) and Porsche and Piëch families 

(Porsche) maintain control over companies by having these 

corporations issue non-voting stock. 

Such voting structures can be efficient (as will be shown in Chapter 13 of 

this course) 

As a result, the breakthrough met fierce opposition from academic 

scholars; see Bebchuk and Hart (2002). 

Another important feature is the Member States’ ability to opt out of article 9, 

which lays out the obligations of the board of the target 

Germany was able to hold on to its comparatively “anti-takeover friendly” 

provisions in the Takeover Act 

The German government views the anti-takeover measures available 

to German corporations as a counterweight to the extensive use of 

golden shares in other European countries. 

Labor’s concerns are given consideration in the Takeover Directive 

Labor’s rights pertain mainly to matters of information and consultation 

Such consideration in the law affords power to labor when it comes to 

matters of political and public support 

More overt power is conferred by voting rights—in Germany, labor 

commands extensive voting power on the supervisory board. 
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The Takeover Directive provides no protection to bond holders 

In a leveraged buyout, the bond holders of the target may experience 

sharp losses as the increase in leverage raises the bankruptcy risk of the 

target 

On April 3, 2007, Bloomberg reports that “[b]ondholders at European 

consumer companies have lost $92 million this year amid speculation 

that buyouts by Kohlberg Kravis Roberts & Co., Blackstone Group LP 

or Apax Partners Worldwide LLP would push up debt, eroding the 

value of existing bonds.” 

In response to the threat of leverage buy-outs, Bloomberg reports, 

“[p]oison puts, change-of-control covenants that guarantee the value of 

bonds in case of a leveraged buyout, were included in at least $8.9 

billion of securities sold by European companies in the past five weeks, 

more than half the total, according to data compiled by Bloomberg.  By 

protecting bondholders, companies save almost 50 basis points in 

annual interest, according to U.S. research by analysts at Bank of 

America Corp.” 

Clearly, poison puts should not be viewed as an anti-takeover device but 

as a guarantee (issued by a potential target) against opportunistic 

behavior on the part of a buy-out firm 

Poison puts are an example of the market delivering a solution to a 

problem that would otherwise necessitate legal action. 
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M&A Activity and Corporate Control 

11. Information, Bidding, and Takeovers 
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Takeover Bids and Auctions 

A takeover bid compares to a bid in an auction, where the auctioned good 

(i.e., control over the firm) goes to the highest bidder 

Frequently, there is only one bidder 

If there is more than one bidder, we talk about a bidding contest. 

The potential sellers have a reservation pricea price under which they 

are not willing to sell. 

Takeover contests typically are common-value auctions 

The valuation of the auctioned firm is common to all biddersthat is, there 

are no private control benefits (such as the pleasure of running the firm) 

In private-value auctions, (some) bidders derive private benefits 

Private benefits, by definition, are values not common to all bidders. 
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Takeover bidding contests are English auctions 

English auctions have an ascending bid structure, which means that the 

auctioned company goes to the bidder at the highest bid submitted 

The highest submitted bid may exceed the next to highest bid by only a 

small marginthat is, the auctioned object might go for an amount that 

is only little above the second highest (maximum) willingness to pay 

(WTP). 

In an original Dutch auction, the auctioneer cries out descending bids, and 

the object goes to the first bidder who calls “mine” 

The auctioned item goes for the highest WTP. 
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In a common value auction, the bidder that overestimates the value of the 

object the most, wins outthis phenomenon is known as the winner’s curse 

The logic of the winner’s curse problem 

A: “Bidder X is the bidder that overestimates the object by the 

highest margin” 

B: “The object goes to bidder X” 

The winner’s curse states : A B  

A B  is equivalent to B A , which says that if bidder X did not 

win out, he was not the one that overestimated the object the most 

A B  does not imply B A , which would mean that the winner 

has indeed overestimated the object. 

To summarize, the bidder that won out in the auction is the one that 

values the auctioned object the highest, although this does not imply that 

this bidder overestimated the value of the object 

Yet, if there is overestimation among the bidders, the bidder that one 

out erred by the widest margin. 
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Estimation errors and the winner’s curse 

Assuming informed investors, we think of estimation errors as noise rather 

than systematic errors 

We will now show that the winner’s curse occurs even when expectations 

are unbiased (that is, when there is no systematic error) 

As an example, assume that a corporation, in an effort to sell a 

subsidiary in a private transaction, entertains an open-outcry 

auctionthis is an auction, where the bids are known to all bidders 

There are two potential buyers submitting bids—each bidders’ 

expectations are unbiased and draws from the same probability 

distribution 

For each of the potential buyers, the target would add $100 to the 

value of the (then) combined company 

Bidder V estimates its WTP at $98, underestimating the value 

added 

Bidder X estimates its WTP at $102, overestimating the value 

added 

Note that, on average, the two bidders are right ($100) because 

their expectations are unbiasedthere is no systematic error. 
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The current owner auctions off the engineering unit in an ascending bid 

English auction with increments of $0.01 

The engineering unit goes to bidder X for $98.01 

Bidder X overestimates but does not overpay. 

The example illustrates that, in an English auction, the object sells 

at little above the next to highest WTP in the market 

The object changes hands at little above $98, which is the 

second highest price a bidder was willing to pay. 

Assume that there are another two bidders: 

Y with a $99 WTP and Z with a $101 WTP 

On average, the bidders are right (the bids average $100) 

The auctioned engineering unit again goes to bidder X, this time for 

$101.01 (still at a price lower than this bidder’s WTP) 

Bidder X overestimates and overpays. 
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Tender Offers and Free-Riding 

Public takeover bids (tender offers) are subject to a free-riding problem when 

the shareholder structure is dispersed 

Means of coercing small shareholders into tendering 

Two-tier offers 

More favorable conditions are offered for the first x percent of the 

shares that are tendered, than are offered for the remaining shares 

The offer is coercive as shareholders rush to be in the first tier. 

In Germany, the Stock Corporation Act demands equal treatment of all 

shareholders; consequently, two-tier tender offers are not allowed. 

Dilution of earnings 

After obtaining control, the acquirer might have the power of reducing 

the target’s earnings via transfer pricing or asset sales to the acquirer 

at favorable prices 

The target’s shareholders anticipate the poor future performance of 

the target, which gives them an incentive to tender. 

In Germany, the dealings between acquirer and target must follow the 

arm’s length principle set forth in the Stock Corporation Act 

The arm’s length principle applies to related companies as long as 

there is no control agreement (Beherrschungsvertrag) or profit 

transfer agreement (Gewinnabführungsvertrag) in place. 

Unternehmensverträge (control and profit transfer agreements) 

put the non-tendering small shareholder at risk of having his 

interest diluted. 
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We now study in a simple model the problem of free-riding in tender offers, 

assuming that the takeover contest is a common-value auction; we will relax 

this assumption in Chapter 12 when we allow the bidder to enjoy private 

control benefits 

The free-riding problem is independent of the number of biddersthat is, 

without loss of generality, we can assume that there is only one bidder 

Assume that there is a company M with one million shareholders, each 

holding one share; the current share price is $1 

A foreign company, V, estimates that integrating company M into its group 

would add $1 million in value (PV of incremental cash flow) 

Company V’s WTP is $1.8 a share 

If V indeed paid $1.8… 

…all the gains from the takeover (that is, all the value added) would 

go to the shareholders of the targeted company 

…the takeover premium (which is the percentage difference 

between the price paid and the price at which the targeted 

company traded before the takeover bid was launched) would 

equal 80 percent 

We assume that the value M would add to V is public knowledge; put 

differently, every shareholder knows that V is willing to pay up to $1.8 a 

share. 
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For every shareholder, the (objective) probability of his decision being 

pivotal to the success of the takeover or to the bidder’s decision to better 

the offer, is only marginally above zero 

For simplicity we assume that every shareholder’s subjective 

probability of being pivotal is indeed zero 

Note that, according to German law, when a bid is bettered, the 

shareholders that have already tendered receive the bettered price, 

retroactively. 

Assume that the offer is conditional: V announces to return the tendered 

shares if the fraction of shares tendered does not reach the minimum that 

V needs to gain full control, which we assume to be the 75 percent 

supermajority 

According to the German Stock Corporation Act, important decision 

can be blocked with 25 percent + 1 vote. 
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Scenario 1A: V does not own shares in M 

There are no sell-out or squeeze-out provisions in place 

Assume V makes a tender offer at $1.8 a share 

Incentive structure of shareholder Sthe representative small 

shareholder: 

If S tenders, he ends up with $1.5 if the takeover succeeds (S 

receives cash for the tendered share), and with $1 if it fails 

If S does not tender, he ends up with $1.8 if the takeover succeeds 

(S holding a share in the now higher-valued company), and with $1 

if it fails 

Consequently, S will not tender, and (because every small 

shareholder will act the same), the takeover will fail 

V understands this incentive structure and, consequently, does not 

make a $1.5 tender offer in the first place. 

If (and only if) V offers at least $1.8, which equals its maximum 

willingness to pay, the takeover will succeed—in this case then, S is 

indifferent between tendering and not tendering 

Yet, at $1.8 V has no incentive to make a tender offer as it cannot 

reap any of the value added. 

S is indifferent between tendering and not tendering, as the payoff 

is the same—the outcome of the tender offer is undetermined. 

Adding a sell-out or squeeze-out provisions will make no difference to 

the outcome in this scenario. 
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Scenario 1B: V does not own shares in M, and V is able to dilute M’s 

earnings upon attaining 75 percent or more of the shares to the point 

where M’s shares trade at $1.3, which is considerably below the intrinsic 

value of $1.8 

There are no sell-out or squeeze-out provisions in place 

Assume V makes a tender offer at $1.8 a share 

Incentive structure of shareholder Sthe representative small 

shareholder: 

If S tenders, he ends up with $1.5 if the takeover succeeds (S 

receives cash for the tendered share), and with $1 if it fails 

If S does not tender, he ends up with $1.3 if the takeover succeeds 

(S holding a share in a company the earnings of which are being 

diluted), and with $1 if it fails 

Consequently, S will tender, and (because every small shareholder 

will act the same), the takeover will succeed 

The tender offer is coercive in the sense that S, should he not 

tender, will be deprived of some of his income rights in the event 

that V gains control. 

Now assume that there is a sell-out provision in place, which allows S 

to tender his shares at the conditions of the tender offer even after the 

offer window has closed and the outcome of the takeover has become 

known 

S is indifferent between tendering and not tendering, as the payoff 

is the same—the outcome of the tender offer is undetermined. 

Adding a squeeze-out provision will make no difference to the outcome 

in this scenario, regardless of there being a sell-out provision in place 

(because V has no incentive to invoke it). 
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Scenario 2: V has (in clandestine ways) accumulated in the open market a 

5 percent toehold in M 

There are no sell-out or squeeze-out provisions in place 

V now has an incentive to offer (marginally more than) $1.8 a share, 

because it will enjoy a capital gain of ($1.8-$1) times 0.5 times 1 million 

[shares] on its toehold 

Incentive structure of shareholder Sthe representative small 

shareholder: 

If S tenders, he ends up with (marginally more than) $1.8 if the 

takeover succeeds (S receives cash for the tendered share), and 

with $1 if it fails 

If S does not tender, he ends up with $1.8 if the takeover succeeds 

(S holding a share in the now higher-valued company), and with $1 

if it fails 

Consequently, S will tender, and (because every small shareholder 

will act the same), the takeover will succeed. 

Now assume that there is a sell-out provision in place, which allows S 

to tender his shares at the conditions of the tender offer even after the 

offer window has closed and the outcome of the takeover has become 

known 

S is indifferent between tendering and not tendering, as the payoff 

is the same—the outcome of the tender offer is now undetermined. 

Adding a squeeze-out provision will make no difference to the outcome 

in this scenario, regardless of there being a sell-out provision in place 

(because V has no incentive to invoke it). 
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The above examples rested on the assumption that the offer is conditional 

The German Takeover Act accommodates conditional tender offers (but 

does not provide for restricted tender offers that would lead up to a 

controlling interest) 

The incentive structure in unconditional (and unrestricted) tender offers is 

more conducive to the takeover succeeding 

Tender offers can succeed at prices below the acquirer’s WTP (which 

gives him an incentive to make a tender offer in the first place) 

For instance, in scenario 1A, in an unconditional tender offer, the 

payoff matrix offers a certain value of $1.5 (as opposed to either 

$1.5 or $1) in the case of tendering, whereas the payoffs in the 

case of not tendering are unchanged. 
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M&A Activity and Corporate Control 

12. Private Control Benefits, Voting Rights, and Takeovers 
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A simple takeover model 

Remember that in an efficiently functioning market for corporate control, 

control over the firm’s assets are allocated to the investor to whom these 

assets are worth the most 

Using a simple takeover model we will analyze the implications of the… 

…one share-one vote principle 

…mandatory tender offers 

For simplicity, we assume that takeovers will not affect the value of the claims 

of the other stakeholders, such as the workers, suppliers, customers, and the 

government 

Put differently, we assume that enforceable contracts insulate these 

parties from opportunistic behavior on part of the shareholders. 

As in Chapter 11, we define full control as ownership of at least 75 percent of 

the voting stock. 
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Under the assumption of full internalization of decision-making, the market for 

corporate control maximizes social welfare if (and only if) it maximizes the 

sum of… 

…the market value of the firm’s stockcommon value MV  

…and the private control benefit, experienced by the party in 

controlprivate value PB . 
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Let there be three types of shareholders 

S, the small shareholder 

There are s  identical S-type shareholders, each of whom owns one 

share 

By definition, the S shareholder has no opportunity to take pleasure in 

exercising control over the firm 

The S shareholder’s objective probability of his decision being pivotal 

to the success of the takeover or to the bidder’s decision to better the 

offer, is only marginally above zero 

For simplicity we assume that the S-type shareholder’s subjective 

probability of being pivotal is indeed zero. 

E, a block holder 

E is an individual who enjoys private benefits from being in control 

(private value) 

Private control benefits typically arise in companies that are run by 

owner-managers (entrepreneurs). 

R, a raider 

The raider draws no benefit from being in control 

The raider’s sole criterion is market value (common value) 

Examples of such investors are private equity funds or billionaire 

financiers (such as Carl Icahn and Kirk Kerkorian). 

For simplicity, we assume that only unrestricted and unconditional tender 

offers are possible 

Note that when a bid is bettered, the shareholders that have already 

tendered receive the better price as well. 
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Dual-class stock 

Nonvoting stock is a means for wealth-constrained founding families to retain 

control as the company grows 

In Germany, due to supermajority provisions, unencumbered control over 

stock corporations may be defined as ownership of (at least) 75 percent of the 

voting stock 

According to the German Stock Corporation Act (Beinert, section 367), 

certain decisions require a majority of 75 percent of the capital 

participating in the vote, such as… 

…changes to the articles of association 

…increase or decrease of the share capital 

…issuance of convertible bonds 

…removal of shareholder representatives from the supervisory board 

…control agreements (Beherrschungsvertrag), profit transfer 

agreements (Gewinnabführungsvertrag), and other corporate 

agreements 

…mergers. 

Note that the Stock Corporation Act allows for installing even higher 

approval thresholds in the articles of association, but companies rarely 

make use of such provisions (Beinert, section 368) 
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The German Stock Corporation Act (Beinert, section 369) provides for a 

lowering of the 75 percent majority to the simple majority of the capital 

participating in the vote on issues such as… 

…removal of shareholder representatives from the supervisory board 

(Stock Corporation Act, section 103) 

…changes to the articles of association, except for changes to the 

corporate purpose (Stock Corporation Act, section 179) 

…share issues with preemptive rights (Stock Corporation Act, 

section 182). 

Note that if there are no shares with multiple, 75 percent of the equity 

capital is identical to 75 percent of the votes 

By law, shares with multiple votes are no longer permitted in Germany, 

effective June 1, 2003. 
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Dual class stock and the market for corporate control 

The model shows that, generally, the one share-one vote principle generates 

the efficient outcome in the market for corporate control—yet, there are 

exceptions 

We look into two cases that illustrate the implications of the 

one share-one vote principle when there are private control benefits 

We choose a firm that does not adhere to the one share-one vote principle by 

having dual-class stockeach class counts the same number of shares 

Class A: commonthat is, votingstock 

50 percent of the income (that is, dividend rights) 

100 percent of the voting rights. 

Class B: preferredthat is, nonvotingstock 

50 percent of the income (that is, dividend rights) 

No voting rights. 

We assume that shareholders of types E, R, or S don’t own nonvoting 

stock (which is held by some other group of dispersed shareholders) 

We assume that, prior to the takeover bid, the market capitalization of A 

shares equals 100, and so does the market capitalization of B shares 

We ignore the empirical fact that nonvoting stock tends to trade at a 

discount because the marginal shareholder values voting rights. 

Finally, we assume that there are no mandatory tender offers, i.e., the 

investor in control does not have to make a tender offer for the remaining 

shares. 
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Case 1: S shareholders own all the A shares; E owns no shares 

PB MV A B 0; 200 ( : 100; : 100) 

Assume that the following would hold if E was in control: 

PB 15E enjoys private control benefits 

A: 90shadow price, because A would not trade anymore; B: 90 

E runs the firm inefficiently, possibly (but not necessarily) because 

E finances private benefits at the expense of the equity holders (of 

which he is a part). 

E makes a tender offer to the S shareholders at 101 

If all S shareholders tender (and E knows that they will), E will loose 11 

on A shares and gain 15 on gaining control 

The S-type shareholder will tender 

If an S shareholder didn’t tender and the takeover succeeded, her 

stock would be worth 90 percent of the original value 

If an S shareholder did not tender and the takeover failed, her stock 

would be worth 100 percent of the original value 

The outcome of the tender offer is inefficient: 

Before the takeover: MV PB   200 0 200 

After the takeover: MV PB    180 15 195 200 
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By comparison, the one share-one vote principle generates the efficient 

outcome 

E would have to offer 201 (as all shares would be A shares and their 

market value would be 200) and, thus, E would not make the bid. 

Note that for PB  22 (or higher), either regime generates the efficient 

outcome 

Even in the one share-one vote regime, E would benefit more on 

gaining control than E would lose on the (shadow price of the) shares. 
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Case 2: E owns all the A shares (as is the case at Porsche AG, where the 

half the stock is voting stock, which is held by a family) 

A shares do not trade 

PB MV 16; 200  (A: 100 [shadow price]; B: 100) 

Assume that the following would hold if a raider R was in control: 

PB  0R has no private benefits from being in control 

A: 110; B: 110 

R runs the firm more efficiently than E, possibly because R does 

not finance private benefits at the expense of the equity holders. 

If R gained control over the firm, society would gain (+20  on the value 

of the stock, -16  on the private benefit of E). 

R first secretly acquires 50 percent of the B shares in the open market 

If R operates through a company (which is typically the case), the 

raider has to notify the target company upon crossing the 25 percent 

equity threshold (50 percent of the B shares are 25 percent of the 

target company’s capital) according to the German Stock Corporation 

Act (section 20) 

This 50 percent equity position in B shares helps R to reap a capital 

gain of 5 upon gaining control 

Note that R has no incentive to bid for the other 50 percent of the B 

shares (either in the open market or in a tender offer), because of 

the free-rider problem associated with the dispersed B 

shareholders (B shareholders will not sell for less than 55). 
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R then makes a private offer to E 

R is able to buy out E if (and only if) the reaps a capital gain that 

exceeds the loss in control benefits: 

 
R in control E in control

R in control E in control  E 

2 2

B B
A A PB

 
     

 

 

Inserting numbers yields: 

110 100
(110-100)   16 

2 2

 
   
 

  

Given these numbers, R will not make an offer (and not acquire the 

50 percent stake in B shares to begin with), because R knows that 

E will not sell out 

R cannot improve the stock price of the company enough to 

compensate E for the loss of private benefits 

The outcome is inefficient. 

Note that if R is able to acquire 100 percent of the B shares secretly in 

the open market, the takeover will succeedR can raise enough 

wealth through the rise in B shares (10) to buy out E. 
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Comparison with the one shareone vote regime 

B shares are now voting stock too, that is, of type A 

The control change will happen if (and only if) 

 R in control E in control  E A A PB   

 220 200  16    

Given these numbers, R will indeed make an offer because R 

knows that E will sell outthe efficient outcome prevails 

Note that this outcome is equivalent to the outcome in the 

dual-class stock regime if there is no mandatory disclosure of the B 

share equity position. 
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The two cases above showed that dual-class stock is not conducive to 

maximizing social welfare—so, why does it exist? 

In the following Case 3 we study a scenario that makes the case for 

dual-class stock as a control device for wealth-constrained founding familes 

Case 3: Same as Case 2, except that there is only voting stock 

E owns 50 percent of the voting stock 

PB MV 16; 200  

Assume that the following would hold if a raider R was in control: 

PB  0R has no private benefits from being in control 

A: 210 

R runs the firm more efficiently than E, possibly because R does 

not finance private benefits at the expense of the equity holders. 

If R gained control over the firm, society would lose (+10  on the value 

of the stock, -16  on the private benefit of E). 

R first accumulate a 25 percent +1 vote stake in the open market 

Now R is in a position to paralyze the company and thus wipe out the 

family’s control benefits 

The new status quo: 0; 200PB MV   

Now R is able to buy out the family: 

 R in control E in control 0A A   

 210 200  0   . 
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How do investors (e.g., E and R) share the surplus in block trades? 

Let us return to Case 2 and, and let us assume that there are only A shares, 

which are all held by E, R owns no shares, and only B shares trade 

PB MV 16; 200  

Assume that the following would hold if a raider R was in control: 

0; 220PB MV   

Nash bargaining solution in a block sale 

In a Nash bargaining solution, the two parties share the surplus equally 

The total surplus equals 

( ) ( )R in control E in control R EA A PB PB    (1) 

R’s surplus equals 

A PBR in control R   , (2) 

where   is the price of the traded block and PBR is equal to zero 

In a Nash bargaining solution, R’s surplus must be half the total 

surplusthe other half goes to E 

Solving the system of equations (1,2), yields the price at which the block 

trades: 

 
  ( ) ( )

2

R in control E in control R EA A PB PB
 

(220 200) (0 16)
218

2

  
  . 
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In the dual-class stock example with R being able to acquire secretly 100 

percent of the B shares before bargaining with E for the A shares, the total 

surplus, summed up over R and E, equals: 

( )R in control E in controlA A  

 ( )R in control E in controlB B  

 ( )R EPB PB  

Note that the surplus, summed up over both parties, is the same as the 

surplus in the one shareone vote regime 

R’s surplus equals 

A B B PBR in control R in control E in control R( )     

The block of A shares trades at the following price: 

 


  
( )

2

R in control E in controlA A
 


( )

2

R in control E in controlB B
 (Note the minus sign!) 


( )

2

R EPB PB
 

110 100 110 100 0 16
118

2 2 2

  
     

Note that the transfer of 100 percent of the votes in a block deal comes at 

a higher price per share (218/200  versus 118/100 ) in the dual-class 

stock regime than in the one shareone vote regime 

Thus we conclude that the dual-class stock regime allows E to extract 

a bigger chunk of R’s surplus on a per-share basis. 
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Mandatory Tender Offers 

Upon gaining control, an investor might have to make a tender offer by rule of 

lawa mandatory tender offer 

There are mandatory tender offers in the United Kingdom, Switzerland, and, 

since January 1, 2002, in Germanythere is comparable mandatory tender 

offer rule in the United States 

The German Takeover Act (http://www.bafin.de/gesetze/wpueg.htm#p35) 

defines control at 30 percent of the votes; control triggers a mandatory 

tender offer 

Similarly, the UK “City Code on Takeovers and Mergers (The Code)” 

mandates a tender offer if an investor holds 30 percent or more of the 

voting stock (http://www.thetakeoverpanel.org.uk/new/codesars/DATA/code.pdf) 

The Swiss “Ordinance of the Federal Banking Commission on Stock 

Exchanges and Securities Trading” mandates a tender offer if an investor 

holds 1/3 or more of the voting rights (article 32, 

http://www.swx.com/download/admission/regulation/federal_acts/sesta_en.pdf) 

The target may raise this threshold in its articles of association to 49 

percent of the voting rights (article 32). 
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Based on the simple takeover model outlined above, we will present a 

rationale for the mandatory tender offer 

Assume that there are only A shares 

For simplicity, assume that there is no “25 percent plus one share” 

blocking minority rulein other words, assume that 50 percent plus 1 

share imply unencumbered control (which is necessary for enjoying 

private control benefits) 

According to current German takeover regulation (WpÜG 

Angebotsverordnung, http://www.bafin.de/verordnungen/wpueg_angebotsvo.htm), the 

price in a public mandatory offer must not be less than the average share 

price of the last three months prior to the offer or any higher price paid by 

the purchaser (or any affiliated company) in the same period 
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Assume that R, a private equity fund, is in control 

R acquired a 50.5 percent block in a debt-equity swap that was part of 

a financial workout 

R holds 101 shares out of 200 

Note that stock acquisitions in financial workouts are exempt from 

the mandatory takeover rule, which is why R is not obliged to 

acquire the remaining 49.5 percent. 

A: 200 ($1 per share); PB0 

First case: There is no mandatory tender offer rule in place 

49.5  percent  of the shares are held by S-type shareholders 

Suppose that E gained control over the firm 

: 180 ($0.9 per share); 15A PB   

It would be an inefficient outcome. 

E and R share the surplus equally in a Nash bargaining solution, 

which implies that R will indeed sell to E at: 

 
   0.505 ( ) ( )

2

R in control E in control R EA A PB PB
 


   


0.505 ( 00 180) (0 15)

2
103.45

2
 

As the value of A shares drops to 180, S shareholders lose 

0.495 (200 180) 9.9    

Society loses a total of 5 in this control change. 
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Second case: There is a mandatory tender offer rule in place 

According to the German pricing rule laid down in WpÜG 

Angebotsverordnung, E has to offer the maximum of $1 per share 

and the price per share he pays when acquiring the block from R 

The prospect of having to make an offer for the remaining 49.5 

percent puts E at risk of having to accept a capital loss greater than 

the value of the control benefit (which equals 16) 

For instance, if he ended up with 80 percent of the shares, then 

he would experience a capital loss of at least 16 (the exact 

capital loss depends on how much E pays in the block trade). 

Thus, the mandatory takeover rule makes this inefficient control 

change less likely. 
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In summary, mandatory tender offers can prevent inefficient takeovers if the 

price is not allowed to fall short of the share price prior to the control change 

Although not discussed in the framework of a takeover model, a case can be 

made that the threshold level for mandatory tender offers should be set at the 

level of the blocking minority (100 percent minus supermajority, plus 1 share), 

which is “25 percent plus one vote” in Germany 

Although a “25 percent plus one vote” position yields substantial control 

power, German takeover law sets the trigger level for a mandatory 

takeover to 30 percent of the votes. 

Mandatory tender offer rules make it difficult to use equity interests as a 

means of protecting relation-specific investments 

One reason for inter-corporate shareholdings is insulation against 

opportunistic behavior in vertical (subcontracting) or horizontal business 

relations. 
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M&A Activity and Corporate Control 

13. Obstacles to M&A Transactions and Takeover Defenses 
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Barriers to mergers and acquisitions 

There are two types of barriers to takeovers 

First, there are impediments that are systematic in that they are common 

to all corporations in Germany of a given type 

Second, there are hurdles that companies may install at their discretion 

Again, note that management may take measures to try to ward off a 

takeover attempt, be it imminent or not, but management has the duty 

to act in the shareholders’ best interest 

The permissive stance of German takeover law toward defensive 

actions notwithstanding, because shareholders, creditors, and labor 

may be regarded as sufficiently protected by existing law, management 

may find itself at risk of being sued for violating its fiduciary when 

employing anti-takeover measures. 
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Capital gains taxation 

In the past, the taxation of capital gains at the full corporate tax rate was a 

major reason for German financial institutions, most importantly large 

insurers (Allianz AG and Munich Re) and large universal banks (Deutsche, 

Dresdner, and Commerzbank), to hold on to their equity stakes rather than 

selling them 

The present value from deferring the realization of capital gains in 

order to avoid taxation often outweighed the potential gain from 

reallocating the financial resources to projects with higher net present 

value before taxes. 

Effective January 1, 2002, divestitures of stakes held in other corporations 

are tax-exempt 

It is noteworthy that, shortly after the legislation was passed and before 

it had come into force, there were isolated cases in which corporations 

sold off equity stakes, deferring through complex legal and financial 

arrangements the recording of the sale on their books past December 

31, 2001. 
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German corporate law grants dissenting shareholders the right to fight in 

court decisions made at shareholder meetings 

The initiation of legal proceedings by minority shareholders against 

amendments of the articles of association, equity issues or repurchases, 

and control or profit transfer agreements may block the inscription of these 

decisions on the commercial register for years 

Before the introduction of a squeeze-out provision in the Stock 

Corporation Act (section 327) effective January 1, 2002, the only way a 

block holder could get rid of small shareholders was to liquidate the 

corporation with a 75 percent majority and subsequently purchase the 

business 

The purchase of the business has to be made at arm’s length and the 

assets have to be written up to the purchase price, which invokes 

capital gains taxation. 

As discussed in Chapter 3, the revised Restructuring Act 

(Umwandlungsgesetz), which became effective on January 1, 1995, limits 

the power of dissenting shareholders in business reorganizations 

considerably (although this legal reform did not yet allow for 

squeeze-outs). 
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For important decisions at shareholder meetings, in addition to the simple 

majority of votes, German corporate law requires a qualified majority of 75 

percent of the voting capital represented at the meeting 

Among the decisions that, by default, require a qualified majority of the 

voting capital are, amendments to the articles of association; removal of 

shareholder representatives from the supervisory board; control 

agreements and profit transfer agreements; and mergers 

Furthermore, a qualified majority of the voting capital is required for the an 

18-month authorization of management to implement anti-takeover 

measures 

Besides, there are decisions for which the company may specify 

qualified-majority rules in the corporate charteran option that is rarely 

exercised 

On the other hand, for some decisions, German corporate law allows 

companies to abandon in their charter the qualified majority in favor of the 

simple majority of the voting capital represented at the shareholder 

meeting 

Simple majorities of the voting capital may be adopted for decisions on 

the removal of shareholder representatives from the supervisory board, 

certain amendments to the corporate charter, and equity offerings with 

preemptive rights. 
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In Germany, members of corporate boards are legally entrenched; this holds 

for both the board of executive directors (management board) and the board 

of non-executive directors (supervisory board) 

The supervisory board oversees the management board, appoints its 

members and, should the situation arise, dismisses them 

The supervisory board consists of labor and shareholder 

representatives 

The workforce elects the labor representatives 

The shareholders elect at least two-thirds of the shareholder 

representatives, whereas the remainder, if the company’s articles of 

association so determine, become members by virtue of owning an 

equity interest. 

The management board runs the day-to-day operations.  The chairman or, 

synonymously, speaker of the management board is the company’s chief 

executive officer.  Neither the supervisory board nor the shareholders 

have authority to give instructions to the management board 
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The composition of the supervisory board, and the balance of power 

between labor and shareholder representatives in particular, depends on 

the applicable codetermination regime 

Among publicly traded corporations, only companies for whom the 

constitutional freedoms of faith and the free press are a business 

purpose are exempt from codetermination 

For instance, the media company Springer AG has no labor 

participation in corporate decisions at the board level. 

A handful of companies in the coal and steel industries are subject to 

the 1951 Montan Codetermination Act, which mandates equal 

representation of shareholders and labor on the supervisory board; a 

so-called neutral member has a tie-breaking vote 

For the remaining stock corporations, the 1976 Codetermination Act 

pertains if they have more than 2,000 employees; otherwise, the Stock 

Corporation Act applies 

The 1976 Codetermination Act calls for equal representation of 

shareholders and labor on the supervisory board 

The chairman, who (due to the voting mechanism in place) ends 

up being a shareholder representative, can cast a tie-breaking 

vote in a repeatedly tied ballot. 

The Stock Corporation Act stipulates that one-third of the 

supervisory board seats be held by labor 

When equal representation applies, be it in the 1951 (Montan 

codetermination) or the 1976 version, there is also a labor 

representative (Arbeitsdirektor) on the management board. 
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For traded corporations, the supervisory board has to meet twice per 

half calendar year 

The supervisory board has far-reaching information rights 

The corporate charter defines the areas in which management 

board decisions are subject to supervisory board approval 

Supervisory board vetoes to management decisions can be 

overturned by a majority of 75 percent of the votes at the 

shareholder meeting 

At any time, the supervisory board can call for an extraordinary 

shareholder meeting if deemed in the company’s interest. 
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The members of the management board are usually appointed for the 

legal maximum of five years, reappointment being permissible 

During their tenure, members of the management board cannot be 

removed from the post, except for cause 

Cause exists, according to the Stock Corporation Act, in cases of 

incompetence or acute negligence, or when shareholders cast a 

vote of no confidence for reasons that are not manifestly arbitrary 

In consequence, German management boards enjoy a fair amount 

of independence, which serves as a significant hurdle for an 

unwelcome bidder that tries to seize control over the corporation. 

The members of the supervisory board usually serve for five years, which 

is the maximum tenure allowed by law 

All labor representatives are elected at the same time 

Staggered terms, which spread attrition evenly over time, are possible 

for the shareholder representatives if provided for in the articles of 

association 

Then again, corporations in Germany rarely opt for staggered terms 

to avoid the ordeal of electing (some) shareholder representatives 

at every annual meeting. 
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To an unwelcome bidder, attaining control over the supervisory board 

might prove a challenging task 

For one thing, shareholders have no power to remove labor 

representatives 

Also, a shareholder representative who is a member by virtue of 

owning an equity interest cannot be removed from the post (except by 

the actual owner of the equity interest should the supervisory board 

member in question be a stand-in) 

Only supervisory board members that have been elected at the annual 

meeting can be voted out of office (by default with a qualified majority 

of 75 percent, unless the corporate charter specifies a different 

majority rule). 
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Proxy voting has long been one of the most hotly debated corporate control 

issues in Germany 

Proxy voting originates from the fact that, in Germany, shares are 

predominantly bearer shares 

Usually, small shareholders leave their shares in the bank that keeps 

their brokerage accounts 

The bank, which knows the identity of its brokerage clients, typically 

solicits permission for voting on their behalf 

Many shareholders grant this permission and go along with the 

pre-announced voting behavior of the bank, rather than 

attending the shareholder meetings in person or giving the bank 

legally binding voting instructions 

Not surprisingly, the large universal banks, which have the most 

extensive branch networks, garner most of the small 

shareholders’ votes. 

It is thus not unusual that, at the annual meeting of a public corporation 

with a dispersed shareholder structure, the large universal banks (taken 

together) control the majority of votes 

In fact, there have been instances when, as a group, the three largest 

universal banks at the time (Deutsche, Dresdner, and Commerzbank) 

cast the majority of votes at their own annual meetingsall due to 

proxy voting. 
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The degree to which proxy voting constitutes a takeover barrier is 

debatable 

Although banks exercise substantial amounts of proxy votes at annual 

meetings, little is known about how much power these votes confer 

and, if they do confer power, how banks use this lever 

On one hand, it can be argued that proxy voting is derived, rather 

than genuine, voting power 

That is to say, small shareholders rarely give banks voting 

instructions because the shareholders recognize that it is in their 

best interest to go along with the banks’ announced voting 

behavior 

The banks anticipate that, if they announced a voting behavior 

that suggested otherwise, the shareholders would issue voting 

instructions 

In this case, then, proxy voting does not contain information that 

is not subsumed in the shareholder structure and, consequently, 

has no measurable impact of its own. 

On the other hand, it could be argued that proxy voting affords 

banks genuine voting power, simply because, to the small 

shareholder, the marginal cost of issuing voting instructions 

exceeds the marginal benefit, which gives rise to free riding 

Again, proxy voting would then simply be the flip side of a 

dispersed shareholder structure, having no effects of its own on 

the corporation. 
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As the case may be, empirically, proxy voting seems immaterial for the 

conduct of the corporation and, as a result, may not constitute much of 

a takeover barrier 

Gary Gorton and Frank Schmid (1998), in a study, find no 

discernable impact of proxy voting on the stock market valuation of 

the corporation 

Tim Jenkinson and Alexander Ljungqvist (2001), in a clinical study, 

find that banks in takeover battles do not always cast proxy votes in 

favor of the status quo 

On one hand, Deutsche Bank drew on proxy votes in fending off 

an unsolicited bid of the Italian tire maker Pirelli SpA for its 

German competitor Continental AG in a bitter takeover battle 

that lasted from the initial Pirelli bid in September 1990 until 

March 1993 

On the other hand, in the 1997 takeover of Hoesch by Krupp, 

Deutsche Bank, in spite of being Hoesch’s Hausbank, cast the 

proxy votes in favor of the merger. 
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The Netherlands have a depository receipt system where corporations 

issue shares into a voting trust 

The trust then issues depository receipts that mirror the economic 

underlying of the shares, but retains the voting rights; the holders of 

the depository receipts can instruct the trust on how to vote 

About 10 percent of the Dutch corporations make use of the system, 

which is fewer than in the past (The Economist, 2007). 
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One of the most effective tools that a company can employ to discourage 

takeover attempts is to issue registered shares that can only be transferred 

upon approval of the corporation 

By default, it is the management board that approves the inscription of this 

type of shares on the commercial register, called vinkulierte 

Namensaktien; the articles of association may bestow this right on the 

supervisory board or the annual shareholder meeting 

Only vinkulierte Namensaktien can legally bestow a statutory right on a 

supervisory seat 

Vinkulierte Namensaktien are common in (and largely confined to) the 

insurance industry 

Most recently, in the summer of 2002, this type of share turned out to be 

pivotal in a wrestle over the control of a 40 percent equity stake in the 

media company Axel Springer AG 

WAZ Gruppe (a secretive German media group) in the summer of 

2002 deliberated the acquisition of a 40 percent stake in Springer AG 

from the insolvent media mogul Leo Kirch 

Friede Springer, the widow of the company’s founder, who (along with 

other members of the Springer family) controls just over 50 percent of 

Springer AG, vowed to veto the inscription of the shares on the 

register, should the transaction come about 

On September 3, 2002, Munich’s civil court ruled that Leo Kirch could 

not transfer his 40 percent stake without the consent of Axel Springer 

AG 

In response to the court decision, WAZ Gruppe withdrew its 

interest. 
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On October 8, 2002, Deutsche Bank acquired Kirch’s stake in Springer 

in an auction held at Frankfurt’s Hilton Hotel 

Leo Kirch had pledged the stake as collateral for a €720 loan from 

the Deutsche Bank; after Kirch defaulted on the loan, the block 

transferred to the bank. 

On October 9, 2002, Friede Springer acquired a 10.4 percent stake in 

Springer from Deutsche Bank, which retained a 29.9 percent interest 

 

Source: Financial Times, October 14, 2002 
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In the past, German corporations could resort to voting restrictions as a 

means of discouraging takeover attempts 

Voting restrictions limit the voting power of block holders to a certain 

percentage of the corporation’s total voting stock 

The Third Act on the Promotion of Financial Markets (Drittes 

Finanzmarktförderungsgesetz), introduced in 1998, prohibits the 

introduction of voting restrictions for public corporations and rules that 

voting restrictions, where they existed, become ineffective as of June 1, 

2000. 

The legislation that outlaws voting restrictions for traded stock 

corporations exempts Volkswagen AG, which has a 20 percent limit on the 

fraction of votes a shareholder can cast 

The control structure of Volkswagen is governed by the Volkswagen 

Act, a law that legalized the privatization of Volkswagen in 1960 and 

was last revised in 1970 

Prior to the 1970 revision of the Volkswagen Act, the voting 

restriction at Volkswagen was set to 2 percent. 
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Golden shares 

National governments are inclined to retain shares (sometimes in 

combination with multiple votes per share or with voting restrictions) in 

what is officially labeled a key industry 

At Volkswagen, the voting restriction preserves the voting power of the 

State of Lower Saxony’s golden shares 

Below a display of Volkswagen’s shareholder structure 

 

Source: http://ir2.volkswagen-ir.de 
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The degree to which the marginal investor (which is the investor 

that prices the asset) values control can be read from the 

remarkable spread between the share prices of Volkswagen’s 

voting and nonvoting shares (the spread comes on top of a higher 

dividend for preferred stock) 

 

Source: http://ir2.volkswagen-ir.de 
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In the wake of the ruling of the European Court of Justice on 

golden shares on June 4, 2002, the Volkswagen governance 

structure has come under scrutiny 

Below an article from The Guardian regarding the current 

sentiment at the European Court of Justice regarding Lower 

Saxony’s golden shares in Volkswagen 

 

 

Source: http://www.guardian.co.uk 
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German corporate law allows corporations to issue half of the stock as 

nonvoting stock 

This provision allows founding families to retain control even as the 

companies grow beyond the point where wealth constraints force the 

families’ interests below the 75 percent level, which is the level of voting 

stock ownership that delivers exclusive control in Germany 

Well-known examples of corporations with a 50 percent fraction of 

nonvoting stock are BMW AG (46.6 percent of the voting stock 

controlled by the Quandt family) and Porsche AG (100 percent of the 

voting stock controlled by the Porsche and Piëch families). 

It can be shown that when there are qualified-majority rules (which imply 

blocking minority rules) dual-class stock may enhance social welfare if the 

founding families enjoy large private control benefits (see Chapter 12 of 

this course) 

Not surprisingly, nonvoting stock is found almost exclusively with 

corporations that are controlled by the founding families 

Another possible departure from single-class stock is shares with multiple 

votes (also known as super-voting shares) 

Note that German corporate law no longer allows corporations to issue 

stock with multiple votes 

Multiple votes, where they existed, phased out on June 1, 2003 

Volkswagen AG is exempt from this legal provision; currently, 

Volkswagen has no stock with multiple votes outstanding. 

Super-voting shares are particularly popular in Sweden, where about 

two-thirds of publicly traded companies have them (The Economist, 2007) 

The Wallenberg family controls its empire with super-voting stock in 

(the publicly traded holding company) Investor, which in turn owns 

super-voting stock in a host of large corporations. 
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Super-voting shares are (surprisingly) common in the United States (The 

Economist, 2007), where 6 percent of all public corporations in the 

Compustat data base (representing 10 percent of the total stock market 

capitalization in Compustat) have them 

Ford, the auto-maker, is controlled by the Ford family, although their 

share amounts to only 3.75 percent of the equity 

A special provision bestows upon the Ford family 40 percent of the 

voting rights, regardless of the size of the equity stake. 

Below a select list of publicly traded U.S. corporations that have 

super-voting stock 

 

Source: The Economist (2007). 



F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 13 – Page 22 of 34 

In a recent working paper, Paul Gompers, Joy Ishii, and Andrew Metrick 

study public U.S. corporations with super-votiing stock 

(http://papers.ssrn.com/sol3/papers.cfm?abstract_id=562511) 

After establishing a loss in firm value due to the existence of 

super-voting stock, the authors conclude: 

A majority owner of a private company can rationally 

choose to sacrifice some firm value in order to maintain 

private benefits of control.  The ability to control editorial 

policy at a newspaper, corporate strategy at a software 

company, or brand identity at a consumer company can 

all bring utility to individual manager-owners.  Such utility 

can outweigh financial losses, particularly if the insiders 

are already very wealthy. 

Finally, the Kommanditgesellschaft auf Aktien (KGaA) or société en 

commandite par actions (in France) may be viewed as an extreme case of 

super-voting shares (The Economist, 2007) 

In a KGaA (of the German and French flavors), the shareholders have 

(next to) no power to determine who should run the company. 
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A further barrier to control changes in Germany is cross-shareholdings 

Plain vanilla cross-shareholding pertains to cases where two companies 

own stock in each other 

If the mutual equity stakes exceed 25 percent, certain restrictions apply 

when it comes to exercising the votes at the annual shareholder 

meeting. 

More sophisticated cross-shareholding might involve complex networks of 

inter-corporate stock ownership 

The most extensive network of cross-ownership in Germany is 

centered on two financial institutions: Allianz AG and Munich Re 

The Allianz network comprises mainly domestic financial 

institutions, but also stretches into the domestic nonfinancial sector 

and the financial sectors of neighboring European countries 

 

Note: Cross-shareholdings of Allianz and Munich Re in each 

other, as expected by Allianz for the time following the 

Allianz-Dresdner takeover, which has since materialized; 

London, April 3, 2001.  Source: http://www.allianz.com. 

More recent information on cross-shareholdings may be found 

in “Wer Gehört zu Wem,” published by Commerzbank 

(www.commerzbank.de/research). 
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Clearly, networks of cross-shareholdings are difficult to crack for outsiders 

and, hence, are highly effective takeover barriers 

Then again, it is difficult to gauge the degree to which 

cross-shareholding is indeed motivated by anti-takeover considerations 

First, cross-shareholding might serve as a means of bonding where 

contracts are incomplete, thus keeping the parties in question 

sufficiently vulnerable to uncooperative behavior 

Second, cross-shareholding might simply serve as a call option on 

a possible future merger 

For instance, Allianz in the past has used some of its stakes to 

forge mergers in the banking and insurance industriesbelow 

the Allianz acquisition of Dresdner Bank 

 

Source: http://www.allianz.com; London, April 3, 2001. 
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Attempts of management to engineer the corporation’s shareholder 

structure are limited by the legal provision that seasoned offerings 

generally be endowed with preemptive rights 

This stipulation holds both for seasoned offerings that have been 

pre-approved by the shareholdersa type of shelf-registration, called 

genehmigtes Kapitaland seasoned offerings that are executed 

immediately 

In consequence, existing shareholders generally cannot be 

excluded from seasoned equity issues. 

Then again, exclusion of preemptive rights, both for immediate and 

pre-approved seasoned offerings, are possible if three legal 

requirements are met 

First, shareholders authorize the share issue and the added-on 

exclusion of preemptive rights with a qualified majority of 75 

percent of the represented voting capital 

Second, management submits to the shareholders in writing the 

reasons for the exclusion of preemptive rights 

Third, the exclusion of the preemptive rights is in the corporation’s 

best interest. 

Then again, is has been argued that, from a legal perspective, only in 

special circumstances would an exclusion of preemptive rights be 

justifiably in the company’s best interest 

In particular, so the argument goes, engineering of the 

corporation’s shareholder structure is likely to violate 

management’s fiduciary duties toward the company. 
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One of the boldest moves in crafting an indulgent shareholder structure 

was undertaken in September 2000 by the management of Commerzbank 

The barely disguised objective of this endeavor was to ward off a 

looming takeover attempt 

At the time, Commerzbank’s largest shareholder was CoBRa 

Beteiligungsgesellschaft, which was led by Hansgeorg Hofmann, a 

corporate raider 

CoBRa had accumulated an equity interest of 17 percent with the 

intent of auctioning off the stake to the highest bidder in a future 

takeover battle for Commerzbanka case of merger arbitrage 

Commerzbank’s strategy was to issue shares, exclusive of 

preemptive rights, to two companies with which it had existing 

cross-shareholding relations: Assicurazioni Generali of Italy and 

Banco Santander Central Hispano (BSCH) of Spain 

The intent of the transactions was to dilute CoBRa’s stake and 

the free float. 



F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 13 – Page 27 of 34 

On September 1, 2000, Commerzbank announced that Generali 

agreed to raise its stake from 5.1 percent to 9.9 percent 

At the same time, Mediobanca, the secretive Italian investment 

bank, agreed to notch up its holdings in Commerzbank to 2 percent 

(Financial Times, October 17, 2000, “Commerzbank builds 

cross-shareholdings”) 

The Generali transaction had a cash component of €600 million; 

another €360 million involved a transfer to Commerzbank of part of 

Generali’s 1.8 percent stake in BSCH (Financial Times, September 

4, 2000, “Generali lifts German stake”) 

The Generali transaction strengthened existing cross-shareholdings 

with both Generali and BSCH 

For one thing, in 1998, Commerzbank had acquired about 1.5 

percent of Generali 

What’s more, Commerzbank’s stake in BSCH rose to 2.3 

percent while, at the same time, BSCH owned about 5 percent 

in Commerzbank. 

The intended share issue to BSCH did not materialize 

The two banks could not agree on the value of CC Bank, a 

German subsidiary of BSCH that Commerzbank was supposed 

to acquire as part of the transaction. 
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According to an official Commerzbank investor relations document, as 

of March 31, 2001, Commerzbank had cross-shareholdings with four 

financial institutions 

 

Source: http://www.commerzbank.com. 
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Related to cross-shareholdings are interlocking directories 

Popular in Germany and France, there exist (informal) networks of 

companies formed by politicians and (frequently bank) executives who 

hold non-executive positions on the boards of other companies 

A (hostile) bidder may find himself up against an entire network of 

friendly related companies. 

Further, in Italy, there are (informal) “pacts” of family shareholders who 

engage in cross-shareholdings and power-sharing arrangements 

The secretive investment bank Mediobanca used to be (and, in part still is) 

at the center of power of sharing arrangements, known as the salotto 

buono (favored salon), the Italian equivalent to Deutschland AG 

As a result, foreigners have had little success in making headway into 

Italy’s corporate sector 

 

Source: Financial Times, March 28, 2007. 
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Another anti-takeover devise are pyramidal shareholder structures (in Italy 

also known as scatole cinesi, or Chinese boxes) 

Pyramids are multiple layers of financial holding shells that are 

sandwiched between an investor and a company the investor wishes to 

control 

The financial holding shells, which are often times obscure and privately 

held, frequently have two or three owners (which are typically banks or 

insurance companies) 

For matters of illustration, suppose an investor owns 25 percent plus 

one vote in a financial holding shell, which in turn holds a similar stake 

in another holding shell, while this shell holds a similar stake in a target 

company 

The investor at the bottom of the pyramid effectively holds a 

blocking minority interest in the company at the top of the pyramid, 

although the investor (indirectly) owns only 1.5625 percent of the 

top layer’s voting stock. 

The apotheosis of an shareholder pyramid is the former 

Mercedes-Automobil-Holding AG, which held a blocking minority in 

Daimler-Benz AG and was controlled by two layers of financial holding 

shells (see next page) 

The pyramid was established as an anti-takeover device in the 

aftermath of the first oil-price shock when OPEC countries started 

taking stakes in large public German corporations; in 1993, 

Mercedes-Automobil-Holding AG was dissolved 
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Source: Frank, Julian, and Colin Mayer (2000) “Ownership and Control of 

German Corporations,” Working paper, version August 15, 2000. 
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A more recent example is the cascade that the Agnelli family use to 

control Fiat: 

 

Source: The Economist (2007). 

For instance, at the 2006 annual shareholder meeting, IFIL exercised 

about twice as big a voting share than its 30.3 percent stake, due to 

many shareholders forgoing their voting rights 

Most interestingly, Dicembre is controlled by John Elkann, a 

grandson and heir of Gianni Agnelli (who ruled the Agnelli group 

until his death in 2003), which renders Mr. Elkann control over Fiat 

with just 3.5 percent of Fiat’s equity. 
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To summarize, German corporations hide behind a host of takeover barriers, 

some of which are in place by virtue of law, whereas others are optional to the 

corporation 

Some of these impediments have been removed during Germany’s 

ongoing effort to modernize financial markets and corporate governance, 

among them shares with multiple votes and voting restrictions 

Most of the mentioned barriers to transfers of cash flow rights on 

corporations have not been established or made available with the intent 

of fending off unsolicited takeover bids 

Rather, these impediments to takeovers are artifacts of a historically 

grown financial system that is inevitably highly path-dependent 

Judging takeover barriers in isolation might lead to erroneous 

conclusions, as the case of dual-class stock in the presence of 

qualified majorities and private control benefits illustrates (see 

Chapter 12 of this course). 
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M&A Activity and Corporate Control 

14. Private Equity 

Reference: 

Fenn, George W., Nellie Liang, and Stephen Prowse (1995) “The Economics of 

the Private Equity Market,” Board of Governors of the Federal Reserve 

System, Staff Studies 168 (December 1995), 

http://www.federalreserve.gov/pubs/staffstudies/1990-99/ss168.pdf; 

subsequently published as “The Private Equity Market: An Overview,” 

Financial Markets, Institutions and Instruments 6 (4): 1–105. 

Prowse, Stephen D. (1998) “The Economics of the Private Equity Market,” 

Federal Reserve Bank of Dallas Economic Review, 1998 (3), 

http://www.dallasfed.org/research/er/1998/er9803c.pdf. 

The Fenn, Liang, and Prowse (1995) Board of Governors staff study is an 

extensive study of an industry for which little data is publicly available 

Prowse (1998) is a summary of this staff study 

[All charts in this chapter are from Prowse (1998), unless stated otherwise.] 
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Private equity financed transactions is a (if not the) defining characteristic of 

current M&A activity 

 

Source: Financial Times, March 28, 2007. 
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Main characteristics of private equity 

The private equity market consists of professionally managed equity 

investments in the unregistered securities of private and public companies 

Professional management is provided by specialized intermediaries called 

limited partnerships 

These limited partnerships raise money from institutional investors and 

invest in both publicly and privately held corporations. 

Private equity managers acquire large ownership stakes and take an active 

role in monitoring and advising companies in which they invest 

These equity managers often exercise as much or more control than 

company insiders. 

The origins of private equity 

The private equity market originates in changes in regulation and the 

organizational innovation of the limited partnership as a vehicle for private 

equity investments 

Regulatory changes in the United States in the late 1970s increased the 

private equity investments permitted by pension funds 

From 1980 to 1995, the amount of capital under management in the 

organized private equity market increased to over $175 billion from 

roughly $4.7 billion 

Further, during this period of time, limited partnerships went from 

managing less than 50 percent of the private equity market to more 

than 80 percent. 

The limited partnership as an investment vehicle is a response to the stark 

information asymmetries (between firm insiders and outsiders) and 

incentive problems (between management and equity holders) in the 

private equity market. 
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The structure of the organize private equity market 

 



F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 14 – Page 5 of 18 

Investors 

The most important private equity investors in the United States are 

corporate and public pension funds 

 

Most institutional investors invest for strictly financial reasons 

By means of private equity, investors can access investment projects 

not available for the public market (that is, the stock market), which 

provides diversification benefits and superior returns. 

For some investors, private equity may open up strategic opportunities 

and opportunities for economies of scope 

For some non-financial companies, early-stage development ventures 

may enhance their market strategies 

Investment banks and commercial banks may find an opportunity to 

sell investment banking services or extend loans, respectively. 
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Intermediaries 

The most important intermediary by far, is the limited partnership 

Under the partnership agreement, institutional investors are the limited 

partners, and a team of professional private equity managers serves 

as the general partners. 

Frequently, the general partners are associated with a partnership 

management company (such as Kohlberg Kravis Roberts & Co., 

http://www.krr.com) 

Some partnership management companies are affiliated with 

large financial institutions (such as bank holdings companies, 

investment banks, or insurance companies). 

SBIC’s (Small Business Investment Companies) play only a minor role 

in the private equity market today 

SBIC’s were established in 1958 in the United States to encourage 

investment in private equity 

These companies can leverage their investments with loans 

guaranteed by the Small Business Administration (a 

government agency; http://www.sba.gov). 
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Issuers 

 

Private equity is one of the most expensive forms of finance in terms of 

transaction costs 

Corporations that issue private equity do so because they have 

difficulty raising funds in the debt markets (banks loans or bond 

market) or the public equity market (that is, the stock market) 

Then, of course, there is private equity that is being issued in a control 

change (M&A transaction) 

Here, the issuance of private equity is the way the control change is 

brought about. 
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Since 1980, nonventure private equity investment (which comprises 

investments in established public and private corporations) has outpaced 

venture investment 

 

Established middle-market companies issue private equity to finance 

expansion (through new capital expenditures and acquisitions) and to 

bring about changes in capital structure and control 

Control changes figures prominently where companies are in 

financial distress or where private business owners reach 

retirement age (Nachfolgeproblem). 

Public companies (that is, companies that are listed on the stock 

exchange) also issue private equity (often in combination with debt) to 

finance management and leveraged buyouts 

In the mid- and late 1980s, such transactions absorbed most of the 

newly issued nonventure private equity capital. 
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The role of advisors and agents 

Aside from the investors, intermediaries, and issuers themselves, there 

are also so-called information producers—these units exist because they 

reduce the costs associated with the information problem in the private 

equity market 

There are agents facilitating private companies’ searches for equity 

and limited partnerships’ searches for institutional investors 

Such agents also advise on the structure, timing, and pricing of 

private equity issues, and assist in negotiations. 

There are advisors facilitating institutional investors’ evaluations of 

limited partnerships. 

Returns in the private equity market 

 

Returns to private equity (shown above net of management fees and other 

partnership expenses) generally have been above those experienced in 

the public equity market 

Note that the returns to private equity shown above may be biased 

downward because, many times, investments are recorded at cost until 

they are liquidated (at values much higher than cost). 
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The role of the limited partnership 

The structure of private equity partnerships 

Senior managers of a partnership management company serve as the 

general partners, and institutional investors are the limited partners 

Most partnerships management companies have six to twelve 

senior managers, but many new companies start out with two or 

three senior managers 

The general partners are responsible for managing the 

partnership’s investment and contribute a small fraction of the 

partnership’s capital (typically 1 percent, which is the legal 

minimum for the general partner) 

The limited partners provide the bulk of the funds 

The number of limited partners varies greatly—most private 

equity funds have ten to thirty, but some have as few as one or 

more than fifty 

The minimum commitment is typically $1 million, but funds 

that cater to wealthy individuals may have lower limits, 

whereas larger partnerships may have $10 million to $20 

million minimum commitments. 
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Each partnership has a contractually fixed lifetime (typically, ten years) 

with provisions to extend the partnership (typically in one- or two-year 

increments, up to a maximum of four years) 

During the first three to five years, the partnership’s capital is being 

invested 

A partnership typically invests in ten to fifty portfolio companies 

in total (by adding two to fifteen companies a year during the 

investment phase). 

Thereafter, the investments are managed and gradually liquidated 

As the investments are liquidated, distributions are made to the 

limited partners in the form of cash or securities. 

The partnership managers typically establish a new partnership fund at 

about the time the investment phase for an existing partnership has 

been completed 

Thus, the managers are establishing new funds every three to five 

years, and may be managing several funds, each in a different 

phase of its life 

Each partnership is legally separate and managed independently of 

the others. 
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From an academic perspective, the most interesting questions 

surrounding the role of the limited partnership in private equity are the 

following 

Why is the limited partnership able to solve the information and 

incentive problems of financing more successfully than banks, the 

(public) debt market, and the public equity market (that is the stock 

market)? 

How does the limited partnership go about the governance problems 

that its role as an intermediary creates? 

The nature of the information and incentive problems 

The firm prefers the least expensive form of financing (least expensive 

in terms of transaction costs), which is retained earnings, followed by 

debt, then public equity, and finally private equity 

When a company turns to private equity, this means that the firm 

failed to raise funds in less expensive ways 

This sorting (or selection) process is known as adverse 

selection, for only those companies with the most severe 

problems of asymmetric information and opportunistic behavior 

end up in the private equity market. 
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The problem of asymmetric information arises because firm 

insiders (management, owner-managers of Mittelstand companies) 

know more about the prospects of the business than outsiders do 

Debt holders are vulnerable to the company’s understating the 

risk of the business and its pursuing of projects riskier than 

originally stated—the latter problem falls into the category of 

opportunistic behavior and is known as asset substitution 

Debt holders share in the downside risk, but not in the 

upside risk—hence, the riskier the firm, the less likely the 

debt holders will receive the promised payments (all else 

being equal). 

Shareholders are also vulnerable to opportunistic behavior, as 

management may divert funds into personal accounts or 

investments (known as tunneling), or into perks and 

(negative-NPV) pet projects 

Every dollar management squanders comes straight out of 

the shareholders’ pockets. 

Further, the greater the (positive) difference is between value of 

the equity as perceived by the outsiders and the value of the 

equity perceived by the better informed insiders, the greater is 

the incentive of the insiders to issue equity 

The problem arises where (at least some of the) current 

equity holders are firm insiders, as is the case with 

owner-managers. 
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Private equity solves the problem of adverse selection with intensive 

pre-investment due diligence, and solves the problem of post-investment 

opportunistic behavior by means of intensive monitoring 

These two activities—pre-investment due diligence and 

post-investment monitoring—are not performed efficiently by large 

numbers of investors 

There may be too much of these two activities because investors 

duplicate each other’s work 

There may be too little of these two activities as investors attempt 

to free ride on each others’ efforts. 

Pre-investment due diligence 

The partnerships accept only a very small fraction (about 1 percent) of 

the investment proposals it receives 

There is a rigorous, multi-stage selection process 

A great deal of the information that the decision process requires 

has to be created de novo. 
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Post-investment monitoring 

Performance incentives 

Private equity managers usually insist that the portfolio companies’ 

senior management owns a significant share of the portfolio 

company’s stock, especially in venture financing 

A common provision in both venture and nonventure financing is an 

equity earn-out, which allows management to increase its 

ownership share (at the expensive of the other shareholders) upon 

meeting certain performance objectives 

Management employment contracts may include provisions under 

which management can be replaced and its equity interest 

repurchased in the event of poor management performance 

Private equity may use debt as a control device 

Debt disciplines management as it forces the firm to pay out 

cash. 
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Direct control 

In many cases, private equity partnerships dominate the boards of 

their portfolio companies and, thus, are actively involved in the 

company’s management 

Note that supervisory board seats in the German two-tier board 

system confer less power than board seats in the United States. 

For early-stage ventures, leveraged buyouts, and financially 

distressed companies, the investment of the private equity 

partnership is often large enough to confer majority ownership 

In other cases, private equity may take on the form of 

convertible preferred stock that votes “as converted” 

Preferred stock is senior to common stock when it comes to 

dividend payments and liquidation, which limits the 

investment risk of the private equity partnership. 

Private equity partnerships can also exercise control as a 

gatekeeper to additional funds, which is particularly important for 

new ventures 

Venture capital is typically provided to portfolio companies in 

several rounds, at fairly well-defined development stages 

The amount provided in each round is just enough to 

advance to the next stage of development. 

Finally, private equity may insist on covenants that provide the 

partnership with far-reaching rights of information and inspection of 

the books and the production facilities 

Further, covenants may be used to restrict the management’s 

actions with regard to project choice and financing decisions. 
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Aligning incentives between general and limited partners 

Performance incentives 

The general partners have reputation at stake—their ability to raise 

funds for new partnership rests on their track record 

Most of the pay of the general partners originates from their equity 

interest in the partnership, which provided a strong link between 

their pay and the performance of the portfolio companies. 

Direct control 

There are partnership agreements, which give the limited partners 

only limited control over the partnership’s activities 

There are advisory boards, which consist of limited partners. 

The following chart summarizes the control mechanisms pertinent to the 

private equity limited partnership 
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Blackstone goes public 

In March 2007, Blackstone, one of the largest private equity groups, 

announced to go public 

The deal is structured similar to a German Kommanditgesellschaft auf 

Aktien (KGaA)—the shareholders are deprived of much of the control 

rights that ordinary stock corporations confer 

There is discussion whether such a corporate structure will succeed 

given that the shareholders are essentially at the mercy of 

management 

 

Source: Financial Times, March 23, 2007. 
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M&A Activity and Corporate Control 

15. Empirical Evidence for the United States 

Reference: 

Holmstrom, Bengt, and Steven A. Kaplan (2001) “Corporate Governance and 

Merger Activity in the United States: Making Sense of the 1980s and 1990s,” 

Journal of Economic Perspectives 15(2): 121-144. 

All charts in this chapter are from Holmstrom and Kaplan (2001) 

Corporate governance, merger, and corporate restructuring 

Holmstrom and Kaplanhenceforth, “the authors”hypothesize that, before 

1980, corporate governance was a comparatively weak force 

Then, the 1980s experienced a large wave of merger, takeover, and 

restructuring activity characterized by hostile intent and the use of leverage 

From 1984 to 1990, more than $500 billion of equity was retired on net, as 

corporations repurchased their own shares, borrowed to finance 

takeovers, and were taken private in leveraged buyouts 

Corporate leverage increased substantiallyin corporate buyouts, the 

fraction of debt in total capital typically exceeded 80 percent. 

The 1980s also saw the emergence of corporate raiders (of the likes of 

Carl Icahn and T. Boone Pickens) 

Nearly half of all major corporations received a takeover offer 

In addition, many companies that avoided being taken over 

restructured in response to hostile pressure in an attempt to turn 

themselves into less attractive targets. 



F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 15 – Page 2 of 20 

In the 1990s, the pattern of corporate governance activity changed 

After a brief drop in merger activity around (the recession of) 1990, 

takeover activity rebounded to the level of the 1980s 

Hostility and the use of leverage, however, declined substantially 

At the same time, other corporate governance mechanisms began 

playing a larger role, particularly executive stock options and, 

according to the authors, the greater involvement of boards of directors 

and shareholders. 

In their assessment of the M&A activity in the 1980s and 1990s, the authors 

conclude 

The real drivers behind the increased dominance of capital markets and 

the attendant rise of shareholder value can be traced back to deregulation, 

nationally and internationally, and the arrival of new information and 

communication technologies, all of which began before 1980 

For many companies, these changes created a wedge between actual 

and potential performance 

Managers were slow to respond, partly because of misaligned 

incentives and partly because the managers did not recognize 

these changesat the same time, capital markets grew more 

powerful due to increased institutional investment 

The potential for improved corporate governance paired with 

empowered investors gave birth to takeovers, junk bonds, and 

leveraged buyouts 

The capital markets reversed ill-advised diversification, helped 

eliminate excess capacity, or disciplined managers who had 

neglected shareholders to the benefit of other stakeholders. 
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Managers initially fought takeovers with legal maneuvers and by enlisting 

political and popular supportas a result, hostile takeovers became more 

costly in the 1990s 

By that time though, managers, boards, and institutional shareholders 

had realized how much value leveraged buyouts and other 

market-driven restructuring can add 

Via executive stock options, managers could share in the market 

returns from restructuring companies, thus making shareholder 

value an ally to management rather than an enemy 

There was less need for leverage, because deals could be paid for 

with stock, and there was less worry that managers would abuse 

this privilege (of using stock to finance acquisitions). 
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Corporate governance in the 1980s: The rise of leveraged takeovers 

The managerial climate in the early 1980s 

The corporate governance structures in place before the 1980s gave the 

managers of the large public corporations little reason to focus on 

shareholder concerns 

Management was loyal to the corporation, instead of being loyal to the 

shareholders 

The external governance mechanisms that were formally available to 

shareholders were little used 

External threats from raiders and takeovers were relatively few 

Proxy fightscontests in which investors try to win over other 

shareholders in an attempt to vote incumbent management out of 

officewere rare and did not have much chance to succeed 

Boards tended to be cozy with management, thus rendering board 

oversight a weak force 

Internal incentives from management ownership of stock and stock 

options were modest in that only 20 percent of the CEO 

compensation was tied to stock market performance. 
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The takeover boom of the 1980s 

Takeover activity began to accelerate in the early 1980s and boomed 

through much of the decade, as illustrated in Figures 1 and 2 
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As mentioned, takeovers in the 1980s were characterized by intense use 

of leverage 

Companies purchased other companies in leveraged takeovers, that 

is, they financed the takeovers by means of borrowing instead of 

issuing stock or using cash on hand 

Other companies restructured themselves and borrowed to purchase 

their own shares 

Finally, some companies were taken private in leveraged buyouts 

(LBO’s) 

In an LBO, a group of investors, often allied with incumbent 

management, borrows money to repurchase all of the company’s 

publicly traded shares and takes the company private 

Kohlberg, Kravis and Roberts (KKR) was one of the earliest and 

most prominent LBO investors. 

Leveraged buyouts left their mark on the stock markets as net equity 

issuance turned negative 
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Figure 4 show the volume of “going private” transactions, most of 

which were leveraged buyouts 
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Figure 5 reports the rate of issuance of non-investment grade 

(speculative-grade) bonds, also known as “junk bonds” 

 

The use of junk bonds increased substantially throughout the 

1980s, alongside leveraged buyouts 

In the mid- to late 1980s, more than 50 percent of the issues of 

non-investment grade bonds were related to takeovers or 

mergers 

Michael Milken of Drexel Burnham Lambert, an investment 

boutique, pioneered this novel use of noninvestment grade 

debt 

Drexel Burnham Lambert underwrote or sold a large fraction 

of the junk bond issues in the 1980s. 

The use of junk bonds declined in the early 1990s with the credit 

crunch that accompanied the 1990/91 recession 

Although junk bonds made a comeback in the late 1990s, the 

fraction used for takeovers dropped to below 30 percent. 
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The high degree of hostility during the 1980salmost half of all major U.S. 

corporation received hostile takeover bidsas compared to the 1990s, is 

displayed in Figure 6 

As Figure 6 shows, in the 1980s, between 20 percent and 40 percent 

of tender offers were contested by incumbent managementin the 

1990s, 15 percent or fewer were contested 
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Do LBOs and leveraged takeovers provide productivity gains? 

Today, it is widely agreed that the takeovers of the 1980s had a beneficial 

effect on the corporate sector and that efficiency gains rather than 

redistribution from (other) stakeholders to shareholders explain why they 

took place 

Leveraged buyouts were accompanied with three large changes in 

corporate governance 

First, LBOs changed the incentives of managers by providing them 

with sustained equity stakes in the buyout company 

Because of high leverage, any amount of stock given to 

management amounted to a relatively high share in the company’s 

equity 

The prospect of owning a high equity stake gave management 

an incentive to undertake the buyout and, after the buyout, to 

run the company efficiently 

CEOs of the leveraged buyouts increased their ownership 

stakes to 6.4 percent post-LBO, up from 1.4 percent pre-LBO. 
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Second, the high amount of debt incurred in the leveraged buyout 

transaction imposed strong financial discipline on company 

management 

Failure to generate sufficient return on capital meant default on the 

borrowed funds 

This situation contrasts sharply with the perceived cost of capital 

in companies with low leverage 

Because dividends are discretionary, and often determined 

by management, the price of equity is much less tangible 

than the price of debt. 

Third, leveraged buyout sponsors or investors closely monitored and 

governed the companies they purchased 

The boards of the LBO companies were small and dominated by 

investors with substantial equity stakes. 
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The empirical evidence supports the view that the wave of leveraged 

buyouts helped enhance efficiency 

In the first half of the 1980s, buyout companies experienced improved 

operating profits (both absolutely and relative to their respective 

industry) and few defaults 

However, the leveraged buyout experience was different in the 

latter half of the 1980sroughly one-third of the leveraged buyouts 

completed after 1985 subsequently defaulted on their debt, some 

spectacularly 

The authors claim, though, that even for the late 1980s, the 

evidence is supportive of the efficiency hypothesis although 

operating efficiency improved, some companies simply did not 

generate enough cash flow to pay off the massive debt 

As in many “bubbles,” the last cohort is the one that does 

worst; otherwise, it would not be the last cohort. 
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What is the source of the inefficiencies that gave rise to the 1980s takeover 

wave, and why did corporate governance capitalize on them in the 1980s and 

not earlier? 

Michael Jensen holds that the 1980s takeovers were ultimately caused by 

a failure in the internal governance mechanism of U.S. corporations in the 

face of excess capacity 

Boards, which were supposed to be the guardians of shareholder 

rights, mostly sided with management and were ineffective in carrying 

out their duties 

Rather than exiting industries with overcapacity, (conglomerate) 

corporations kept going by means of cross-subsidizing ventures 

with negative NPV of continuation 

Instead of returning free cash flow to the shareholders, corporations 

spent it on negative-NPV projects, exacerbating existing 

overcapacity. 

In the early and mid-1980s, the capital markets finally found the 

instrument to reduce excess capacity 

Leveraged acquisitions, leveraged buyouts, hostile takeovers, and 

stock buybacks were instrumental in eliminating free cash flow 

High interest payments through elevated leverage siphoned 

away free cash flow and prodded managers to generate cash 

Leveraged buyouts made cross-subsidization impossible. 
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Unlike Michael Jensen, Andrei Shleifer sees the primary driver of the 

1980s takeover wave in disappointment with conglomerates (created in 

the 1960s merger wave), rather than in excess capacity, as such excess 

capacity was confined to a few industries (mainly tires and oil exploration) 

According to Andrei Shleifer, the 1980s takeover wave was a period in 

which the corporate sector returned to specialization, thus undoing 

earlier “congolomeration” 

Empirical evidence suggests that value creation by means of 

breaking up conglomerates indeed contributed to the 1980s 

takeover wave, just as the aforementioned elimination of excess 

capacity did. 
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A third view, advocated by Gordon Donaldson, is that, in the 1980s, the 

balance of power shifted from corporate stakeholders to shareholders due 

to a rise in institutional shareholdersthe 1980s were the “decade of 

confrontation” 

From 1980 to 1996, large institutional investors nearly doubled their 

share of equity ownership in U.S. corporations from under 30 percent 

to over 50 percent 

Meanwhile, individual equity ownership declined from 70 percent in 

1970 to 60 percent in 1980, to 48 percent in 1994. 

One of the important effects of greater institutional ownership was the 

emergence of takeovers 

Managers of pension funds were more interested in squeezing out 

higher returns and less loyal to incumbent management than 

personal investors were 

Institutional investors were often the key sellers of large blocks 

of shares in takeovers 

Institutional investors also supported takeovers by being large 

investors in the buyout funds and in the market for high-yield 

bonds. 



F.A. Schmid – Mergers & Acquisitions – May 17, 2007 – Chapter 15 – Page 16 of 20 

Why did corporate governance and mergers in the 1990s look so different? 

At the end of the 1980s, the takeover and merger wave ended 

Among the explanations are anti-takeover legislation, overt political 

pressure on financial institutions against the use of leverage, the collapse 

of the high-yield bond market, and the credit crunch during the 1990/91 

recession 

Neither the extreme use of leverage nor the hostility of the 1980s returned 

in the 1990s 

The authors argue that corporations in the 1990s emulated many of 

the beneficial attributes of leveraged buyouts, thus eliminating the 

need for hostile and extreme use of leveragethey provide four pieces 

of evidence. 

First, there was a rise in equity-based compensation, most importantly, 

via executive stock option plans 

From 1980 to 1994, the average annual CEO option grant (as 

valued at issuance) increased almost seven-fold 

As a result, equity-based compensation has increased CEO 

pay-to-performance sensitivity by a factor of ten from 1980 to 

1998 

The increase in pay-to-performance sensitivity over this 

period is of the same order of magnitude as the increase 

observed in leveraged buyouts during the 1980s. 

There is reason to believe that managerial equity ownership is very 

high today relative to most (if not all) of the 20th century 

It has been documented that equity ownership by officers and 

directors in 1995 was substantially larger than in 1935. 
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Second, management become more mindful of the cost of capital 

LBOs have to earn a return on capital sufficient to serve the debt 

Cost of capital concepts such as EVA (Economic Value Added, 

<http://www.evanomics.com>) gained popularity among 

corporations and consulting firms, allowing CEOs and corporate 

boards to monitor closely the degree to which the return on 

capital in the corporation exceeds the cost of capital. 
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Third, shareholders monitored management more closely in the 1990s 

than in the 1980s 

As mentioned, from 1980 to 1996, large institutional investors 

nearly doubled their share of equity ownership in U.S. corporations 

from under 30 percent to over 50 percent 

In addition, in 1992, the Securities and Exchange Commission 

(SEC, http://www.sec.gov) substantially reduced the costs to 

shareholders of mounting proxy contests that challenge incumbent 

management teams 

Under the old rules, a shareholder had to file a detailed proxy 

statement with the SEC before being able to talk to more than 

ten other shareholders 

Under the new rules, shareholders can essentially communicate 

at any time in any way as long as they keep the SEC informed 

about the substance of this communication. 

Further, shareholder activism increased in the United States in the 

late 1980s 

Some of the more prominent activists include CalPERS, the 

California Public Employees’ Retirement System 

Empirical studies suggest that, at best, shareholder activism 

has only a small effect on shareholder value 

Note that the effect of shareholder activism is difficult to 

gauge because shareholder activism is highly correlated 

with concentrated share ownership. 
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Fourth, there were two significant changes in regulation and taxation 

In 1992, the SEC required companies to provide more detailed 

disclosure of top executive compensation and how it relates to firm 

performance, particularly stock performance 

The requirement focused boards of directors on stock 

performance 

Companies now routinely report firm, industry, and stock 

performance in their proxy statements. 

What’s more, the SEC requirement makes equity-based 

compensation packages easier to defend in public. 

In 1993, Congress passed legislation that capped the tax 

deductibility of the compensation of top executives at $1 million, 

unless the compensation is performance-based 

Empirical studies found that this legislation had (at most) a 

modest effect on the increased use of performance-based 

compensation. 
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Conclusion 

The U.S. corporate governance has changed substantially during the 1980s 

and 1990s 

The authors argue that a key feature of this transformation is that U.S. 

managers have become much more focused on stock prices 

The corporate governance mechanisms that have driven this focus have 

evolved over time from the leveraged hostile takeovers and buyouts of the 

1980s to the incentive-based compensation, activist boards of directors, 

and shareholders in the 1990s 

What is more, the authors argue that at least some of the efficiency 

gains associated with these changes can be traced back to the 

comparative advantage of marketsthrough takeovers and stock-price 

oriented management decisions, markets bring about change at large 

scale. 
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M&A Activity and Corporate Control 

16. Empirical Evidence for Germany 

Reference: 

Jenkinson, Tim, and Alexander P. Ljungqvist (2001) “The Role of Hostile Stakes 

in German Corporate Control,” Journal of Corporate Finance 7: 397-446. 

Abstract 

“This article uses clinical evidence to show how the German system of 

corporate control and governance is both more active and more hostile 

than has previously been suggested.  It provides a complete breakdown of 

ownership and takeover defense patterns in German listed companies and 

finds highly fragmented (but not dispersed) ownership in non-majority 

controlled firms.  We document how the accumulation of hostile stakes 

can be used to gain control of target companies given these ownership 

patterns.  The article also suggests an important role for banks in helping 

predators accumulate, and avoid the disclosure of, large stakes. 

All tables in this chapter are from Jenkinson and Ljungqvist (2001) 

Research design 

Jenkinson and Ljungqvisthenceforth, “the authors”conduct a clinical 

analysis in which they study changes in (equity) ownership of German 

corporations recorded in the Financial Times Mergers and Acquisition 

database (FTMA) between January 1988 and December 1996 

Among these transactions, they try to identify those that have a high 

probability of being hostilethat is, being intended to bring about an 

unsolicited control change at the company in question 

Companies in financial distress were excluded, because these ownership 

changes might signify rescue operations. 
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Hypotheses 

The authors suggest that, in bringing about control changes in corporations, 

hostile stakes in Germany play a role similar to tender offers in the UK 

As of September 1991, the authors identify 64 German companies that 

may be vulnerable to hostile attack (out of less than 600 traded 

corporations at the time) 

The authors identify 17 cases of hostile stake-building (intended to 

bring about a control change) over the period January 1988 through 

December 1996, which is a 3-4 percent per annum incidence, and thus 

a number similar to the 3 percent p.a. incidence of hostile bids in the 

UK. 

A word of caution might be in order 

The 3 percent incidence for the UK rests on 40 hostile bids per annum 

for 1,500 potential targets, whereas the incidence for Germany is 

calculated from a mere 17 hostile stakes being built in nine years time; 

less than 600 corporations were traded 

The conclusion that hostile stakes in Germany compare to hostile 

tender offers in the UK appears exaggerated. 

The authors hypothesize that banks, during the analyzed time period, have 

been actively involved in bringing about hostile changes of control by 

facilitating stake-building 

The authors dismiss the idea of banks providing a cozy business 

environmenta basic premise of the “Deutschland AG” stereotype. 
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Motivation 

The authors find that hostile stakes are often built by coalitions of large 

investors who share dissatisfaction with the incumbent management or have 

other motives for seeking control 

One such motive, so claim the authors, is the expropriation of minority 

shareholders 

Note that the analyzed time period, January 1988 through 

December 1996, predates the 2002 Takeover Act and the 2002 

introduction of a squeeze-out rule to the Stock Corporation Act; during 

the time period studied by the authors, no squeeze-out rule was in 

place 

The Takeover Code, which was in effect from 1995 through 2001, 

called for mandatory tender offers in the event that an investor attained 

the majority of votes or has voted at least 75 percent of the votes at 

three consecutive annual shareholder meetings 

The authors argue that the stipulation of the Takeover Code 

(Article 17; January 1, 1998, version) whereby “the offer price must 

be reasonably related to the highest stock exchange price within 

the last three months prior to obtaining control” deprives minority 

shareholders of a possible premium that a predator pays in a block 

trade (which is an over-the-counter transaction). 
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The authors provide examples of clandestine accumulation of hostile 

stakes, sometimes engineered by banks 

Remember that the German Stock Corporation Act stipulates that an 

investor, upon crossing the thresholds of 25 percent of the equity or 50 

percent of the votes, shall notify the company, which in turn must 

disclose to the public the shareholder’s identity and the threshold 

crossedthese disclosure rules applied to most of the stake-building 

the authors study 

Then, in 1994, the Securities Trading Act tightened the disclosure 

standards; now, an investor shall notify the Financial Supervisory 

Authority upon arriving at the 5, 10, 25, 50, or 75 percent threshold 

levels of voting rights, be it from above or below. 
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Ownership and control of German companies 

Control rights 

 

The authors distinguish among five economically significant block sizes 

Note that the 95 percent category refers to the Stock Corporation Act 

effective prior to the introduction of the Takeover Act on January 1, 

2002 

The authors’ wording is somewhat misleading because, before 

January 1, 2002, the Stock Corporation Act did not accommodate 

squeeze-outs 

Note that even before January 1, 2002, legal appeal against the 

offered level of compensation (shares in the new corporation, 

which was mandatory; cash as an alternative) did not stall the 

merger. 
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Ownership structure and takeover defenses 

Shareholder structure as of September 1991 of all traded companies 

(Table 2) 
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From the corporate control perspective, the companies in Panels B 

and C are the most interesting ones 

In the absence of a majority owner, there are three alternative ways 

of controlling these companies 

They are run by a coalition of non-pooling blockholders 

They are controlled by the dominant blockholder with the 

connivance of the remaining blockholders 

They are run without much shareholder influence at all, in a way 

reminiscent of widely held companies in the U.S. or the UK. 

Given the presence of sizeable and often multiple blocks, 

ownership in these companies is not usually dispersed, but rather 

fragmented 

This fragmentation increases the scope for hostile 

stake-building where blockholders are in disagreement over 

corporate policy or where blocks come up for sale. 
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Most popular takeover defenses as of September 1991 (traded 

companies), show in Table 3 

 

Note that “limited share transferability” refers to vinkulierte 

Namensaktien, which are predominantly found in the insurance 

industry 

Also note that according to the Stock Corporation Act (section 5, 

paragraph 1), shares endowed with multiple votes (column 4) and 

voting restrictions (column 2) have been prohibited in Germany, 

effective June 1, 2003, and June 1, 2000, respectively 

Voting restrictions are the most popular anti-takeover measure among 

companies without a blocking-minority shareholder 

Note that the causation between voting restriction and shareholder 

structure runs both ways, as the existence of voting restrictions 

might provide a disincentive for stake-building (as intended). 
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How many of the non-majority controlled companies in Panels B and C 

could become targets of hostile takeovers? 

In order to answer this question, the authors propose four 

stake-building strategies as displayed in Table 4 

For each strategy, the authors offer types of shareholder structures 

liable to hostile stake-building 

 

Clearly, strategies 1 and 2 look more feasible than strategies 3 and 4, 

thus suggesting that the count of potential takeover targets might run 

at around 64 (or, equivalently, 11 percent of the total number of listed 

German corporations). 
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Case studies 

The authors have no precise definition of hostility when trying to identify 

hostile stake-building among the observed changes in share ownership at 

German corporations 

The authors look for overt resistance on the part of the target 

management to block-building, such as verbal exchanges or other 

attempts to discourage further stake-building (e.g., imposition of voting 

restrictions) 

Resistance that remains behind closed doors will be erroneously classified 

as “not hostile,” wheras pretended public resistance (for the purpose of 

driving up the bid price) will be falsely classified as hostile. 

Based on news stories, the authors end up with the following 17 cases of 

hostile stake-building during the period January 1988 through December 

1986 (Table 5) 

 

The targets are invariably from “traditional” industries, ranging from 

construction to insurance 
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The stake-builders mostly operate in the same industry as the target 

Many cases are reminiscent of Michael Jensen’s hypothesis of 

takeovers as a means of elimination overcapacity in an industry; there 

are only two cases where the control contest is of conglomerate nature 

This suggests that the bidders seek to reduce overcapacity in their 

industry or increase market power, instead of disciplining wayward 

managers 

The dominance of horizontal (and vertical) control contests implies 

that, in many cases, the Federal Cartel Office was involved. 

In the final column of Table 5, the authors offer a classification of the 

extent to which a shareholder sought to become involved 

Nine of the cases are labeled “consolidated takeovers,” meaning that 

these takeovers aimed at removing overcapacity 

The two cases of conglomerate nature appear to have been motivated 

by the desire to remove “underperforming” management 

The Seitz-Enzinger-Noll (SEN) versus APV control contest suggests 

itself as a case of intended greenmail 

Klöckner-Werke owned 50.01 percent of SEN, giving APV no 

possibility to obtain control 

APV acquired 40 percenta blocking minorityand then sold 

this stake to Klöckner-Werke at a premium to the original 

purchase price. 

Most interestingly, nine of the seventeen bidders involve non-German 

stake-builders, which is consistent with the hypothesis that outsiders 

undermine the prevailing governance consensus in Germany. 
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Table 6 categorizes the target companies according to their shareholder 

structure in the run-up to the control contests 

 

Three of the companies were majority-controlled prior to the control 

contest 

SEN had a 50.01 percent owner, yet became the target of a control 

contest 

Wünsche was majority-controlled by two brothers who later fell out with 

each other 

Bopp & Reuther, the only non-listed company, was controlled by a 

large number of family shareholders and one outside “25 percent +” 

shareholder, who originally pooled their votes 

Of the remaining 14 companies, there were six cases of a blocking 

minority shareholder; in the remaining eight companies, ownership was 

initially dispersed. 
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Share accumulation tactics (Table 7, below) 

Hostile stakes can be formed either via open-market purchases or 

purchases of blocks from existing shareholders 

As Table 7 shows, stakes are often built partially through open-market 

purchases, but limited secondary market liquidity (little float) precludes 

a controlling stake being accumulated without also buying (or forming 

coalitions with) existing blocks 

Note that there are usually multiple large blocks (as opposed to just 

one, as often times assumed in the theoretical literature), which greatly 

increases the complexity of the game for each individual blockholder 

In particular, each blockholder must fear not to be included in the 

controlling coalition when a hostile stakeholder emerges, given the 

high risk (in Germany) of seeing one’s stake being diluted (by 

means of a profit transfer or control agreement) 

It is not surprising, therefore, that in a large number of cases 

existing pooling agreements break down in the face of a hostile 

stake-builder 

For instance, in the Th. Goldschmidt case, the family 

shareholders had a pooling agreement with Allianz that afforded 

the coalition the majority of votes.  When VIAG emerged as a 

stake-builder, Allianz let its pooling contract expire and sold out 

to VIAG, which thereby obtained control 

In the Bopp & Reuther case, the pooling agreement that 

established majority control was being violated by certain 

shareholders, thus precipitating the control battle. 
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Table 7 also displays information on the role of banks in control contests 

Banks held significant stakes in 12 of the 17 cases, and often sided 

with the predator (either by means of sale or pooling) 

In some cases, the bank stakes appear to have been held for a long 

time, although there are also examples where investment banks 

essentially built stakes in partnership with a predator, and appear to 

have played a pivotal role in brokering a controlling coalition 

An interesting case is the takeover of Hoesch by Krupp, where 

three banks held significant stakes: Deutsche Bank (Hausbank of 

Hoesch), WestLB (Hausbank of Krupp, the stake-builder), and 

Credit Suisse (which acted for Krupp) 

Credit Suisse, on behalf of Krupp, secretly accumulated an 

initial 24.9 percent stake; later in the battle, Credit Suisse 

accumulated a further 20 percent stake, pledging it in support of 

Krupp 

WestLB did not pledge its 12 percent stake in support of Krupp, 

in order to avoid the stake being added to the 24.9 percent 

stake controlled by Krupp under the existing 15 percent voting 

restriction;  WestLB later worked with Krupp to have the voting 

restriction removed 

Deutsche Bank, the target’s Hausbank, was estimated to control 

12 percent of the votes, in part through proxy votes 

(Auftragsstimmrecht); Deutsche Bank cast these votes in favor 

of Krupp, the predator. 
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Column “disclosure problems” in Table 7 addresses the secretive nature 

of stake-building in some of the cases 

The disclosure problem has two dimensions, one being the lenient 

disclosure standards of block-building of the Stock Corporation 

Actthese standards were tightened considerably in 1994, when the 

Securities Trading Act was introduced 

The other dimension originates from the fact that shares in 

Germany are predominantly bearer shares (as opposed to 

registered shares as is the case in the UK and the United States), 

which makes it difficult for companies to learn the identity of its 

shareholders. 

Predators can find ways around disclosure rules by acting in concert 

with banks or other friendly parties, each party holding a stake below 

the lowest disclosure levelthe authors provide several examples for 

such practices (e.g., the case of Hoesch above) 

Sometimes the arrangements are more formal in that the predators 

hold options on stakes held by third parties. 

Unlike stated by the authors, Leo Kirch disclosed his call option 

on a 16 percent stake in Springer in 1987, and his 1985 

acquisition of 10 percent in Springer happened with Springer’s 

knowledgein the end, the shares were vinkulierte 

Namensaktien. 
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Defensive actions (Table 8, below) 

Major defensive actions include forging alliances with friendly 

blockholders, seeking the assistance of the Hausbank, or seeking a white 

knight 

Issuing stock to friends and family (by excluding preemptive rights) is 

incomparably harder in Germany than in the United States. 

As Table 8 shows, almost all the target companies in the sample 

attempted to forge (or maintain) a defensive alliance of friendly 

blockholders 

In many cases, white knights were sought by the incumbent 

management, in some cases apparently motivated, at least in part, by 

a desire to thwart a foreign suitor (BIFAB; Boge) 

Ironically, Advanta, which initially acted as a white knight in defense of 

Dywidag, subsequently sold out to the predator, Walter. 
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Another main line of defense that the authors observe is denial of 

representation on the supervisory board 

Note that changes to the composition of (the shareholder 

representatives of) the supervisory board requires a 75 percent 

majority 

Walter, who owned 40 percent of the shares in Dywidag at the end 

of 1991, spread over various associated parties, was denied a 

board seat in spite of being the largest shareholder 

It took Leo Kirch five years, after declaring an option on 16 percent 

in Springer in 1987 (in addition to his 10 percent stake acquired in 

1985), to make it onto the supervisory board of Springer 

Th. Goldschmidt denied board seats to VIAG and VEBA, two major 

shareholdersVIAG and VEBA had demanded “a change of 

direction;” VEBA responded by accumulating a controlling stake. 
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Finally, a defensive action frequently employed during the time window 

analyzed by the authors were voting restrictions, as documented in 

Table 6 

Feldmühle is a rare case where a voting restriction was installed after a 

hostile stake-builder had emerged; in most of the cases studied, voting 

restrictions had already been in place 

Voting restrictions applied to individual shareholders and, in some 

cases, to groups of colluding shareholders, be it in a pooling 

agreement or informally 

In the Pirelli-Continental takeover battle, which lasted from the 

initial Pirelli bid in September 1990 until March 1993, Pirelli tried to 

circumvent the 5 percent voting restriction at Continental by having 

multiple allies acquire 5 percent stakes 

This way, Pirelli indeed succeeded in removing the voting 

restricting (with simple majority); this decision was later 

overturned in the courts when Continental alleged that Pirelli 

had acted in concert with its allies 

Continental continued to deny Pirelli and its allies votes in 

excess of 5 percentthe voting restriction turned out to be 

critical in thwarting the attempted takeover. 

In the Krupp-Hoesch takeover battle of 1991/92, the 15 percent 

voting restriction at Hoesch was not an effective defense against 

Krupp 

Krupp (which held 24.9 percent) had to convince only two other 

blockholders to vote for removal of the voting restriction 

One of these blockholders was WestLB, Krupp’s Hausbank, 

which held a 12 percent stake but at no stage declared its 

support for Krupp, thus avoiding being accused of acting in 

concert 
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Surprisingly, Deutsche Bank, which controlled about 

12 percent, in part through proxy votes, also sided with 

Krupp, despite being Hoesch’s Hausbank 

Note that proxy votes typically represent dispersed 

shareholders, rendering voting restrictions ineffective 

Also, the case illustrates that a target cannot as a matter 

of course rely on its Hausbank for defense. 
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Outcomes (Table 9, below) 

Classifying the outcomes of control contests requires some care, as the 

“success” of the stake-builder’s control challenge must be measured 

against his initial intentions 

For instance, where stake-builders intent to gain influence (or, 

perhaps, cooperation) rather than majority control, a measure of 

success is whether they gain seats on the supervisory board or 

whether they can effect changes in management or corporate strategy. 

As Table 9 shows, judged by the initial intentions, the original hostile 

stake-builder was successful in 10 of the 17 cases 

It is noticeable that there is no apparent relation between initial 

ownership structure and the success of the stake-building 

Two main reasons for failure are the intervention of the Federal 

Cartel Office and the appearance of a second, white knight 

stake-builder. 
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An alternative way of assessing the outcome of the control contests is to 

look at actual changes in control 

Control changes hand in each of the three majority-controlled cases 

(Panel A) 

This demonstrates that pooling agreements can break down when 

rival stake-builders appear, and that blocking minority stakes can 

have considerable influence even when there is a controlling stake 

or coalition. 

Control changes hands in four of the six cases where the target initially 

had one or more blocking minority stake (Panel B), although in two 

cases it was parties other than the original stake-builder that gained 

control 

In one of the remaining two cases (Springer), the family agreed to 

cooperate, while in the other case (Buderus), the Federal Cartel 

office effectively blocked the control change. 

Control changes hands in six out of eight cases where the target 

initially had a fragmented shareholder structure (Panel C)the initial 

stake-builder took control in three cases, a rival stake-builder took 

control in two cases, and in one case (AMB) the target agreed to 

cooperate with the stake-builder 

In one of the remaining two cases (Holzmann), the Federal Cartel 

Office effectively blocked the control change (to Hochtief), while in 

the other case (Continental), the mentioned court decision on 

voting restrictions was the decisive factor. 

Overall, the authors observe control changes in 12 cases, cooperation 

with the stake-builder in two cases, and no control change in the 

remaining three cases. 
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Table 9 also documents management changes resulting directly from the 

control contest 

There are changes to senior management in seven out of 17 cases 

(counting ASKO’s supervisory board chairman as management, which 

he appeared to be in the view of the authors) 

This rate of post-contest management turnover is roughly 

comparable to the documented 22 percent U.S. CEO replacement 

rate in the event of “activist” or “strategic” block purchases. 
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How were minority shareholders treated in those cases where majority 

control was gained? 

As shown in Table 9, in the few cases where tender offers were made 

to minority shareholders, such offers have typically been at a 

significant discount to the price offered to block sellers in the course of 

gaining control 

Specifically, in three of the five cases where offers were made to 

minorities, the discounts ranged from 15 percent to 64 percent 

Only in one case (BIFAB) were minorities offered a premium to the 

market price, of 10 percent 

In the remaining case (Hoesch), a share offer was madethe 

authors give no information on whether the offer implied a discount 

or a premium. 

The unfavorable treatment of minority shareholders in Germany 

contrasts with the United States, where it has been documented that 

blockholders usually buy out minorities at a premium to the block price 

Note that the German Takeover Act, which took effect on January 

1, 2002, stipulates (WpÜG Angebotsverodnung, as of December 

27, 2001) that the price in a mandatory tender offer do not fall short 

of the price paid by the stake-builder within the last three (effective 

July 14, 2006, six) months prior to the publication of the stake. 
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Finally, Table 9 offers an cursory glance at how firm performance changed 

in the wake of the control contest 

As the table reveals, RoE (return on equity) hardly changedthis 

squares with similar empirical evidence established for the United 

States 

RoS (return on sales) nearly doubled, which might be due to the 

horizontal (or vertical) nature of most control contests 

There is no correlation between the outcome of the control contest 

(control change yes/no) and the sign of the change in RoS. 
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Conclusion 

In drawing inferences from the study for today’s M&A environment, it has to 

be kept in mind that the analysis covers a time period during which voting 

restrictions and shares with multiple votes were still in place 

From 1995 on, the Takeover Code was effective, but this code had not 

been signed by all German corporations 

Also, the Takeover Code exempted stake-builders from making 

mandatory tender offers if profit transfer or control agreements were 

signed, mergers were effected (Eingliederung; Stock Corporation Act, 

section 319; Transformation Act, section 2), or a change of the 

corporate form was effected (Transformation Act, section 190) 

These provisions left minority shareholders vulnerable to dilution 

(by means of profit transfer or control agreement), from which 

German corporate law offers little protection. 
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The authors conclude that the U.S./UK governance problem is one of “strong 

managers, weak shareholders,” whereas the German (and other continental 

European countries’) governance problem is one of “strong block owners, 

weak minorities” 

In some countries, notably the U.S. and the UK, shareholding in 

companies is dispersed and control is exercised, at least in part, through 

tender offers to shareholders 

In many other countries, among them Germany and many other countries 

on the European continent, shareholding is concentratedblockholders, 

either individually or in coalition, exercise control 

There is evidence that, in Germany, banks contribute to control changes 

by assisting predators in accumulating (possibly in clandestine ways) 

stakes and by “swing voting” (of own shares or shares for which they act 

as agents), possibly in favor of the predator even where they are 

Hausbank. 
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