
Semester notes. Lecture 7 onwards: 
 

Forms of payment and exchange ratio setting: 
Form of payment: 

From a bidder’s perspective, the form of payment is a function of: 

- Costs 

- Current economic conditions  

- The perceived under/over valuation of the target’s and bidder’s shares 

- The targets ownership structure 

- Friendliness of the deal and willingness of the bidder to share future gains with the target. 

Cash 

- Research shows that cash is the most prevalent method of payment (75% - 85% of all deals). 

- The cash amount they receive will cover the stand-alone value of the target plus a fixed proportion of 

the expected deal synergies.  

- Benefits to target: 

o Cash provides a certain and immediate payoff inclusive of synergies, whereas the payoff in a 

stock deal is uncertain and dependent on the fluctuation of the bidder’s future share price. 

o Usually the return on cash payments exceeds the return from scrip payment. 

o The target’s shareholder may also not wish to hold shares in the newly created entity.  

o The target shareholders do not hold any risk of the synergy realisation. 

- The downside of a cash payment is that it triggers an immediate capital gains tax obligation. 

Scrip: 

- Shareholders of the target company become shareholders in the merged entity.  

- Both groups of shareholders participate in synergy risks and benefits. 
- The percentage split of the benefits from the merger is determined by the % ownership by A and B 

shareholders. 
- Stock deals are preferred when: 

o The deal is large  

o The bidder perceives its shares to be overvalued and/or the target’s shares to be undervalued 

o The deal is friendly 

o The target’s ownership is not concentrated: 

▪ To minimise the target’s influence in the combined firm.  

Theories: 

- Agency free cash flow hypothesis: 

o Is premised on the existence of an agency conflict between institutional managers and their 

shareholder.  

o When FCF is high, managers have an incentive to undertake potentially wasteful acquisitions 

instead of returning the excess capital to shareholders via a dividend or share buyback. 

o The theory predicts a negative reaction from the share market to takeovers financed with 

stock and positive abnormal return to those financed with cash, and this is consistent with 

empirical findings. 

- Financial policy hypothesis: 

o Suggests that the payment method chosen by managers reveals valuable information 

regarding firm value and investment merit.  

o i.e. stock transactions = negative abnormal returns around the announcement date, whereas 

cash transactions should result in positive abnormal returns. 



- Wealth redistribution hypothesis: 

o Suggests that the negative abnormal returns earned by acquiring firms are driven by wealth 

transfer from shareholders to bondholders. 

o The reduced default risk associated with the merging of two companies with less than 

perfectly correlated cash flows effectively increases the market value of their outstanding 

debt.  

o However, stock swaps do not utilise this increased debt capacity, resulting in the increased 

market value of debt coming in at the expense of equity holders, who suffer from loss of 

operational focus. 

- Tax hypothesis: 

o cash transactions generate an immediate tax obligation in the form of capital gains tax.  

o Conversely, stock swap mergers are generally considered tax – free  

▪ Any tax obligation is deferred until the shares are subsequently sold.  

o Hence, acquiring firms are often required to pay a higher premium for acquisitions financed 

with cash, relative to exchange offers, to offset the greater tax burden. 

Need to choose an appropriate purchase price, expected growth rate and ER. 

Exchange ratio: 

- The exchange ratio is the number of shares of the buyer’s stock to be received for each share of the 

target firm’s stock. 

o Exchange ratio = Offer value / Bidder share price 

▪ Where Offer value = value per share of target firm with control premium and target 

controlled synergies. 

o Implied offer value = Exchange ratio x Bidder share price. 

- If ER is inappropriate = Earnings dilution 

o If ER is set too high= 

▪ transfer of wealth from the bidder shareholders to the target shareholders. 

o if the ER is set too low=  

▪ transfer of wealth from the target shareholders to bidder shareholders. 

- When the target’s P/E exceeds that of the bidder = then the bidder’s EPS will be diluted. 

o The higher the bidder’s P/E ratio relative to the target, the greater the increase in bidder’s EPS. 

- When the target firm has a very large shareholder = voting dilution 

- Maximum ER depends on expected post-acquisition earnings growth rates of bidder and target. 

- When we are setting up a deal, we are setting it up with regards to the acquirer. 

o What can they offer? 

o What is the maximum exchange ratio the bidder is willing to go (ceiling)? 

▪ Anything below that, they are winning 

▪ Anything above that, they are diluting. 

- Note: Shareholders receive dividends (& franking credits) even if the deal is closed post dividend date. 

o Franking credits is a type of tax credit that allows Aus companies to pass on tax paid at the 

company level to shareholders. hence, reducing income tax paid on dividends or a tax refund). 

Optimal Exchange ratio: 

o The buyer will set a maximum exchange ratio, below which they are winning and willing to 

make an offer 

▪ The minimum ER for the bidder is always zero as the bidder will seek to acquire the 

target for free. 

o The seller will set a minimum exchange ratio, above which they are winning and willing to 

accept the offer.  

▪ The maximum ER for the target is always infinity.  

o Ideally, we want to develop a range, which is based on the maximum amount the acquirer is 

willing to buy and the lowest amount the target is willing to sell.   



o The maximum and minimum exchange ratios of buyer and seller, respectively, depend on the 

estimated value of the merged entity  

o Because the value of the merged entity is uncertain, the analyst needs to assess the minimum 

and maximum ratio across a range of possible values for the merged entity. 

o This can be done in two ways: 

▪ 1) Focus on the likely P/E ratio of the merged entity 

▪ 2) Estimate the likely DCF value of the equity of the merged entity 

o Neither the buyer nor the seller wants to be worse off financially after the deal. 

 

- Deal boundaries have three important applications: 

o 1) Given an informed (rational) view about the DCF value or P/E of the merged entity: 

▪  we can identify a negotiation range and some likelihood of agreement.  

o 2) Given a proposed ER 

▪ we can identify P/E or DCF breakeven assumptions necessary to permit a mutually 

beneficial deal. 

o 3) Given both a proposed ER and view of DCF value or P/E of the merged entity, 

▪ one can evaluate the adequacy of a proposal 

 

- Using DCF and scrip transaction and assuming ER is fixed 

 
- Using PE and scrip transaction and assuming ER is fixed 

 

 



 

 

- Possible outcomes of exchange ratios: 

 

1. Bidder wins (ER < ER Max) and Target wins (ER > ER Min) 

• Mutually beneficial 

• The higher the valuation of the combined entity, as expressed by the P/E ratio, 

the greater the room to negotiate. 

2. Bidder Wins (ER < ER Max) and Target Loses (ER < ER Min) 

• No room to negotiate 

• Wealth transfer from the target to the bidder. 

• Target shareholders will generally not agree to the terms of the exchange. 

3. Bidder Loses (ER > ER Max) and Target Wins (ER > ER Min) 

• No room to negotiate 

• Wealth transfer from the bidder to the target.  

• Clear indication of overpayment. 

4. Bidder Loses (ER > ER Max) and Target Loses (ER < ER Min) 

• There is no possibility of negotiating a deal,  

• Value destructive for both.  

P1  $    60.00 PE12 ER1 ER2

P2  $    40.00 ={PE12*(E1+E2+Esynergy)/(P1*S2)}-(S1/S2) =(P2*S1)/{PE12*(E1+E2+Esynergy-(P2*S2)}

S1 100 20 0.84 0.57

S2 100 21 0.93 0.53

E1  $ 300.00 22 1.02 0.49

E2  $ 250.00 23 1.11 0.46

Esynergy  $      1.00 24 1.20 0.43

25 1.30 0.41

zone of potential agreement



o So how do we choose which ER within the ZOPA (zone of potential agreement) the 

companies will settle on? Depends on: 

▪ Relative bargaining power of the two parties 

• Financial capability 

• Ability to “walk away” from a deal 

▪ Premium paid in comparable deals 

• Comparable deals can set a precedent that targets want to match 

▪ Relative contributions to the deal  

▪ Synergy value: 

• The optimal exchange ratio is dependent on the projected values we have for 

the merged entity 

• Synergies create “bargaining flexibility”  

• The greater the synergies, the greater the win-win zone  

• A wider ZOPA is more likely to result in a successful deal 

▪ Use of Sensitivity analysis: 

• Help identify where the 4 win/lose regions lie.  

• Important as PE and DCF of merged entity not known with certainty 

• Can find the breakeven point where both companies can “win” (needs to be 

done in excel). 

 

- Using Cash transaction and assuming ER is fixed 

 

 

 

 



Fixed versus floating exchange ratios 

- Greatest innovation in MA happens in structuring deals.  

- What happens to value of a scrip transaction when the acquirer’s bid price changes?  

o If the exchange ratio is fixed, the deal value moves with the acquirer share price 

o Parties may instead accept a ‘floating’ ER which adjusts inversely to changes in the acquirer’s 

share price.  

- Always assume it is fixed unless specifically stated that it is floating. 

- The choice between a fixed and floating ER is another deal lever. 

- Deciding between the two should come down to this question: 

o  How likely is it that the value of the acquiring company’s shares will drop before the deal 

closes? 

▪ is the acquirer over valued? Or are they expected to fall in period leading up to the 

close? How volatile are they? 

▪ If their share price falls and drives up ER, it will result in large earnings dilutions. 

Contingent Payments: 

- When part of the payment is related to future performance of the merged company. 

- This is after the deal closes (hence different to the conditions on the actual deal) 

o i.e. if sales achieve a certain target, the target firm gets the conditional payment 

- These payments help to resolve different views of future performance 

o Effectively, earnouts are a form of call option on future performance. 

o More likely where value of risk is greater (valuation gap) or not enough comparable. 

o Offered by the acquirer when they are uncertain on the future performance of the target. 

- Advantages:  
o Shift risk (avoid winner’s curse),  
o drive performance (keeps management motivation up),  
o bridges the value gap (when buyer and seller can’t agree on price),  
o efficient use of capital (capital is not immediately tied up). 

- Disadvantages:  
o Post-acquisition integration (unsuccessful integration into the buyer’s operations). 
o complexity of definition 
o overly aggressive performance goals (can be demotivating for target management). 
o Size of earnout claim (what is optimal) 

-  The most common contingent deal technique is the “earnout” contract: 

o May be paid as bonuses, escrow funds, stock options etc 

o Common in small and private company transactions  

o valued as real options 

▪ We can relate the drivers of option value to the components of an earnout 

▪ Then use a simulation process to then model the value of the optionality (e.g. Monte 

Carlo simulation).  

 

 

Risk management 
Risk management in M&A: 

- Risk management is the process by which various risk exposures are: 

o Identified, measured and controlled 

- Bidder and seller perspectives may not match 

o Management is a trade-off process 

- Risk management is insurance against losing value from the deal that is available to both the acquirer 

and bidder. 

o It comes at a cost 



o Who pays the cost? 

- Bid value should include the value of risk management features 

- Risk management tools are “option based” 

What are the risks in the deal: 

- Before the announcement: 

o Acquirer perspective: 

▪ Deal risk: Shareholders may not accept the acquirers deal (especially a risk in Scheme 

of arrangement) 

▪ Target may put an anti-takeover measure into the company’s constitution. 

▪ Price risk: The acquirer may be overpaying 

- How accurately has the target been valued. 

- Due diligence. 

o Target perspective: 

▪ Price risk: If they are being paid by acquirer stock, the risk is the acquirers stock may 

go down.  

- How stable is the bidder’s share price? 

- After the announcement: 

o Acquirer perspective: 

▪ Deal risk: 

- Counter-bidder/offer - leading to winner’s curse. 

- Regulator intervention 

- Toehold position of potential counter bidder 

- White knight 

- Management backlash 

o Target perspective: 

▪ Toe hold position of bidder 

- While in Play: 

o Makes it difficult for target to walk away: 

▪ Termination fees 

▪ Lockup options and/or break fees 

▪ Exit clauses 

▪ Due diligence 

▪ Derivatives to form caps, floors and collars 

o Tend to also form an option-type payoff. 

- After Deal closes: 

o Mechanisms to hedge against unexpected discoveries: 

▪ Escrow accounts and post-transaction price adjustments 

▪ Contingent payments 

▪ Earnouts 

▪ Staged investing 

 

Things to consider when negotiating payment options: 

- Fixed shares or Fixed Value: 

o A fixed exchange ratio stock deal is when target shareholders receive a certain number of 

bidder shares in exchange for each share of target stock. 

o A fixed value deal is when the target’s share have been agreed at a fixed value, whilst the 

bidder’s shares obviously still move with the market. It is bad if the bidder’s share price falls 

(from a bidder’s perspective) as there will be a higher exchange rate offered. 

o Target must ask: How likely is it that the value of the acquiring company’s shares will drop 

before the deal closes? 



▪ If pre-closing market risk is low -> use fixed-share deal 

▪ If pre-closing market risk is high -> use fixed-value deal 

o Distribution of risk; 

 

o In a fixed value deal, the dollar amount is fixed and the exchange ratio moves to conform to 
the fixed payment.  

▪ The uncertainty of these deals relates to the number of shares issued.  
- If the price of the bidder’s stock falls = more shares will have to be issued. 
- Thus, the risk of control dilution is high in fixed value deals.  

 

- Collars in M&A: 

o a method of hedging against uncertainty in the value of the buyer. 

o Involves a long put and covered short call. 

▪ four payment profiles: 

- Fixed ER without collar: 

o Complete scrip transaction 

o The buyer offers Xshares for each 

target share 

▪ If the buyer’s price rises or 

falls, the value of the offer 

moves accordingly 

▪ That is, there is a direct 

linear relationship 

 

- Fixed value without collar: 

o The dollar amount is fixed and the 

exchange ratio moves to conform to 

the fixed payment.  

o The uncertainty in these deals 

relates to the number of shares 

issues 

▪ That is, the specific ER 

o There is accretion/dilution uncertainty 

o If the price of the bidder’s stock falls 

more shares will have to be issued 

o That is, the risk of control dilution is high 

in fixed value deals 

o Inverse relationship 

 

 



o Once deal agreement has been reached, the 

collar allocates value based on the structure 

and market conditions 

o A collar can bridge the gap created by 

differences in expectations and risk utilities 

that might otherwise require a seemingly 

uneconomic premium 

o There is a trade-off between price and risk. 

Where does the target benefit? Where does 

the bidder benefit? 

3. Floating value collar  (fixed ER) – The egyptian. 

o Start with the concept of a fixed 

exchange ratio and add: 

▪ A price floor (min value that 

target shareholders receive) 

▪ A price ceiling (max value that 

bidder will pay) 

▪ In between the floor and cap 

there is a fixed ER. 

▪ Outside the floor and cap there 

is a varying exchange ratio that delivers the minimum or 

maximum fixed value. 

▪ The idea is that both parties are willing to bear price risk 

within a range but outside that range want guarantees of the 

value to be delivered. 

▪ If the bidder price is near the max the target’s shareholders 

stand to lose.  

▪ Conversely, near the minimum the target has more to gain 

from the fixed exchange ratio. The target will negotiate for a 

narrow width.  

 

4. Fixed Value Collars (Floating ER) – The 

travolta. 

o Starting with the concept of a fixed 

value deal, add: 

▪ A minimum exchange ratio 

that the target shareholders 

will receive (floor) 

▪ A maximum exchange ratio 

that bidding shareholders will 

pay (cap/ceiling) 

▪ In between the floor and cap 

there is fixed value. 

▪ Outside the floor and cap there is a fixed exchange ratio that 

will deliver varying value 

▪ Within the collar two parties have no risk of value diminution 

or overpayment, but the bidder is subject to dilution 

▪ The wider the collar-> the less the price uncertainty for the 

target’s shareholders 

▪ The closer the buyer’s price to the lower limit-> the greater 

the target shareholders uncertainty 



▪ For max protection of value, the target will negotiate for a 

wider collar. 

o When are collars needed? 

▪ When the share price is going (downside risk only). 

▪ When we think the bidder share price is going to move significantly (on the downside), 

then the target will be at risk -> i.e significant price movements = wide collar. 

o In this case, target will most likely use a fixed ER collar. 

▪ If it is a narrow collar = less risk for the target, however the ER will increase, which 

means it is a dilution risk for the acquirer.  

▪ Hence collars are a form of insurance you provide to the target. At the end of the day, 

if the targets are not willing to be acquired, then it is likely that the deal may not be 

closed. 

- Collar extensions and alternatives: 

o Collar valuing 

▪ Can think of the M&A collar as a series of options on the bidding firm, where option 

maturity is unknown. 

▪ Implications for arbitrageurs. 

o Symmetric or asymmetric collars  

▪ Most collars are symmetric 

o Cancellation/renegotiation collars 

▪ Can be two-sided or one-sided (like a barrier option) 

o Alternative forms of payment can also be built into the collar 

▪ E.g. converitbles, preferred stock. 

 

- Contingent Value rights: 

o Bidder offer to the target: form of payment 

o The target recieves a right to some additional value, which insures the target of the bidder 

share price AFTER the deal closes. 

o  “insure” targets against declines in the bidder’s share price. 

▪ CVRs are very effective in protecting target shareholders in script offers. 

o These rights guarantee a minimum price level of the bidder’s stock for a limited post-closing 

period with shortfalls made up in cash or additional securities. 

o CVRs are often listed instruments (i.e. securities - eg warrants, stock options), thus easier to 

construct than earnouts. 

▪ As such, it can be traded. 

▪ Different from an earnout, which are contracts – they are not securities 

o Can be used to avoid cash outlay, it can be designed to either encourage or discourage the 

target shareholder from delivering their shares to a tender offer (in selective purchases). 

o Especially attractive to certain kind of investors, such as financial investors 

▪ Not mum and dad, as they would not understand how to value it 

o Advantages: 

▪ Reduces the “up front” consideration  

- For buyer to access more upside benefit,cost comes through additional 

downside protection 

▪ Buyer has fair opportunity to realise synergies and for market to recognize value 

creation 

- If value accretive and buyer share price moves accordingly, CVR payment is 

avoided 

- Strong signal from bidder’s management. 

▪ CVRs are a mechanism for bridging the “value gap”, especially relating to a specific 

event (eg FDA approval,test results,etc) 



▪ Benefits when partial acquisition occurs by allowing  minorities to continue to 

participate in upside. 

 

o Disadvantages: 

▪ Downside risk to buyer if stock underperform 

- When share price goes down, the CVR payment gets triggered. 

▪ Target shareholders may not be appropriate holders of CVRs 

- Restrictions in valuing CVR 

- May create dilution and voting concentration of people who can execute it 

- Arbitrageurs better placed to capture gains from CVRs 

▪ Structuring issue: Timeframe to evaluate performance in relation to CVR is long 

▪ Arbitrage player hedging strategy may damage ability of buyer’s stock price to 

appreciate, which may trigger the CVR. 

Hostile takeover: 
- Where one party initiates the takeover and the other party’s board is initially unprepared and/or 

unwilling to enter into negotiation 

- Signal of hostile takeover: 

o Most common signal = an uninvited bid from an aggressive acquirer 

o Unsolicited offer 

o Relative bargaining power and predatory acquisition. 

o Pursuing an unwanted bid 

o Is the Takeovers Panel involved? 

o Improved offer but removal of other concessions 

o Strong language in public statements 

o Bypass management 

- Single-step merger (the US version of a scheme of arrangement): 

o Acquirer and target enter a “merger agreement” that requires the approval of the board of 

directors and a level of shareholders (depends on state of incorporation) 

- Tender offer: 

o A direct offer to purchase outstanding equity from shareholders 

- Proxy contest: 

o where the bidder aims to garner shareholder support at the annual general meeting. 

▪ If the bidder can gain sufficient support (votes) they can take control of the target 

company. 

- Hostile bid strategy consideration: 

o Consider the value being created.  

o Focus on payoffs and probabilities 

o Consider the players? 

▪ Bidder and target management 

▪ Shareholders 

▪ Other potential buyers (interlopers) 

▪ Arbitrageurs 

▪ Regulators 

o Role of arbitrage spread in determining value of market signals.  

 

- Target motives for resistance 

o Maintain independence 

▪ belief that remaining independent is the best way to serve interests of their 

shareholders, employees and local communities 

o Tactics 

▪ Bid resistance may be a tactical move to extract a higher bid premium from the bidder 



▪ Bid resistance also delays the deal and increases uncertainty where the bidder wants 

certainty. 

o Self interest 

▪ Target management fear the likely 

loss of job from the takeover (as 

well as status, power prestige etc). 

o Note: The downside of resisting a takeover 

offer: 

▪ Summarised in the graph: 

▪ While the premium in a takeover 

offer is high, targets are risking not 

achieving the same value from an 

alternative form of acquisition.  

▪ Note investors also look at the delay between the bids, i.e. is the target truly a strong 

investment. 

 

- Theories that support the takeover resistance motives: 

o Target company inefficiency hypothesis: 

▪ Takeover resistance by targets creates a “free rider” problem and may discourage 

M&A activity 

▪ Takeover resistance leads to misallocation of resources 

▪ Takeover resistance may further entrench management 

o Investment opportunity hypothesis: 

▪ Targets present strong growth prospects and/or synergies to acquirers 

o Entrenched management hypothesis: 

▪ lower insider ownership (management are not heavily invested in their own company)  

▪ defection of institutional investors (symbols poor governance) 

▪ higher management turnover 

 

- Defence Tactics: 

o Proactive defences; 

o can be internal or external 

o Internal defences:Decisions/ actions 

that alter the internal structure or 

nature of operations of the firm. 

▪ Financial measures: 

• The best form of 

defence is a high share 

price and efficient company. 

• That is ensure its operations and strategies deliver cost efficiencies, high profit 

margins, and high EPS. 

o Though a counter-argument could be made that this makes for an 

attractive target under the investment opportunity hypothesis 

• Financial conditions that make firms vulnerable: 

o Low q ratio (share price/ asset replacement cost) 

o Highly liquid balance sheet 

o Good cash flow to stock price (low P/EPS) 

o Subsidiaries that can be sold without significantly impairing the cash 

flows. 

o Small percentage owned by incumbent management 

▪ Poison pills: 

• Issuing securities with special rights exercisable by a triggering event. 



• Makes the acquisition costly. 

• BoD can adopt without shareholder approval. 

• Types: 

o Flip-over plans: where the target shareholders received the right to 

buy the bidder’s shares following the acquisition at a heavy discount 

to the bidder’s current market price. 

o Flip-in plans: where the target has a shareholder rights plan to issue its 

own shares to its shareholders at a heavy discount to the current 

market price. 

• it poisons the target company, by issuance of more securities and dilute the 

voting rights of the business who have just stepped into the scene. 

• Special rights securities are issued to the existing shareholders. 

▪ Poison puts: 

• Give bondholders the right to put, at par or better, target bonds in event of 

change in control 

o Protect against risk of takeover-related deterioration of target bonds 

(from leverage, etc.). 

o Place potentially large cash demands on new owner, raising costs of 

acquisition. 

• Empirical role: 

o Entrenchment hypothesis – make firms less attractive as takeover 

targets 

o Bondholder protection hypothesis – protect bondholders from wealth 

• transfers in debt-financed takeovers 

▪ Charter amendment (shark repellents) 

• Anti- takeover amendment. 

• Amendment to firm charter imposes conditions on control transfer 

o Prompts a mixed signal to the market. 

o “shark repellents”, must be voted on and approved by shareholders 

o Supermajority amendments 

▪ require over 2/3 vote to approve change of control 

o Fair-price amendments 

▪ waives supermajority requirement if “fair price” is paid by 

bidder for all purchased shares 

o Staggered or classified boards 

▪ delay effective transfer of control following takeover 

o Authorisation of preferred stock 

▪ creation of new class of securities with special voting rights 



 

▪ Golden Parachutes: 

• Part of employment contracts compensating managers for loss of job during 

control change 

• Criticism: Rewards managers for failing 

• Rationale: 

o Implicit management contracts which makes it much more expensive 

for the bidding firm. 

o Aligning shareholder and management interests 

o Optimal model might tie parachutes to synergy gains to avoid misuse. 

• Alternatives: 

o Silver Parachutes: 

▪ Less generous severance payments to executives 

o Tin Parachutes: 

▪ Modest severance payments to wider range of managers and 

employees. 

o External Defences: Actions taken to influence outsider’s perceptions of the firm, and to 

provide early warning signals about potential predators. 

▪ make strategic defence investment e.g. JV/ Mutual shareholdings in target. Deters the 

acquirers from controlling, 

▪ Cultivate shareholders and investors to enhance loyalty and support during the bid. 

o Reactive defences 

▪ Can be aimed at a specific bidder or deal-embedded to deter competing bidder 

▪ Pac Man (Porche vs Volkswagen) 

• Target firm counteroffers for bidder firm 

• Effective if target much larger than bidder 

• Target gives up using antitrust issues as defence 

• Switches the role of the bidder and the target 

• Extremely costly and risky– may involve devastating financial effects for both 

firms. Large amount of debt needed. 

▪ White Knight: 

• Target company chooses another company with which it prefers to be 

combined. 

• Alternative company may have: greater compatibility, willing to keep firm 

intact, etc. 

▪ White Squire: 



• Target sells only a block of its stock to third party it considers to be friendly 

with a standstill agreement 

• In return, white squire may receive: board seats, dividend, discounted shares. 

• Preferred shares are usually used in these transactions. 

▪ Restructuring (divesture): 

• Two views:  

o Improving efficiency: proactive financial improvement. 

o Scorch the earth:  

▪ Selling off crown jewels may deter bidder 

• Also include: 

o Reorganising financial claims 

o JVs that might inconvenience bidder 

o Try to go private via MBOs and LBOs 

o ESOPs (employee stock ownership plan) to give shares to employees 

o Share repurchase – low reservation price shareholders  

▪ Greenmail: 

• Targeted repurchase of large block of stock from specified shareholders at 

premium to end hostile takeover threat. 

• Two divergent views of greenmails 

o Damages shareholders by “raiding” firm assets 

o Greenmail brings about improvements by forcing improvement in firm 

operation 

• Not supported by the market (causes negative returns of 2-3%). 

• If greenmail includes standstill agreement, negative returns and 40% of firms 

experience control change within 3 year. 

 

- Regulatory Considerations: 

o Managers cannot take “frustrating action” against bidders without shareholder consent once a 

takeover is launched. 

o UK and Australian law also limit/prohibit proactive defences. 

o Lobby antitrust/regulatory authorities to block bid 

- Extensions: 

o The evolution of defence mechanisms: 

▪ The Mayer payout: 

• Originated from yahoo CEO Marissa Mayer. 

• An extreme form of golden parachute. 

• The compensation promotes an acquisition – not necessarily a good 

acquisition. 

▪ The Costanza defence: 

• When one party makes the other party break the deal through some form of 

manipulation. 

▪ Colourful terms:  

• macaroni mechanisms: 

o Companies adopt a macaroni defence by issuing bonds that are 

redeemable at a high price in the event of a change in control. Like 

pasta in water, the bonds involved in a macaroni defence expand 

when things get hot. 

• lobster traps: 

o A lobster trap anti-takeover strategy involves the target company 

passing a provision that prevents any shareholder, with an ownership 

stake of over 10%, from converting convertible securities into voting 

stock.  



o This prevents large shareholders from adding to their voting stock 

position and facilitating the takeover of the target company. 

o the role of activists: 

▪ shareholders that build a strategy to unlock value by taking an active position. 

▪ Need to assess whether the additional governance is for profit, performance or 

greater purpose? 

▪ Companies that underperform are more likely to be targeted by activists – Evidence 

that activists play a monitoring role in correcting poor management 

o Empirical research:  

▪ Corporate governance is a very important factor in M&A!! 

▪ Higher levels of insider ownership decrease the likelihood of a successful takeover and 

consequently reduce the probability of a takeover offer. 

▪ Activism has positive short-term effect on stock performance 

▪ When the activism is successful in changing governance structure, there is a positive 

shareholder wealth effect 

 

Merger Arbitrage: 
- The goal is not to get the deal to go through  

o As an outsider to the deal, we take a position in the target and the acquirer 

- The aim is to profit from an arbitrage opportunity in M&A 

- Three thing we are looking for when assessing the likelihood that the deal will go through 

o Will the target accept it? 

o Will the regulators allow it? 

o Will the conditions be met in a takeover bid? 

▪ Recall there are no conditions in a scheme of 

arrangement.  

- Merger arbitrage consolidates all our key topics 

o Target / bidder strategies 

o Deal evolution 

o Price reaction and valuation 

o Exchange ratios  

o Form of payment 

o Friendly / hostile terms 

▪ This changes as the deal forms (i.e. from friendly to hostile) 

- Target v acquirer stock price depending on deal success. 

o Share price keeps falling until the 

deal is withdrawn 

 

 

 



 

- Long – short M&A arbitrage payoff 

o Long in target, short in acquirer 

o Strategy result: from announcement 

or preannouncement. 

o Left: position taken after 

announcement 

o Right: position taken before 

announcement (hence reaping 

benefits of the announcement). 

 

- Intro example: 

o Aardvark Co offers $11.50 per share in cash for Bee Corp 

o  Bee Corp is currently trading at $11.00  

▪ If successful, deal will close in 6 months 

o Arb spread = $11.50 - $11.00 = $0.50 

▪ The percent return in this arbitrage is the spread / current target price 

• Assuming no transaction costs, taxes, frictions etc! 

▪ $0.50 / $11.00 = 4.5% return over 6 months 

o Typically interested in the annualised returns on arbitrage investments. 

What is an arbitrage: 

- Arbitrage is a self-financing trading strategy that generates a riskless positive return. 

o An opportunity to simultaneously buy low and sell high the same asset. 

- Efficient markets = If arbitrage profits are possible, buying/selling pressure forces prices into arbitrage-

free positions. 

- Arbitrage arises when the pricing of risk differs across securities. 

- In practice: “quasi-arbitrage”  

o Statistical arbitrage (estimate of risk that is different from the market – relative pricing). 

- Arbitrage profits become possible when risk is inconsistently prices across different securities. 

- Vacuuming up pennies 

o Or picking them up in front of the steam roller? 

▪ i.e. you can get crushed by your long and short positions 

▪ i.e. if you put a short position up and you cant close it, you need to have a collateral to 

back the position. But if you can’t support the position, then you will go insolvent. 

- Example of arbitrage: 

o Triangulation across currencies  

o Interest rate parity  

o Cash-futures trading  

o Derivative markets 

o Dual-listed stocks 

o Program trading 

o Merger arbitrage 

o Bookie arbitrage 

o Statistical arbitrage 

Merger arbitrage 

- Merger arbitrage is an investment strategy involving stocks in a restructure 

o an event-driven strategy 

o Typically involves the purchase of the target’s stock after the merger announcement 

o Target price typically trades at 1-2% discount to the offer 



o This is the “deal spread”  

▪ aka “arb spread”  

▪ This is the driver of returns for this investment strategy 

o Merger arbitrage is an active investment process 

▪ The deal and the terms changes over the life of the deal. 

▪ Therefore, they act quickly at the announcement of the deal, they build positions over 

time, and constantly monitor deals (and change portfolio correspondingly). 

o It is not a  

- Who are the arbitrageurs? 

o Hedge funds (Gabelli, Water Island Capital, Westchester Capital Mgmt, Oddo AM) 

o Investment houses 

o pension funds 

▪ as external investors for the hedge funds 

o endowment funds 

▪ as external investors for the hedge funds 

o individual investors 

o Another broad hedge fund definitions: 

▪ Equity 

• Including EM Neutral, fundamental, short bias etc strategies 

▪ Macro 

• Commodity, currency, thematic etc 

▪ Relative Value 

• Fixed income arbitrage, yield arbitrage etc 

▪ Other types of event driven strategy include: 

• Credit arbitrage – Distressed – Activist 

- Take active positions throughout the takeover. 

o Act quickly at announcement of deal 

o Build positions over time – depends on type of deal and relevant terms 

o Arbitrageurs constantly monitor deal – will change portfolio due to forecast of deal timing. 

o Acting early is the most profitable – but also the riskiest (the greater the likelihood of the deal 

not going through). 

- Manage overall portfolio: 

o Arbitrageurs diversify failure risk by investing in many deals – may limit amount invested in 

single deal or type of deal, usually 2-20%. 

o Assumption: Failure in one deal is often unrelated to the other deals in the portfolio, usually 

uncorrelated with overall stock market.  

o Second assumption: Failure risk is unrelated to the overall stock market. i.e. irrelevant to work 

out if the deal is going to close or not.  

▪ Net result: merger arbitrage portfolios are market neutral (i.e. beta = 0) (in theory!) 

o Provide a potential alternative for money managers especially in a sharply declining market 

environment 

o They might be least attractive in a strong market environment. 

- Perspectives: 

o Implications for shareholders: 

▪ Arbs. buying target shares after announcement are a form of insurance to target 

shareholders  

• The target must decide if they should take the offer in the form of a merger 

arbitrageur?  

• But, arbitrageurs are risk averse so demand compensation for risk (hence 

discount) 

• Target shareholders perspective: sell or wait dilemma 



▪ Market efficiency? If arbitrageurs can generate excess returns, markets are not 

efficient in pricing merger target.  

o Arbitrageur considerations: 

▪ Actions reflect market view of risk (like pricing credit risk). 

▪ Declining markets could lead to significant price decline and risk for the arbitrageurs. 

▪ Flat and appreciating markets – deals may fail but this is idiosyncratic and not 

systematic. 

- Empirical research: 

▪ Empirical studies suggest that the probability of takeover success increases with the 

arbitrageur’s participation (Brown and Raymond). 

▪ Highly profitable, on average 

• Explanations include market inefficiencies limitations to ordinary trading, 

informal for arbitrage profit. 

o Arbitrage spread (and possibly arbitrage profit): 

• Positively correlated with: 

o hostile takeovers,  

o the size of the bid premium 

o the use of collars.  

• Negatively correlated with: 

o use of cash (lot more likelihood of the deal closing) 

o size of target 

o post-announcement trading volume in the target. 

▪  Over time Median arbitrage spreads are shrinking   

• Due to shrinking arbitrage spread 

- Merger arbitrage process: 

o After deal announcement arbitrageurs: 

▪ Translate the deal spread into an annualised rate of return 

▪ Estimate the probability of deal failure 

• Include the consideration of market conditions. 

▪ Analyse the form of payment. 

o Identify risks and conduct assessment 

▪ Is this risk highly likely or unlikely? 

▪ This includes management/shareholder approval, market risk (macro conditions), 

interest rate risk (cost of debt financing), firm specific risk (restructuring, financing, 

ownership), legal issues (regulation), acquirer target agreement (conditions of the 

deal), deal specific. Deal timing, interloper risk, portfolio risk (leverage and 

diversification).  

o Calculate the risk-adjusted stock price 

▪ Need deal failure probability and expected price in successful/failure situations  

o Determine market’s risk pricing 

▪ What is the current arb spread?  

o Identify arbitrage position strategy and expected return 

 

- Deal risk (affects the profitability of the arbitrage): 

o Management / shareholder approval (or lack of) 

o Market risk: macro conditions, financing opportunities, market stability 

o Interest rates: costs of debt financing, sensitivity of future earnings, liquidity 

o Firm-specific situation:  

▪ restructuring, financing, ownership etc 

o  Legal issues: regulation, third-party litigation 

o Acquirer-target agreement: conditions of deal, break-fee, collars, earn outs etc  

o Deal specific, e.g. hostile tactics 



o Deal timing/postponement  

▪ Delays or extensions on the deal – that is the duration of a transaction exceeds its 

expected time frame. 

▪ Term agreement between parties 

o Interloper risk 

▪ White knights in takeover situation 

o Portfolio risk 

▪ Leverage diversification 

 

- What affects arbitrage profits? 

o Deal announcement 

▪ Insider trading, information leakage, rumours, anticipation 

o Premium is correlated with time to deal consummation 

o Factors that affect the likelihood of deal success 

▪ Market conditions 

▪ Friendly or hostile (friendly 20x more likely) 

▪ Antitrust and regulatory issues 

▪ Position of companies independently 

▪ Power play between companies 

▪ History of deal making 

 

- Example: Qantas case 

o You may do an event study analysis to see the impact of the board giving support to the deal 

o Gross arb spread = difference between the offer and what the target is trading at 

▪ A contraction in the arb spread indicates that the deal is more likely to close 

successfully. 

▪ Implied likelihood of the deal failure= 

• Price that the target is trading at= (Probability * Deal success) +((1-Probability) 

*Deal failure) 

• Solve for Probability 

• Solve for 1 – Probability 

 

 

- Form of payment: 

o Cash deal arbitrage (CDA) 

▪ where an arbitrageur acquires shares below the merger consideration and holds to 

some point up until the deal closing. 

▪ CDA is the most straightforward type of merger arbitrage  

▪ Cash deal arbitrage is the easiest with a long position in the target, where the 

benchmark is the borrowing costs.  

• An arbitrageur profits by following a buy and hold strategy that seeks to 

purchase shares in the target company at a discount to the bid price. Thus, 

profit earned can come from two sources, which are any possible dividends by 

the target and the arb spread.  

o Scrip Deal arbitrage: 

▪ involves taking simultaneous positions in the target (long) and the bidder (short), that 

is equal to the exchange ratio specified in the merger agreement to minimise their 

exposure to market movements 

▪ Fixed ER strategy  

• employed at the initial establishment of the arb’s position. 

• A possible explanation for bidder’s price decline on announcement of merger 



• If the target is below the bidder price, then we expect both prices to 

eventually converge.  

▪ Floating ER (stock merger) 

• When ER is variable, most difficult for arbitrageurs to determine positions.  

• Usually, employed immediately prior to completion when conversion factors 

are determined approximately 10 days before the deal is completed.  

 

- Process recap: 

o Calculate the gross spread 

o Calculate the net spread 

o Assess the gain you may be able to make on 

the deal? 

o If promising, assess risk that the market may 

not have considered. 

o Use your estimate to calculate the Price for 

the target.  

o Calculate the risk adjusted return 

o Can you beat the market or the benchmark? 

o Develop a trading strategy (100% cash deal 

or 100% scrip deal) 

 

 

 

- Example 1: cash deal  

1- Spread calculation 

Tender offer / share 62.00 

Less: current T price (61.73) 

Gross Spread 0.27 

Add: Dividends 0.00 

Less: Commissions (0.02) 

Net Spread 0.25 

 

2- Return 

▪ Net spread/ Cost of purchase  

• Where cost of purchase = 61.75 

▪ 0.25/ 61.75= 0.495% 

3- Assessing risk of the deal failing 

▪ Definitive agreement signed 

▪ Majority of T shareholder approve incl. founder, chair  

▪ Little antitrust risk 

▪ Good financial state for both companies 

4- Calculate expected price: 

▪ Price that the target is trading at= (Probability * Deal success) +((1-Probability) *Deal 

failure) 

▪ Assume that the probability of deal being successful is 99% and the price of the fail is 

$51. 

▪ Based on that the expected price = $61.89 (which is different form its current trading 

price of 61.73) 

5- Calculate expected return: 

▪ (Expected price/ cost of purchase) – 1 

▪ (61.89/61.75) – 1 = 0.227% 



6- Expected annualised return: 

▪ (1+ Expected return)(365/T-t) – 1  

• where T-t is the days to deal completion  

▪ = (1+ 0.227)^(365/40) – 1 

▪ = 2.09% 

7- Opportunity cost of capital: 

▪ Benchmark return = annualised 3m T-bill return = 1.70% 

▪ EAR = 2.09% > 1.70% = OCC 

▪ Given profitability, merger arbitrageur will take advantage 

 

- Example 2: Fixed ER deal: 

o Hp announces acquisition of Compaq at fixed ER of 0.6325 in Sep-2011  

▪ Fixed ER of 0.6325 shares in HP for every CQ share  

o Acquirer price at announcement: $18.87 

▪ Implicit offer price for target: 18.87*0.6325 =$11.94 per share  

o Target’s actual closing price at announcement: $11.08 

o Assume: 

▪ Dividends from target (0.09) and acquirer (0.15),  

▪ proceeds from short interest of $0.19 per share 

▪ commission costs of $0.08 per share  

▪ we are seven months from deal completion. 

o Strategy:  

▪ Purchase 1 CQ share (11.08),  

▪ short 0.6325 HP share (11.94)  

• Assuming 100% deal success, gross return = 7.7%  

• Gross annualised return = (1+ 0.077)^(12/(12-7) – 1 = 19.5% 

▪ This ignores divs, transaction costs etc 

▪ Left with investment at end of period 

• Assume arbitrageur wants to close the position 

o Net spread per share = 0.8553 + dividends on long target position - dividends on short acquirer 

position + interest on short proceeds - commission costs (round trip) = 0.8253  

o Net arbitrage return = 7.4%  

o Would need to review based on deal risk assessment 

▪  Use the risk-adjusted expected net return to determine whether to undertake the 

arbitrage investment or not 

 

 

o Impact of merger arbitrage: at announcement: 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

o Impact of merger arbitrage: at deal close: 

 

 

 

 



Concept Recap: 
LBO: 

- LBO is an acquisition financed by a high level of debt and a relatively small proportion of equity. 

- The firm that provides equity capital to finance the buyout and organise the debt capital is a private 

equity firm 

- The PE firm is also known as the LBO sponsor 

- Equity holders returns optimised by maximising leverage, using assets/cash-flows of the business as 

the debt collateral 

- These funds are organised as a limited liability partnership. 

- We are looking for a company: 

o Under leveraged 

o Under managed  

o Under priced 

o Has a good stream of cashflows. 

o Does not require large capex (not an R&D 

intensive company). 

o Has large fixed assets which can be used as 

collateral 

o Has a lot of non core assets.  

- Role of the LBO sponsor 

o Organisation of the buy-out 

▪ Efficient structure for buy-out, incorporating tax considerations. 

o Raising of funds 

▪ Equity: limited partners and financial sponsor (GP) 

▪ Debt: senior and mezzanine debt, any bridging finance. 

o Management of investments 

▪ Ensures funds invested in sound buyouts 

▪ Generate adequate returns for fund’s limited partners 

▪ Continual monitoring of investments 

▪ Putting in place appropriate and effective management, governance and incentive 

structures 

o Arranging for orderly exit from investment 

- LBO types 

o Investor buy out (IBO) 

▪ Target’s incumbent management are not part of the bidding team (Myer) 

o Management buy-out (MBO) 

▪ Incumbent management forms part of consortium including equity (Alinta)  

o Management buy-in (MBI) 

▪ New outside management to replace incumbent management 

o Buy-in management buy-out (BIMBO) 

▪ Management team combines with both incumbent and outside management teams 

(Qantas consortium attempt) 

Look at example: Need to understand how to identify the borrowing capacity o the target 

Deal review: AXA-AMP 

- Key players: 

- Consider:  

o “type” of M&A,  

o motivations of different parties,  

o constraints (eg regulatory),  

o various risks (deal success, value, integration),  



o internal/external factors,  

o role of all players and stakeholders 

- Consider full range of organic and inorganic restructures and the differences 

Market reaction 

- Estimate and explain the share price reaction at the deal announcement date. 

- What is the effect of the target’s rejection to the original AMP offer? 

- Did the market anticipate the ACCC rejection of NAB’s proposal? 

- Consider alternative benchmarks in an event study, pros/cons of event study methodology, research 

findings on M&A price reaction 

- Consider impact of deal risk/expectations of higher offers in calculating and assessing deal spread. 

Need to know players (known and potential), motivations and relative bargaining power 

- Think also more broadly about proactive and/or reactive measures players can take to achieve 

outcomes 

Deal structuring: 

- Compare the main methods of acquiring corporate control in Australia and the reason for the choice in 

this deal.  

- What are the main methods of financing a deal? What are the pros/cons of alternative deal financing 

methods?  

- Is there any evidence of deal hostility? Are any takeover defences employed? 

- What can the bidders do to increase their chance of success? 

- Consider: Regulation and regulators, research results, how feasibility influences deal structure and bid 

strategy 

Determining deal value: 

- Calculate a standalone value of the AXA AP business using DCF. Is the revised AMP offer fair?  

- Compare the AMP offer to other recent comparable transactions. 

- Explain the pros/cons of alternative valuation methodologies 

- Consider key assumptions, sensitivities, common sense in methodologies, what needs to be taken into 

consideration in valuing synergies? 

Protecting the deal value: 

- Explain the “downside protection” in the final AMP offer. Outline two other ways in which acquirers 

may offer price protection to targets.  

- Given necessary data, is a win-win deal feasible? How can merger parties determine a final ER when a 

win-win deal is possible?  

- Consider: Optimal ERs, risk management devices (earn outs, collars, CVRs), fixed/floating payoff 

structures, what the players want, what is feasible 

Private equity and financial acquisition: 

- Given forecast company value growth and borrowing costs, determine a profitable LBO strategy. 

Compare buyout strategies, differences from ‘strategic’ acquisitions 

- Consider: Borrowing capacity, leverage risk, key inputs including exit strategy and sensitivities, 

incentives for PE partner behaviour 

Merger arbitrage perspective 

- Is there a profitable opportunity for a merger arbitrageur? 

- How would the trading strategy be set-up?  

- How do merger arbitrageurs assess which deals to include in their portfolios?  

- Explain why merger arbitrage funds are ‘market neutral’? 



- Consider: Gross spread v net spread, borrowing costs, is risk mispriced? If so, is the opportunity 

exploitable?  

- Review all elements of the deal: What makes it likely/unlikely to successfully close? 

 


