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Merges and Acquisitions1. Types of Mergers
 a. Horizontal – similarb. Vertical – purchasing supplierc. Congeneric – related enterprises but no exact relationshipd. Conglomerate – idke. Acquisition – actually paying cash
 i. Tender offer2. Friendly vs. hostile takeovers
 a. Friendly = supported by both managementsb. Hostile = target board resists
 3. Stock mergera. Usually friendlyb. Require approval by target shareholdersc. Assume liabilities
 4. Tender offer = almost always hostilea. Bidder attempts to circumvent BOD by offering shares for cashb. Offering price > market price to induce shareholders to sell
 5. Methods of acquisitionsa. Negotiated mergers (friendly)
 i. Contact initiatedb. Open market purchases (hostile)
 i. Buy enough shares to obtain controlling interestc. Proxy fights (very hostile)
 i. Attempt to change management through votes6. Defensive mechanisms (shark repellents)
 a. Fair price provision – must pay fair price for stock (outdated)b. White knight – don’t like acquirer, find a 3rd party to merge with. Winners
 curse = overpaidc. White squire – come and act like they will merge but don’t actually merged. Greenmail – blackmail*latere. Supermajority voting requirements = more than x percentagef. Classified board structure – staggeredg. State of incorporation: Delaware – support target companyh. Pacman defense – acquirer try to take target but reverse occursi. Scorched earth – crown jewel. Acquirer takes over to get one quality and give
 it up and leave you alonej. Blank check preferred – stock authorized but not outstandingk. Poison pill – distributing rights upon change issuing securities at a lower
 pricel. Poison put – put option on bonds
 7. Repurchase standstillsa. Buy back own stock often at a premiumb. Sometimes labeled greenmailc. Budding firm agrees to limit holdings of another firmd. Leads to cessation of takeovers
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8. Who benefits from a takeovera. 30% premium historicallyb. 50% in 1980sc. Acquiring earn 4% in hostile takeovers and 0% in mergers
 9. Focus vs Diversifying – what does this meana. Focus
 i. Overlapping businessii. Change in corporate focus
 iii. Herfindahl index**b. Diversifying
 i.10. Merger economic justifications
 a. Expansionb. Synergy
 i. Operatingii. Financial
 iii. Differentialiv. Reduced competition
 c. Breakup value 11. Synergy
 a. A is going to acquire Bi. Formula: Synergy = VAB – (VA + VB)
 ii. Premium = Price paid for B – Bbiii. NPV = synergy – premiumiv. Vab – Va – price paid for Bv. DCFt = DRevt – DCostst – DTaxest – DCapital Requirementst
 vi.12. Tax gains
 a. Net operating lossb. Debt capacityc. Surplus funds
 13. Questionable motivesa. Agency issues
 T
 t = 1
 (1 + r)t
 CFtSynergy =
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i. Hubris?ii. Overvalued equity?
 b. Diversificationi. Coinsurance of debt
 ii. Internal capital marketsc. Purchase of assets at or below replacement costd. Acquire other firms to increase size, making it more difficult to be acquired
 14. Solve for alpha to find what % of firm is given to them15. NPV of a merger
 a. Synergy = VAB – (VA + VB)b. Premium = Price paid for B – VB
 c. = VAB – VA– Price paid for Bd. Target firm > a x new firm valuee. A = New shares / old + net
 i. Example of stock merger?
 ii.
 iii.16. Williams act
 a. Acquirer must disclose current holdings within 10 days of amassing 5% of company stock
 b. Must disclose source of fundsc. Target firm 20 days to tender their sharesd. All tendered shares must be accepted
 17. Reading an offera. Who is acquirerb. Tender offer/stock for stockc. Offer per share
 i. Exchange ratiod. Total value of offer
 Mergers and Acquisitions Multiples1. Equity multiples
 a. Firm value = enterprise value – debt / # of shares
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b. Some give you price, some give you equity, some give you value, you are trying to find price so work through to get this.
 c. You multiply/divide to cancel out. Usually multiplyi. Price/Earnings (market equity value / net income to common
 shareholders) ii. Price/Book (market equity value / book value of equity)
 iii. Price/Cash Flow (market equity value / after-tax cash flow) iv. PEG Ratio- measures growth prospects (PE Ratio / Annual EPS
 Growth) d. Other examples:
 i. Enterprise value/ sales (multiply by sales)ii. Enterprise value / EBITDA (multiply by EBITDA)
 iii. Enterprise value/EBIT (multiply by EBIT)e. Methods
 i. Select similar firms1. 6-8 firms2. May have the same SIC code3. Don’t use negative earnings
 ii. Calculate ratios, etc for themiii. Find average of all firms except yours
 1. Adjust average if necessaryiv. Multiply average by your firms thing to cancel out
 1. Get to stock price depending what you solve for2. Figure out how to to EPS again
 2. APV method (Go through on piece of paper)3. Capitual structure changes each year so it’s hard to have a WACC
 a. See APV example in slidesi. Find the unlevered cost of equity
 1. 12.2 = keu + (keu – 9%)(1-.4)(20/80)a. keu = 11.78%
 ii. Calculate cash flows1. Sales – COGS – SG&A = EBIT = 19.5
 iii. Multiply by tax rate to get EAT1. (1-.40) = 11.70 (EAT)
 iv. Get CF by EAT – net retentionsv. Do this for each of the 4 years
 vi. Find WACC1. 20% x 9% x (1-.40) + 80% x 12.2%
 a. WACC = 10.84vii. Find terminal value (APV)
 1. FCF4 (1+g) / (WACC – g)a. 20.70 (1+6%) / (10.84-6%) = 453.35
 viii. Cash flows discounted @ keu = 11.78% (PV of CF’s) = 334.22ix. Find the tax shield
 1. F x T = 4 x 40% = 2 *** where did this come from2. Discounted @kd (9%) = 8.01***
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x. APV = 334.33 (PV CF’S) + 8.01 (tax shield) = 342.32 (Enterpise value)xi. Subtract debt
 1. 342.32 – 55m = 287.34xii. Divide by number of shares
 1. 287.34/20 = 14.37 (Max price)xiii. Currently trading at 11 dollars
 1. Merger premium per share (14.37-11)b. Soooo… the firm should offer between 11 and 14.37 dollars.
 4. Merger premium – If the acquirer wanted to increase the debt level to target 40% with interest rate of 10%
 i. Sometimes you get translation from one capital structure to anotherb. Free cash flows won’t changec. Interest payment in short term won’t changed. Horizon WACC and terminal value will change
 i. You only have to redo the terminal valueii. Don’t have to reset cash flows/tax shields
 e. Problem continuedi. New leveraged equity
 1. Kel = 11.78% + (11.78% - 10% (new kd) (1-.40)(4/6)a. Kel = 12.49
 ii. Recalculate WACC1. 40% x 10% x (1-.40) + 60% x 12.49% (same)
 iii. New terminal value1. 20.70 (1+.6%) / (9.90% - 6%) = 563.31
 iv. Redo PV (CFS)1. CF1 = 11.702. CF2 = 10.503. CF3 = 16.504. CF4 = 20.70+563.31
 v. Discount at 11.78 (WACC)1. 404.76
 vi. PV (TS) = 8.01/442.78******vii. Take out debt
 1. -55viii. Divide by # shares
 1. /2mix. Get stock price
 1. 17.895. Flow to equity (only conceptual)
 a. Do include interest payment in CF calculationb. Debt of target firm could effectc. Acquisition usually financed with debtd. New debt may be issued to support the expansion
 6. Exchange ratiosa. Normally set in terms of how many shares of the acquirer the target will
 receive
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i. Dividing what they will pay / market price of acquirer’s stock price with an anticipated closing date
 7. Alternate methodsa. Liquidation valueb. Multiples
 8. Terminal valuea. Sales = 15mb. Sales multiple of 2 for our terminal valuec. How sensitive is terminal value
 i. 2x15=30 really sensitive
 Restructuring1. Corporate restructuring
 a. Anything that changes the legal/ownership/operational structurei. Bankruptcy
 ii. LBO’siii. Divestitures
 2. LBO’sa. General information
 i. Small group of equity investor’s (usually including current management) acquire a firm by financing mostly with borrowing to go private. Typically buy publicly held stock.
 ii. Can later take it public again to (cash out)1. Can fix problems as a private firm then IPO
 iii. Very prevalent in the 80’sb. Who owns the stock
 i. Managersii. Private equity holders
 1. KKR most famousiii. Risk is shifted to debtholders who can diversify
 1. Junk bondsiv. Venture capital monitor management
 c. Why do an LBOi. Firm in a mature industry that generates a lot of cash
 1. Managers may increase the firm size with the cash but this may not be best
 a. Bonding themselves to interest payments giving out cash
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2. **Most important in firms with low or shrinking growthd. Pros and Cons of going private ***is this only LBO or diverstires too
 i. Pros1. Admin cost savings2. More management flexibility3. Less shareholders – more participation
 ii. Cons1. Limited access to equity capital (unless you do private
 placement – call people ask if they want to buy – get a lower price)
 2. No way to capture ROIa. No measure of Beta, CAPM, executive compensation
 e. Historyi. 1980’s junk bonds
 1. Below investment grade2. Longer maturity3. No amort of principal
 ii. 1990’s senior bank debt/equity capital1. Private negotiation2. Reduce risk to lenders3. No prepayment penalties4. Put more equity at stake
 f. Exiting an LBOi. Go public
 ii. Sell to another companyiii. Have another LBO
 g. APV for LBOi. Info
 1. You have to use APV because of the quickly changing capital structure
 2. Debt to equity will fall over time3. Forecast amt of debt needed to finance future operations
 ii. Problem *** review1. Subtract off expenditures and working capital, add proceeds
 from asset sales2. Find terminal value 3. Use unlevered cash flow and ITS to PV then get to value per
 share3. Divestitures – How do you get rid of things in your company
 a. Spin-off (over 80% for tax reasons) i. New independent company is firmed by breaking off (detaching assets
 and operation)ii. Shares given to shareholders of the parent company
 iii. Can increase mgmt. incentivesiv. Helps capital allocation processv. Positive stock reaction – better incentives, prices
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vi. Provides more info for ppl ex share price for exec compvii. Helps parent company focus on what they want to do
 b. Split offi. Similar to spin off but ownership is transferred only to certain
 existing shareholders in exchange for their charges1. You usually target relevant people
 c. Carve-out *essay question? (less than 20% for tax reasons)i. Minority interest sold to new shareholders. Parents get equity but
 retain controlii. Creates own set of books, creates stock price
 iii. Smaller portion selliv. Sometimes do this to test the waters and can reverse thisv. What happens to stocks***
 d. Asset salei. Just selling things. Divisions, location, etc.
 e. Tracking stocki. Parent firm issue stock to track performance of a division
 1. Still owned by parent2. Less common3. You own shares of the division
 f. Privatizationi. Sale of government to private investors
 ii. Doesn’t trade on an exchange > owned by private sectoriii. Trying to increase efficiencyiv. Revenue for governmentv. Share ownership
 4. What motivates a firm to divest assets *****a. Carve out = test watersb. Privatization = only governmentc. Subsidiary worth more to buyer than when operated by current owner. –
 Asset sale (anything but a carve out) d. To settle antitrust issues. – Anything but carve outs (Have to give up
 everything)e. Subsidiary’s value increased if it operates independently. – Spin off (lesser =
 carve out_f. To change strategic direction. (Anything maybe carve out less) - g. To shed money losers. = Everything but carve outh. To get needed cash when distressed. = (Spinoff doesn’t work, carve out
 maybe, ASSET SALE = best answer)5. Divestitures vs acquisitions
 a. Acquisitions more riskyb. Admission of failurec. Hurts BS and benefits IS
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Executive Compensation1. General
 a. Shapes how execs behaveb. Affect company performancec. Determine what executives a corporation can attract
 2. Randoma. Derivative – asset gets value from another assetb. Call option – right to buy at exercise (strike price), last longer than a yearc. Options are always call options for exec compensation
 3. Pay for performance*** essay on this?a. Compensation when SH wealth increasedb. Actual pay Jensen/Murphy = 2.50c. Math - If a CEO increases corporate wealth by $100m, how much would his
 cash compensation increase by?i. 100m x 2.95/1000
 4. Jensen/Murphya. They think they are paid incorrectly
 5. Hall and Liebmana. Moving from median stock price to 70th percentile increased the median
 CEO’s performance by almost 50%6. Incentive to performance
 a. Require CEO’s to become substantial owner of company stocki. Buy stock
 ii. Give them stock1. Giving away millions of dollars2. Creating dilution in the stock
 b. Execucompi. Dataset 1992-current
 ii. CEO/other execs – data includes stock options, grants, holdings, etc.7. Assets of the firm
 a. Compensation varies with assets of the firmi. Risky firms use more equity
 8. Compensation plansa. Usually last 10 yearsb. Equity must be approved when put into place or when materially changedc. Cash based plans do not need shareholder approval
 9. How a plan is approveda. Compensation committee meets to determine the needb. Stock-based / cash plan needs tax deduction > approved by shareholdersc. Plan document is drawn up/proposal is added to the ballotd. Information included in the proxy statement
 1. Types of compensation plansa. Stock optionb. Restricted stockc. Performance plan
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d. Omnibus plane. ESOPf. 162(m) – cash compensation
 2. Plan differ bya. Plan participant type
 i. Exec, non employee director, employeeb. Securities covered
 i. Stock options, stock, cash, etc.c. Specific provisions of the plan
 i. # shares affected, grant amounts, etc.d. New versus amended plans
 3. Cash based plansa. Parts
 i. Salaryii. Bonus
 iii. Other annual incomeb. Not normally approved by SHc. Can be tied to performance measured. Uses because the market moves up and down
 4. Stock based compensationa. Tie comp to other formb. Stock optionsc. Restricted stockd. SAR – stock appreciation rights. Pay off in cash when price goes up
 5. Vestinga. Cannot sell it all immediately, must continue working over a certain period of
 timeb. Usually vest in 3rdsc. Vesting provides an incentive
 6. Stock optionsa. Call options. People prefer exercise price > 85% FMV (prefer 100%)b. Granted by compensation committee of BODc. Grants normally proceed positive news
 i. Vesting makes it harder to make money from it7. Restricted stock
 a. Restricted when it can be soldb. Normal term is 3-4 yearsc. If market goes up > optionsd. If market goes down options are worthless
 8. SO vs RSa. Depends on stock price movement
 i. Market up = optionsii. Market down = restricted shares
 9. Phantom stocka. Pay off in cash when stock price goes upb. Pro: mimic payoff that doesn’t cause dilution
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c. Con: disclosure is bad
 1. Deferred compensationa. Allow participants for part of their pay to be paid later
 i. IR or stock price1. Usually iR
 ii. Reason1. Investing and avoiding taxes now
 2. Omnibus plana. Cover multiple security typesb. May limit a particular typec. Allocate particular # shares to the pland. Cover different types
 3. Plan provisionsa. Plan document includes info on
 i. # shares authorizedii. Type of security
 iii. Participantsiv. Plan provisions
 b. Difficult to quantifyc. Outside voting recs
 i. Proxy votingii. Recs
 iii. Analysis4. Negative voting recs
 a. Lack of infob. Evergreen provision* - aligninh % shares to plan each year – badc. Dilutived. Gun-jumping – granted before approvale. Options less than FMV – doesn’t happen anymoref. Reload provisions – replace option w/ another option. No longer allowedg. Poor prior governance performance
 5. Dilutiona. Only calculation for the testb. Affect the number of shares outstanding
 i. Proposal dilution1. Asking for (proxy increase) / shares outstanding
 ii. Total potential dilution1. Shares outstanding under proposal + shares we could grant
 but haven’t + shares haven’t been used / shares outstanding
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c. Over 5% = bad
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