Chapter 4
Case Study: Verizon Acquires MCI 

1. Discuss how changing industry conditions have encouraged consolidation within the telecommunications industry?  
Answer:  Consolidation in the telecommunications industry has been driven by technological and regulatory change.  Technological change included the ongoing convergence of voice and data networks and the proliferation of alternatives to landline telephony.  Convergence provides for the elimination of the capital expenditures and costs associated with maintaining multiple networks. Moreover, the advent of a single network providing both a data and voice transmission capability provides for more rapid and cost effective development of enhanced communication products and services.  Alternative or substitutes for traditional landlines include Internet telephony, wireless, and cable phone service. 
With respect to regulatory changes, the 1996 Telecommunications Act made it easier for Regional Bell Operating Companies (RBOCs) to merge, and the 2004 court ruling which eliminated the requirement that local phone companies sell access to their networks on a discounted basis to long-distance companies.  The latter court ruling made in prohibitively expensive for such long-distance carriers such as AT&T and MCI to package local and long-distance services.
2. What alternative strategies could Verizon, Qwest, and MCI have pursued?  Was the decision to acquire MCI the best alternative for Verizon? Explain your answer.
Answer:  All three firms could have chosen to remain standalone businesses and partnered with other firms possessing the skills and resources they needed to compete more effectively.  Verizon, as the second largest carrier in the U.S. telecommunications industry was in the best position to continue as a standalone business.  While a strong competitor in the long-distance and Internet IP markets, it lacked access to large local markets and the financial resources to fund future growth.  Consequently, merging with a strong competitor seemed to make sense. Qwest was too small to compete in a highly capital intensive industry in which scale was becoming increasingly important.  Furthermore, the firm’s excessive leverage limited its ability to finance new product development. Consequently, it viewed a merger as a survival strategy.  The decision to acquire MCI seemed to make good strategic sense if it could be accomplished at a reasonable price.  The “auction” that took place drove the purchase price to levels that may make it extremely difficult for Verizon to earn back the substantial 41 premium paid over MCI’s share price before the bidding started.
3. Who are the winners and losers in the Verizon/MCI merger? Be specific.
Answer:  The winners clearly included the MCI shareholders who earned a 41 percent premium over the pre-bid value of their share price. This is especially true for those who wish to remain long-term investors; however, those with a short-term focus such as hedge funds, believe that they were short-changed by the MCI board which did not choose the highest bid. If the coupling of Verizon rather than Qwest with MCI does indeed result in a more viable firm longer term, MCI’s customers, employees, suppliers, and lenders could also be included among the winners. Qwest and its stakeholders are probably the losers in this instance as the firm’s remaining options are limited and largely involve the disposition of redundant assets to pay off its then current $17 billion debt load.
4.
What takeover tactics were employed or threatened to be employed by Verizon? 
            By Qwest? Be specific. 
Answer: Verizon pursued a friendly approach to MCI believing that it could convince MCI’s management and board that it represented the stronger strategic partner. Consequently, its stock was likely to appreciate more than Qwest’s.  MCI’s board seemed to have accepted this premise from the outset until investor pressure forced them to consider seriously the higher Qwest bids. Verizon used public pressure by noting that if MCI did not accept their bid that it was due to MCI’s management and board being excessively influenced by the focus of hedge funds on short-term profitability. Verizon also made its final bid contingent on MCI making public its customers discomfort with MCI being acquired by Qwest.  Verizon also bought out the largest hostile MCI shareholder, Carlos Slim Helu. Moreover, Verizon made the special dividend to MCI shareholders payable upon approval rather than at closing as an additional inducement to gain MCI shareholder approval of the proposed transaction. Also, Verizon included a disincentive not to close in its merger agreement with MCI in the form of a $200 million break-up fee. Finally, once Verizon had a signed merger agreement with MCI, it initiated its S-4 filing in early April even before the bidding was over in order to start the clock on the regulatory approval of the MCI proxy enclosed with the filing and on setting a date for a special MCI shareholders meeting.

Because Qwest did not have an attractive acquisition currency (i.e., stock), it relied heavily on maintaining a sizeable premium over the Verizon bid to attempt to win MCI board approval of its proposals. Qwest used publicity and indirectly or directly aligned themselves with hedge funds, to pressure the MCI board to accept their bid.  They also held out the threat of a tender offer, but the submission of the S-4 by Verizon limited the amount of time for implementing a tender offer. Also, Qwest used the threat of a proxy fight to get MCI shareholders to vote against the Verizon agreement. Finally, Qwest threatened to try to block regulatory approval.  In the final analysis, Qwest simply did not have the financial resources or the strategic appeal to MCI to win this bidding contest.
4. What specific takeover defenses did MCI employ?  Be specific.
Answer: MCI employed a poison pill, staggered board, and golden parachute defenses. The poison pill discouraged suitors from buying a large piece of the MCI, which would have triggered the poison pill and increased the cost of the takeover. The staggered board made a proxy fight to remove the board members hostile to a Qwest bid or to withdraw the poison pill in a single year impossible.  Golden parachutes also added to the cost of the transaction.
