Chapter 3: The Corporate Takeover Market: 
Common Takeover Tactics, Takeover Defenses, 
And Corporate Governance
Chapter Summary and Learning Objectives

The purpose of this chapter is to discuss the commonly used tactics to acquire a company in a hostile takeover attempt and to evaluate the effectiveness of various takeover defenses in the context of corporate governance. Corporate governance is defined as the interactions among shareholders, managers, boards of directors, and outside auditors and analysts, as well as the laws, regulations and institutions that govern their actions.  Traditionally, the goal of good corporate governance has been viewed narrowly as the protection of shareholder rights. More recently, the goal of corporate governance has been expanded to include a broader array of corporate stakeholders including customers, employees, the government, lenders, communities, regulators, and suppliers. Following a discussion of the factors affecting corporate governance, the chapter is divided into two major sections: alternative takeover tactics and alternative takeover defenses. Alternative takeover tactics are subdivided further into friendly and aggressive tactics. Aggressive tactics include the bear hug, proxy contests, open-market operations, and tender offers. Alternative takeover defenses are viewed in terms of two stages: prebid, those put in place before a bid is made; and postbid, those put in place in response to a bid.  
Chapter 3 Learning Objectives: Providing students with an understanding of

1. corporate governance and its role in protecting stakeholders in the firm;

2. factors external and internal to the firm affecting corporate governance;

3. common takeover tactics employed in the market for corporate control and when and why they are used; and
4. common takeover defenses employed by target firms and when and why they are used;

Learning Objective 1: Corporate governance and its role in protecting stakeholders in the firm
· Corporate governance is defined as the interactions among shareholders, managers, boards of directors, and outside auditors and analysts, as well as the laws, regulations, and institutions that govern their actions.

· The goal of corporate governance is to protect the rights of such corporate stakeholders as shareholders, customers, employees, the government, lenders, communities, regulators, and suppliers.

· If properly applied, corporate governance practices protect stakeholders’ from incompetent or corrupt managers and indifferent boards by 

--Aligning the incentives of managers with the goals of shareholders and other primary 

   stakeholders and
--Making the firm’s financial position sufficiently transparent to enable shareholders to 

   evaluate the performance of managers based on publicly available information

Learning Objective 2: Factors external and internal to the firm affecting corporate governance

· Factors internal to the firm affecting the effectiveness of corporate governance include the independence of the board, audit, and compensation committees; internal controls and incentive systems; and anti-takeover defenses.

--Boards of directors must aggressively review the quality of recommendations received by 
   the CEO from corporate management, as well as oversee management, corporate strategy 
   and the company’s financial reports to shareholders. 

--Internal controls and incentive systems include financial reporting, internal audits, 
   executive compensation, personnel practices, and succession planning.

--Takeover defenses are obstacles put in place to forestall or eliminate a hostile takeover 

   bid.

· Factors external to the firm affecting the effectiveness of corporate governance include government regulators, legislation (e.g., federal and state), the market for corporate control, and institutional activism. 

--Market for corporate control includes the threat of hostile takeovers and proxy contests.

--Legislation includes federal and state securities and antitrust laws, as well as insider trading 

   laws.

--Regulators include government agencies (e.g., SEC and DoJ), public exchanges (e.g., 

   NYSE), and standards setting boards (e.g., FASB)
--Institutional activists frequently include public pension funds.

Learning Objective 3: Common takeover tactics employed in the market for corporate control and when and why they are used

· Bear hugs represent the attempt by a bidder to limit the options of the target’s senior management by making a formal acquisition proposal, usually involving a public announcement, to the board of directors of the target.

· Purchasing target stock in advance of a formal bid to accumulate stock at a price lower than the eventual offer price
· Street sweeps involve purchasing as much stock as possible as quickly as possible by seeking out large blocks of target stock.

· Proxy contests consist of solicitation by a dissident shareholder of the votes of other shareholders to change the composition of the board, affect management decisions, force the payment of dividends, or to buy back stock.

· Tender offers occur when the acquirer bypasses the target’s board and management and goes directly to the target’s shareholders with an offer to purchase their shares.

Learning Objective 4: Common takeover defenses employed by target firms and when and why they are used

· Poison pills represent a new class of stock issued by a company to its shareholders, which have no value unless an investor acquires a specific percentage of the firm’s voting stock.  Once activated, shareholders may purchase additional shares at a discount from the firm’s current common stock price.
· Shark repellants are specific types of takeover defenses (e.g., staggered boards and cumulative voting rights) that are adopted by amending either a corporate charter or its bylaws.

· Golden parachutes are employee severance arrangements, which are triggered whenever a change in control takes place.

Chapter 3 Study Test

True/False Questions:

1. Successful corporate governance systems rely on aligning managerial incentives with those of shareholders and on making financial statements “transparent” to the investors.  True and False   
2. Boards of directors play a pivotal role in ensuring good corporate governance systems by monitoring the day-to-day activities of management.  True or False  
3. We can be highly confident that a firm’s financial statements are accurate, if they were compiled in accordance with generally accepted accounting principles.  True or False  
4. The threat of hostile takeovers is an important factor in promoting good governance practices.  True or False 
5.
Institutional activism has proven to be largely ineffective in promoting good government 

practices.  True or False   

6.        A friendly takeover is often pursued because it offers the potential of a lower overall 

           purchase price, but it increases the likelihood that post-closing integration will be difficult.   

           True or False   
7.
Float represents the amount of stock of a firm that can be purchased most easily by a potential bidder.  Float tends to be largest for those firms that are performing above investor expectations.  True or False   

8. To initiate the proxy process, the bidder may attempt to call a special stockholders’ 

meeting or may introduce a proposal to replace the target’s board at a regularly scheduled 

shareholders’ meeting.  True or False  
9.
A tender offer involving cash for stock is called an exchange offer.  True or False  
10.
A casual pass is a commonly used takeover defense.  True or False   
11. Under a classified or staggered board system only a relatively small portion of the total board of directors is up for re-election in any given year.  True or False  
12. In some states, shareholders may take action to add to the number of seats on the board, 

to remove specific board members, or to elect new members without a special meeting.  

All that is required is the written consent of shareholders.  This is called consent 

solicitation.  True or False 
13. It is illegal for a potential target firm to change its state of incorporation.  True or False  

14. Greenmail is relatively uncommon today because of changes in the tax law. True or False  

15.
ESOPs are rarely used as takeover defenses.  True or False  
Multiple Choice Questions:

16.       Share buyback plans may have all of the following effects except for: 
a. Reducing the amount of float

b. Lowering the target firm’s current earnings per share

c. Increasing the cost of the purchase to the bidding firm by boosting the share price
d. Making it easier for the bidder to complete the transaction by reducing the number of shares outstanding.

17.      Which of the following is not usually considered a takeover tactic?  
a. A bear hug

b. A tender offer

c. A proxy contest

d. A poison pill

18. Which of the following is not usually considered a takeover defense?  
a. A tender offer

b. A poison pill

c. A golden parachute

d. A staggered board

19. Which of the following factors affect corporate governance? 
a. The Securities and Exchange Commission

b. Institutional activists

c. The threat of hostile takeovers

d. All of the above

20. Which of the following is not true about friendly takeovers?  
a. They promote ease of post acquisition integration

b. They are often less expensive than hostile takeovers

c. Bidder and target management often reach agreement on key issues early in the negotiation process

d. They generally do not require target shareholder approval 

Answers to Test Questions

	True/False
	1.   T

2.   F

3.   F

4.   T

5.   F

6.   F

7.   F

8.   T

9.   F

10. F

11. T
12. T

13. F

14. T

15. F

	Multiple Choice
	16. B

17. D

18. A

19. D

20. D


