Acquisitions & Takeovers

Background

In an acquisition or takeover, one company (or a few investors, or even a single big investor) buys enough of another company's stock to acquire it and takeover its management. In some instances, the acquisition is friendly, with buyers and sellers negotiating a mutually agreeable takeover. 

In other instances, the takeover is anything but friendly. The acquiring company (or a group of investors) determines to take over another company, get rid of its present management and run the company themselves. The raiders usually fund the takeover by issuing high-interest "junk bonds" to finance purchase of millions of dollars of stock. 

Such takeovers are called "leveraged buyouts" (LBOs) because the raiders use a relatively small amount of their money, plus vast amounts of capital from junk bond sales, to "buy" the company from its stockholders. They offer stockholders $5 to maybe $20 per share more than its current market value. When they acquire enough of the stock, they have control of the company. 

The high leverage means the high-interest bonds issued to buy the stock are also very-high-risk bonds. Nevertheless, they are sold to investors who are attracted by interest rates ranging 5 percent to 10 percent higher than other corporate bonds. 

Since the takeover runs the price of an acquired company far above its previous value, the company under its new management must now generate additional large amounts of cash just to pay interest on the bonds. In some instances the takeover raiders break up the company and sell off some, or most, of its assets to recover part of their investment. This is especially likely if the takeover parties were able to buy the company at, or close to, its book value. 

Some taken-over companies continue to operate successfully. Others do not. If not, the company declares bankruptcy and the value of its stocks and bonds drop to a fraction of their face value. Then the bond issuers likely will fall back on the "fine print" provisions in the bond covenants that serve as escape hatches. The bondholders may find their bonds have become worthless. By the time that happens, the original takeover artists have pocketed millions of dollars and sold their junk to someone else like unsuspecting small investors or S&Ls and moved on. Meanwhile, those we elected to Congress not only watched the S&Ls buy the junk, they actively aided the process by pressuring regulators to "lay off" of the poor persecuted crooks. They said "that's OK; we'll use taxpayers money to cover the losses [theft]." You know the rest of that story. 

 

Takeover Definitions

Arbitrage: Buying shares in the company being taken over and short selling the shares of the acquiring company. 

Arbitrageur: Investor or speculator who buys shares or options in a takeover anticipating that the price is going up. 

Crown Jewel: A takeover company's best division, which it may sell to discourage the raider. It is usually very profitable, a division that generates the cash flow that the raider expects to use to pay off the purchase. 

Greenmail: Like blackmail only green. A company "pays off" a potential acquirer to persuade him to leave the company alone. It pays him a premium to buy back the stock he purchased. The raider puts the money in his pocket and moves on to the next takeover try. 

Pac Man: A defense tactic used by the takeover target firm. The company goes after the raider firm and tries to take it over to prevent being taken over. 

Parking: An illegal activity in which an investor or group of investors holds securities in its name until the raider needs them. The raider used this tactic secretly to gain a large enough stake in a firm to take it over. This allows him to "sneak up on" the takeover target; the target has little time to plan a defense. 

Poison Pill: A condition or stipulation set up by the target company that forces the cost of a hostile acquisition to increase dramatically. The aim is to make it too expensive for the raider to acquire the firm. 

Risk Arbitrage: The purchase of shares in a takeover target with expectation that the price will go higher as the raider attempts to gather more shares. 

Shark Repellents: Methods used by companies to avoid being taken over. Poison pills, etc. 

Tender: A bid to shareholders to buy shares in a corporation. 

White Knight: A company that is friendly to the takeover target. It intercedes to offer better terms or a better price. For more on this topic see the Cash Flow strategy. 

 

Identifying Takeover Candidates

If an "outside" (not part of the process) investor can anticipate a takeover and buy stock early, he could make a profit when the buyout offer becomes public. If he gets in early and can get out again soon, he may do O.K. However, predicting whether a company is a takeover or merger candidate is almost impossible. Some investors and arbitragers try to profit from takeovers by buying stock after a takeover is announced. They hope that the stock will increase to the breakup or target price. However, this strategy often backfires. If the takeover does not go through, the stock price will drop back in price. At times, even the big-money inside investors failed and lost millions of dollars. 

Ivan Boesky appeared to have been blessed with a talent for knowing in advance when a takeover attempt was to be made. But then the SEC and the public learned that Mr. Boesky got his takeover information illegally from inside sources. Honest investors have a tougher time finding these deals. This section will show you some methods that may help you identify takeover candidates. 

Cash flow analysis helps investors identify potential takeover candidates. These calculations also help determine the target, or breakup, price. As noted earlier, if the stock price is below the per-share breakup value, the stock may be an attractive takeover candidate. Also, as discussed before, takeover artists look for strong pre-tax cash flows to pay off the debt they will incur in buying the company. In addition, a firm that has undervalued assets is more vulnerable. These assets can be sold off to pay the debts incurred in a takeover. 

Purchase of 5 percent or more of a company's stock by an investor may be an indicator that a takeover is in the making. The SEC requires such investors to file a Form 13D documenting their large stock purchases. Barrons reports 13D filings each week. 

 

4.  Other Potential Takeover Signs

· A stock selling below book value enhances the raider’s chances of breaking up the company and selling off pieces to regain some of his takeover costs. 

· A low or zero debt allows the raider after the acquisition to "load up" the company with debt to pay for the purchase. 

· A strong balance sheet, 2 to 1 current ratio or greater and a big cash account. 

· A P/E ratio equaling 10 or less. 

· Stock selling at 7, or less, times the current cash flow per share. 

· No large pension fund liabilities. 

· Shareholders who are not happy with the company's financial performance, or its stock's recent performance. 

· Other takeover activities in a firm's industry group. When Northwest Airlines parent company, NWA, was being taken over, rumors flew that United, American and other airlines were also takeover targets. Entertainment companies went through the same speculation. Takeover speculation occurs when Wall Street feels companies are undervalued. 

· Stock is trading near its 52-week low. 

· Management or insiders own less than 5 to 10 percent of the stock. 

· A known raider or LBO artist holds 5 percent or more of the stock. People like T. Boone Pickens, Carl Icahn, Asher Edelman, Saul Steinberg, Ronald Perelman, KKR and the Bass family have participated in LBOs. 

· Institutions like mutual funds, pension funds and insurance companies own more than 10 percent of the stock. Institutions will tender their shares if the buyout price is high enough. 

· Listed below are some of the assets that the acquirers find attractive, i.e., assets that can be can be sold off to pay down the debt used to buy a company: 

· Profitable and marginal divisions of the company. 

· Real estate carried on the books at the historical costs rather than its true value. A few large U.S. companies own real estate or investments in Japan that are worth fortunes. Examples: Chrysler's stake in Mitsubishi's car operations, Ford's minority ownership of Mazda, N.W. Airlines real estate in Japan and Shaklee's subsidiary in Japan. 

· Film, video and record libraries for entertainment companies. MCA and Disney have very valuable libraries. Ted Turner paid a fortune for MGM's film library. 

· Patents; long-term low cost leases. 

· Strong customer franchises. A good example is the Wall Street Journal; it would take hundreds of millions for a possible competitor to duplicate WSJ. Investor's Business Daily has come close, but WSJ has a very strong franchise. Other examples are TV networks, local TV stations and newspapers. 

· Trademarks or brand names. When Kohlberg, Kravis and Roberts (KKR) took over RJR Nabisco, KKR was buying both the company and its valuable trademark brand names like Ritz Crackers and Oreo Cookies. Even grocery store shelf space corralled by these products is quite valuable. (If you doubt that, try getting a line of your own cookies on a store's shelf. Even if you offered to give the cookies to the store free of charge for a year, they might refuse you shelf space.) 

 

