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Foreword

In much economic and political discowrse, the word “market” s used ina
vory gencral and abstract sense, meaning the organisation of activities
through voluniary exchange transactions. Thud “the markei” is
sharthand fior private economic activity in general, and stands in contri
(o the burcapcratic or other methods of organising producton and
digiribution. But ‘marker’ also refers o the paricular places and
insttutions whose purpose i is 10 facilitse exchange. We often take
thizse for granied, forgeming that many are ihe product of ceniwriea of
evolution, and that some mre more effickent than others. In rocent yemrs
economists have come 1o devote more atiention 1o real-workd markets,
attempting 10 understand bettor how they work, and 1o cvalusie their

The studies presented at the conferences reponed in this volume
belong io thin geswre, They are concemad with the “market for corpomie
comtrol®. The market places where transactions sffecting the control of
companics occur aro the stock exchanges — without doubt the most
highly evolved and sophisticated markets that we possess.  Participants
hﬂﬂmmndﬂnnmmm
have been devised for the win — and sometimes conllicling —
purposes of facilitating transnctions and prosecting the panies o
tmnssctions. The postibilities for conflict between thess desddernla soem
o be particularly obbusive in the case of imkeover contesis, presumably
hulnuulmmmnﬂhln;ulmﬂultmm they are either



An endrmous amount of empirical data has been distilled in sorme of
the studies roported in this volume. The svailability of sound factual
information is indispensible 0 reasonable debate on these lomes. Bt
the facts mre not cnough — they have 10 be interpreted. In this
comnection the conference format is most useful, i that il gives scope
for inserpretations 10 be explained, challenged and clucidwied

Ross Parish



Editorial Note

This book presests the proceedings of two conferences, one held in
Auckland and one held in Sydney. The conferences had the same title
and theme, bat they differed slightly in their content, and of course the
discussion ot cach conference reflecied the concerns of the participants in
cach country and the paniculur imstitutional amrangements in that
The papers by Peter Dodd, Gregg Jamell, Christopher Chatiway, and
Peter Dodd and R.R. Officer were given at both conferences. Al the
Auckland conference, Colin Patterson and David Emanue! presented
mmm.:wmm In Sydney, Henry Bosch, Fred
; , and Philip Brown and Andrew

Dougall Horin gave papers on the



Corporate Control:
What Are the Issues?

Peter Dodd



Prier Dodd is Professor of Management and Director of the Centre Tor
Rescarch in Finance at the Australian Graduate School of Management,
University of New South Wales. Previously he was Professor of
Finance and Accounting at the University of Chicago and he has mught
ot the Universities ol New South Wales, Queensland and Rochester. His
rescarch and comsulting interests cover a broad area of financial
management with particulsr focus on mkeovers  In 1985 Professor
hﬂ—-ﬂu[ﬂ:—:nm et e bopeesre s

Smadics 1o & maje emigrrical study
of the effects of tkeovers in Awsiralia. e
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Corporate Control:
What Are the Issues?

Peter Dodd

Intrimiuction

Mo single issoe in business had atiracied more media stiention over the
pasd ten years than Lkeovers.

While acquiring compunies has slways been 8 normal part of
business activity, public atiention has focused on the apparent icrease
in both the number of takeovers and the size of the firms trgoeted. The
anempled wkeover of BHP, the largest company in Ausralia, has boen
headine news and the subject of debate in publc and private circles for
soveral months.

The increased public prolile of @keovers has stimaulaied o vigorous
debate on their economic comsequences. Many claims have boen made
suppart of governmenl atervention 1w restricl and further regulate
takeovers. Such proposals are not new and there already exist a number
of legislative provisions thal esmbody a policy towurds takeovers in both
Australis and New Zealand,

Inierestingly, the current public policy dehate om takeovers is not
restricied 1o Australia and New Zoaland. Similar debates have arisen in
the United Kingdom and the United States. Although some of the
specifics relate 10 local regulmory provisions and o proposed policy
options, there appears 10 be a good dead of common argument in the
different countrics.

Al lssie in the debate is whether taikeovers as CoMorule investments
creafe value and enhance resowrce allocation, 1f they do, regulation
imposing costs on and restricting such investments iy detrimentul w the
overall efficiency of the econaomy. 1T on the ather hand mkeovers ae o
value-croating investments but instcad impede the market's effons o
allocate resources, regulation may well be wamaned.

If regulatory policy wward takeovers i3 motivated by elforts 10
ensum resources are pul 0 their most valuable used, the conflicting
WWMHMHMHIHI-&MHM“



Tateovery and Corporate Control

These Conforonces are a unique opportunity for such scrutiny,
ﬂphiﬁ the different sides of the debale we on the
representatives of the securities commissions of
:ﬂ.!ﬁ#mzﬂlﬁhﬂﬁmmhﬂd‘ﬂpﬁﬂm
contrasting views on the appropriste regulation of lakeovers,
mlnﬂmyp:l':yﬂ - o b ol
one securities jurisdiction would be so
tifferent from another, Mhmm“mmm
different premises the economic role of takeover.
uu:um for these Conferences is w0 discern and
evaluate mm-hlﬂuhw-dm
proposals of the different securitics commissions represented.
Mﬂmunmmwumwm
and therefore which regulmory course 5 more spproprare”™

To entablish a basis for wday's discussion | propose o present @
wiew of wkeovers as investment decisions and transactions that faciliate
the optimum allocstion of resources i the economy.! This economic
analysis argucs that keovers are important vehicles for creating value,
which is available 1w the various parties who contract 1o share this
ncreassd corporate wealth,

This view of takeovers is not withoul its critics, whe do not scoopi
that the market for corporate control does all that o claimed. At one
level the criticiam srgues thal wkeovers are nothing more than paper-
shuflling ransactbons that generate profits from shire trading withow
any real value being created. At another level, it is nocepted that guins
are made from wkeovers but argwed that without ughily defmed
wwﬂ:ﬂ:nh-mhmmnuuﬁu

or earncd B the expense of unprotected and unwilling ployers
in the keover game. Some of the allermative arguments will be
considensd later in the paper.

The Economics of the Market for Corporate Control

The exisicnoe of a well-functioning market for transforming the control of
compmations has important econamic imphications, and economic theory
sitributes greal imporisnce o the robe of lakeovers. To many casual
Mnmﬁu“mmmwm
hmhmmmmnﬂmﬂdﬂm
is & spectacle of managerial empire-building in which sharehalders’

The mrguments presesiod her are mars filly deveioped in Corporaie Congrd,
Ecanomic fifficiency and Shoreholder Justice by Peter Dodd and R R Officer
{Sydmuey: The Centrs For Inependent Studaen, 1 986).



Deodd: What Are the [rours?

imereats are routinely sscrificed w0 a intent on enlarging its
mmhﬁﬂmmwﬂﬂﬂ:mﬂ
target companics usmlly view tkeover chalienges s an unwelcome and
unjustified nulsance, interfering with their efforts 1 ron the company.
To them, the takeover offer i3 divizive and hinders the operating
activities of ihe company,

However, economic theory argues that the market for corporate
control provides the mechonism by which company assets can be

pay more for it than it is worth w0 the current owners.  Where
is unable 1w extract the most out of assets and inhibits their

or o those who can, & takeover or & tranafer of corporate control
may be necessary 10 ensure that the assets Minish sp yelding iheir

impression may be gamned that the market for corporase control
I:mhwduhu-uhmumthiﬂwrmmmn
incompetent management; however, this view s (oo extreme.
mﬂm“hwm“ﬂdum.mﬂu

company is

allocation of resources within the economy. Such s change does not
imply that the previous management was incompeent of the boand
derelict in its duty; it simply implies that there wan 8 more effective
team available, In the same way that we may replace a piece of
mmhmwmmn.m.ﬂmm
Eﬂmﬂ w0 the benefit of a company, 0 (00 Can managemend

A commaon ery from those who are critical of akeovers is thai most
of the companics tugeied for scquisition are nol in & sae of decline and

3



Takeovery and Corporaie Control

that the wkeover is not pustified on any ‘failing-firm’ crienion.  Clearly
this is true, but the fundamental objective of corporate management s to
maximise the value of the msources under its control, not merely 1o
maimiaen their valoe.

In a dynamic comporate world, managements are constanly socking
new investment opportunitics with expecied profits grester than existing
investments of greater than the retum they could get from the capital
market as portfolso investors. Competition among managemnts for the
control of corporate assets promotes elficient modes of productson and
distribution, eliminating processes and organisational structures that are

Recondinoning,

constantly
ihroughout the economy. Il a property developer believes that a piecs of
land could be more successhully utilised by a particular devlopment than
It is by the use the current owner is making of i1, a trade will gencrally
occur, iypically of land lor money, and bath parties will gain.

We must ask why many of the critics of keovers are willing 10
accept froc and vregulated trade in real sasets but bridle ot the notion ol
trade in the comtrol of bundles of assets (Le. firms). O course,
companics are more than jusl a collection of real assets. A crucial
component of their valoe lies in the organisational structurs and human
capital necessary 1o produce the outpul for the firm Trom ils assets.
However, all these components, the organisational structure, the real
asseas, and the control of those assets, should be suscepiible 1o change
or replacement by a more elfective or elficient ontity. Economic growth
and the equitable disiribution of wealth is unlikely 10 occur unless the
existing siock of wealth is put 1o s most valuable use.

The takeover market is o secondary market for the control of &
compary (i contrast @0 3 primary market, where capital is raised by the
company from the public, typically by way of a prospecius), In the
same way that sccondary markets for assets generally allow for the
transfer of those assets 10 more effective uses, so does the market for
corporuie control enable bundles of assets, or firms, 1©0 be put 10 more
effective uses. wmﬁhmﬂmm:ﬂmﬂmmm
ot left intict on i i e mieiif of thoss
assets that increases the value of the firm and makes the wkeover
worthwhile. However, it is a mistake 10 confuse the redeployment of
asscls with the destruction of asseis. Too often critics of tkeovers
apparently believe that as o result of the wkeaver there will be fewer real
asiels svailable for sociely's use. This is wrong. Why would an
acquiring company destroy assets that it has pabd for? Further, why
would & pay more for those assets than they were worth 1o the former
owners — the sharcholders of the acquired company — unless it
expected 1o be able w0 utilise or redeploy those assets in a manner that
would give them greater value?
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Even il, with hindsight. a mkeover is judged w0 be unsuccessful, the
mﬂ“ﬁhwnmﬂrﬂﬂnﬂhhhmhﬁn
iheir original are nol, the uiffered by those
miwﬂthMMH be far preater than if they
are. In short, there are penslties for aking over assets where the
expoctation that the assets could be wtilised more effectively is wrong,
and the greater the error in expectations, the greater the penalty. An
entreprencar who maked & nomber of mediocre but nol disastions
takeovers will slowly lose resources and the ability 10 acquire new
companies, Lo more assets. Whereas an entreprensar involved in a
disastrous takeover will bose signilicant sums of money and in all
Miwﬂmmmm}hwmmﬂ:hﬂw

Thuhururukwmdnﬂmludmmuuﬂ:udemr
mkeover will prove to be & good decision. There is evidence indicating
that acquiring [inma afer a mkeover have not always reallsed the gnins
that manggement expecicd to accnee from the ksover. Should this be
surprsing? OF coorse not. ALl major mvestment decisions invalve
uncertaingies. A well-rescarched investment proposal is expecied w
increase the valee of the firm, but there can never be o guaraniee. Afier
the fact, many managemonis may come lo rue their investment
Sopisi

Thas the overriding implicason of the economue theory of wkeavers
is that these transnctions are valoe increasing. Thin is precisely the
mmuﬁpa:mmmmumnimunrmum

economy. On average, the combined valve of two firms aficr an
acquisition will be preater than the sun of the pre-acquisition values of
those firms alternatively, the value of the combined entity will be
greaier than if the entities were kept scparate. The implication thag the
mmnﬂmmuhmmmumumma
valoes is westable, but the implicanon tha the value of the
combined entities is than the value of the sepurate entitics
would have been the scquisition is not, slthough they are
ciearly related. In these circumstances, il scems reasonable w infer that
Hﬁlpﬂl-ﬁqlhuiﬂﬂuhmhﬂlhmﬂfﬂnp‘—
values, then the two entities” value will be greater than the
wum of the values of the single entities would have been, and (hat
takoovers are value creating.

Before considering the role of evidence in the policy debate,
musl recognise thal many commentalors dispate the shove theory, The
disagree not so much with the internal logic of the theory but with its
relevance. Many argue that this model of takeovers is *strry-eyed’
far (o0 optimistic snd idealistic a view of the motivations of

LE
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These critics 4o nol e tskeovers as enhancing economic efficicncy.
Instead, akeovers are variously seen as wasting valuable resources by
disturbing and spliming effective and efficient companies, or as
mﬂﬂmhﬂmﬂwﬂd; mfﬁﬁhﬁmm profits
without enhancing real sconomic : itly or implicitly, the
critics contend that wkeovers do not, on balance, creste value, They
belicve that any gains aro cither accrued ol the cxpense of incumbent
targed sharcholders and managements or are financed unwillingly Iur
sharcholders of soquiring firms whose managements porsse kedvers for
reasons other than the search for profite. Some even argue that the gains
come from the pockels of Gxpayers in general.

Anti-Takeover Theories and the Promotion of Regulation
of Takeovers

of the arguments sied 10 denigrale keovers and promote farther

restricting corporae acquisitions are, on closer inspection,
dubious, Some of the more popular inclode the
Takeovers are just trades im paper securities that do

not prodoce any real benefits. The notion that the secunities,
representing claims 1 the assets, can be divorced from the assets reflocts
a failure 1w understand the logac of the balance sheet Clearly, the trade
in seceritics |3 o trade in the dile o assets. Profits made from soch a

The critics of profits made from such 8 tmde imply critcism of
profits mode from capital gains, whereas they would

capital gain reflects changes in the expected future beneflis.

What could cause the change in expecied income (henelits) and
therefore the chunge in value? In a mkeover, if the fowre ncome of the
entity is expected w0 rise a8 & result of actions taken by the acquirer, then
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jurisdictions s & rule 1o force acquiring firms 1o disclose what they
intend 1o do with the acquired sascts. As well as hilin..lﬁmqﬂ:
that enwreprencurship is a scarce resource, such

recognise that information costs money; it 15 not a froe pood. l-lu-r'lml
would you play a game whore you spent money discovering ways o
create of w0 be forced 1o give up your

m
I

the argument against “paper profits’ is that share
Mhmm&uhnﬂyﬂmmdm This could
also reflect a failare o recognise the logic of a balence shect. However,
suppose security prices conmisiently underestimated the true value of the
mu:mmnmmhm
they can lead hwdhlﬂlﬂﬂﬂ
cold be atripped from the and those who place &
m.i f securitios consistently over-

i invediors in the sharemarket

and any corporate raiders would get lower returns than those who
bypassed the sharemarket in arder 10 control the msets. [t would pay 1o
buy the sssets in the assol market and sell seournities againgt those asscts.
Those who belicve that share prices do not reflect economic valucs
rarely attempt 10 explain what in fact they believe stock prices ane based
on, or why corporate managers continge 10 act as though their firm's
performance is reflecied in sharo prices, or why annual changes in siock
prices are strongly correlated with the subsoquent announced camings of
companies, or why analysts and professional invesiors spend huge sums
trying to forecast sccurately these camings and trade on their
eapectations, of why legions of investors continue 10 invest in
professionally managed inveutment wechicles, or why governments,
busineis and others look o the share marko! & a leadisg indicator of the

3
ga'
E

FE
i
E
i
;
i
i

|

Finally, those who dould that the valos of an assel reflect s e
beneflis or income must explain why liaed interest sscuritien such as
treasury notes, government bopds and the like are consistently priced
according 1o the expecied income from holding the security, Le.
according 1o the principles of net present value. What i the inherent

with the underlying link between shane preces and economic performancs
that is implied in the theory of valuaton,

Corporate lakeovers wasle resources. i i3 not uncommon
to reasd in the press complaints about the “pillaging of grand old
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compamies”, mﬂwuudnmm and the like.
Chearly, if there was any “mping’ or " al urgel companiss we
woithd expect the price of thelr shanes 1o this sharchokders would
suffer losses, not m they currentdy do.

A more bt no bess fallacious variation of this theme,
il thyt incumben; managements and hoands ane forced 1o devole 100 moch
of their tme and company resources o preparing defences againat
-l—dm-ﬂﬁnd:hhnﬂhmhumﬂuﬁm
(and implicitly it shareholders). mmhumdudhnl
staternent that managers who sce a threat o incumbency will aleer
their investment stralegy to enxurce that shori-term profit performances
are enkanced, The argument runs that profitable investments in long-
mﬂ%ﬂ;ﬂﬂmﬂhm
S managers search that will

bl mwﬂ pwd:uhh'l
the price of the companies’ shares. The punchling is that such action
ultimately redoces the econamic prosperity of the nation as & whole and
fusture generations will suller because of todey s corporse miders.

This argument unplics thal the best defence against un wnwanied
takeover is a high share price. 1 have no quarrel with this; indeed one
would hope that management 15 continually conscious of the value of
the assets it controls in the interests of its sharchalders. The argument
also recognises thal long-term investment decisions such as rescarch asd
development are, in some cases, value-maximising decksions, and if their
positions were not threatencd managers would undertake such
invemtments. Bul now Whe fallacy emerges we are meant o believe that
managers will pain immunity from takoovers by opting for & series of
mwmwmumﬂam-m&
long-term strategy fMaw is that the long term must be the
ﬂndmnﬂnnnﬂu the long lerm a series of suboptimal
shori-term decisions must result in poorer performance than the more
vilusble long-1erm decision, Are we 10 belleve that the bubble will
mever bursit? Unless the proponents of this line are prepared 1o arguce
that there is & series of short-lerm hwﬂudnn-mnmn
sccumiskue over the long term 1o the equivalent performance, in which
case there is no social o 1o be concemed with, the suboptimality miest
emerge as the market's expectations are not achieved. Other firms no
facing the implicd threat of akeover will initiate the optimal long-12rm
invesiment and thelr superior performance will expose those
firms who the suboptimal strategics.

This focus on the short term suggests that takeovers occur because
capital markets cannat recognise the inherent value of sound investment
strategies. Such an argument contradicis the vast amount of
accumulated evidence that indicsies & persisient search for information
for valuing shares. This is highly competitive activity, because any

0
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bias in the markel towards concentrating on the short lenm OfF any
segmentation in the market between the shart and long temm opens up
opportumities for profit making by arbitage. 1t is troe that the threst of
akeover probably forces the incumbent management s spend a kot more
time trying 10 convince the sharemarket that i s dosng s best by the
company and that the share price bewg offered by the scquired company
is insufficient for control of the company o be changed. This means
the management will be spending a lot of time providing the
sharemarket nnd its sharcholders with information that previously i had
been diginclined o release (somatimes for a good reason, e.g. it did not
want the information (0 get into the hands of competitors), However, as
we have already indicated, an ondervalued share price leads w a
misallocation of resources and sociely as 8 whole, as well as the
sharcholders of the larget company, suffer. Thersfore, we cannot
conclude that the incumbent management's time and effort spent
the market with information i3 wasied.

We have alresdy mentioned asset stripping, which is another
vanastion on this theme — that (akoovers wasic resources.  Acguiring
firms are viewed as miders gainang control of valuable assets, which are
then sold off separniely 1o reap profits for the raider. 1t is true that many
scquiring firms choose w divest some or cven most of the acquircd
asscts, but how is this different from other sales of real assels via
transactions without takeovers? Mo one coerces buyers (o pay higher
prices for siripped assets, so apparently the assels are worth more apurt
than they are a3 & bundle in the finm, Asset stripping. in contrast 1o the

popular notion, increases sconomic elliciency since it st with
those who value them most and who can ¥y pet most from
them. Therefore resources nre being betler allocated,

Corporate takeovers promole excessive borrowings.

mmmmwumwumﬂm
acquired firm a3 well as offering col from the assets currently
controlled by the aguiring firm. This places the acquiring [irm in a
much higher risk class, and therefore it should not be surprising that
oocasionally, parts where the takeover has proved umsuccessfol,
the acquiring company will be forced 1o liquidate ssseis o, in the Limit,
itself. However, this is an isspe comcemng the acquinng company s
management, shareholders and whoever s flinancing them inio the
akeover, and not an issoe that should concem those related 10 the
acquired company,

In this respect, keovers are like any other investment docision
financed by borrowing: the more highly geared a company the greater
its risks but also the greaser its expecied retums. The cost of ervors of

sharcholders and also the lenders. With hindsight we can see where
financial gearing has led a company into problems. However, if il is the

1
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concern of the acquiring company's sharcholders, eacessive gearing
should be reflectad in the share price of the company, which in tm will
asually make it mare difficult to rise funds mnd therefore consummaie a
ticcover. In shory, the market provides an adequate discipline for those
that may be inclined 1o indulge in ‘excessive’ borrowing und does not
require further regulation in the context of wkeovers

Another argument that has been wsed in the coniext of excessive

Is that the money used (s from overscas, which increases a
country's net indebtedness and therefore is undesirable. It is intereaing
1o mote that this is almost the inverse of the old call o "buy back the
farm’, when governments were exharted 1o prevent foreign ownership of
local assets. The point that should be recognised is that the barrowing
and the selling of the assets are both commercial decisons. Presumably
those who are borowing believe they can repay the loan, and those whao
are lending believe that they will be repaid. Further, the acquirer of the
assts belicves they are worth more (o him than the cost of the debt and
the sclier of the assens believes he can do more with the capital sceuired
through selling the assots than he can with the atset. Any restrictions
on borrowings will frustrate and perhaps block the benefits sccruing 10
all these parties. Morcover, regulating bormowings in a takeover consext
10 preserve some macrocconomic goal (such as the level of national
Indebiedness) is hardly a sensible way of pursuing such & goal. Such
selective measures incvitably lead 10 internal rescurce misallocation
where wme nvesments are penalised and others are nol

Another objecuon o financing takcovers by debt is the use of whal
have become known as “junk bonds®. The term onginsied in the LS and
refers o bonds {debentures in an Australian conlext) with high interest
rales isued o finance & akeover. The high inicrest mics are roquired
because of the high risk anderlying the security, hence the perjorative
litle "junk’. There are atiompis in the US 10 proscribe the ase of such
bonds, specifically in company takeovers. Ewen in Austrulia, for
example, there have been calls for regulation to prevent the use of such
lmancing in mkeovers, before the method dovelops,

What those calling for regulstion of such bonds are recommending
are inesest raie ceilings on debd securities, although they do not express
it a8 such. Price controds for debt securities? Where elie can we point
10 such a control that has not led 10 the rationing of funds with the
incfficient use of capital. The positive developmenis in the financial
mﬂ:ﬂhl‘ﬂhﬂq' the Campbell Repon, have all been in the other

The paint has already been made: who bears the cost if a junk bond
tisver defsnlis? Clearly, the purchasers, Were they forced 1o purchase

such high yielding bondsT No. Then why shoald they require
Miuhd.nﬂdnmtﬂuivﬂrpmmnﬂm
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a blanket prohibition on the issue of such debt? | do mod heliove so.
‘Therefore, are all those who are satisfied with thear investmen in these
high sccurities o sulfer 1o protect a few? The defaull rate
among junk bonds in the US 1w dato has been low, bess than 2 per cent.

Much of the concern in the US with the use of junk bonds has not
been so much for the protection of purchasers of the securitics bt
concern that thess issues expand the level of high risk deld in the
economy. However, this need not be s0. The issue of company debt 1o
finance a takeover does nol noceasarily incroase the level of indebledness
of an economy, since the recipionts of the capital mised by the debt tsue
could always be using it o retire debt. In fact, in Australia, much of the
dehi wsed 1o finance takoovers has been in the form of beidging finance
until the company can rdse sdiditional equity.

In any event, the level of indebtedness of an ecomomy is really o
macroeconomic issue, 17 there is a biss wwards debt mancing, i is not
spocifically restricied o wkoovers bul affecis all lomms of invesoment.
The classical sysiem of company xation is 8 clear source of biss
leading 10 greater debt than equity financing, but the proposed change
an imputstion s system will remove some of this bins.

Shark repellents, polson pills and goldem parachutes.
"Shark repellents” e clauses insered in compamies’ Anicles of
Associaltion as 8 delerrend 10 possible wakeovers, n leas: contesied
takoovers, They typecally provide that certain groups of sharcholders be
given voting rights in the event of & Likeover but not othérwise.

Shark repellents 1end o restrict keovers and profect management,
and therefore, st frst sight, it would sppear that they should be

However, while | mm clearly agninst regulation thal nkes the
form of a compulsory shark repellent for all compaes, 1 believe that
companies have the right, providing it is consistent with their
sharcholders” wishes, 10 put in place such clacses, Providing such
:MnMTMMMWMmMm:u
significantly disadvantaged in a voie by sharcholders 1o insen such a
mmﬁmnmmmﬂmmmw
will benelit {rom such a clamse. The benefit i likely w come,
typically, from the greater security managemont may feel & 8 rosuli.

sharchalders, then it has much of (he same anributes as & shark



for shark repellents i 1o poison pllls and
Enalyshi appropTise

by
costs of the individual compenics — those who are paying for the award
Fliﬂﬂjﬂ“ﬂﬂﬂﬂﬂh“ﬂﬂdhﬂﬁuﬂmﬁu
L

different from a plece of land with a covenant or casement:
the price of the land will reflect the covenant or essernent so that an

awmre and willing purchaser cannol claim ko suffer as a2 consequence.

mm-rnmnnhmmmm; Debaie

collection of evidence on the effects of wkeovers, is a theme found in the
published views of all the major wpeakers at these Conferonces. The
bodies respoasible for securitics regulation in Australia, New Zealand
and the United Swies are cach represcaned, and each has in its own way
called fof an appraial of the cconomic consequences of Lkeovers
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In the US, many studics of takeoven have béen propancd over the
decade and the accumaulated evidence is vast Dr Gregyg Jarrell, Chied
st of the Securities and Exchange Commission (SEC), will

argue that there is @ srong consensus in the evidence used 1o formulage
the current SEC policy on takeovers, That cvidence has proves a
relinble base for evaluating alternative theories on tkeovers and has led
the SEC o reconsider and retract the anti-takeover stance thatl had been
popadar in the previous decade.

In Australis and New Zealand the evidence has poy been a readily
pvailabie. An imporont objective of these Conferences is 1o provide a
foram for the public discossion of recently completed studies on the
effocts of mkeovers.

Tt must be noted that some of the impetus for the emerging rescarch
on mkeovers owes o the initlative of the Ausiralian National

and Securities Commizsion and in pariicular o its
Chairman, Mr Henry Hosch, Mr Bosch has publicly endorsed the
importance of hasing regulsory policy on sound aralysis gnd evidence-
This endorsement 5 10 be commended and i i hoped that assessment of
the available evidence will become o more imponant inpul 1 policy
delibermions in the secoritics arca. Too ofien regulations over securite
markots and other aspects of business have been promulgated with bike
auention 1o whether or nol reliable evidence is avatlable 1o suppon the
perceived ills that the regulstion is aimed al fixing. The recent call for
the regulation of partial takeovers in Australia is an obvious example of
evidencs

As in 10 be expected there is competition in the research market.
Different studies use different and competing research methods, and it i
mol unusaal o find resulis soross stsdics thel appear quile INCORERIEAL
This is the case with the evidence on takeowers 1o be discussed here,

It should not be inferred, however, that the discrepancies negaie the
usefuiness of the studies. Indead, on closer inspection @t is wswal 1o find
a gread deal of similarity between sslics, One of the keswed for these
Conferences in i0 identify consisiencies in the resulis, and where ihere
are differences o decide whether those can be by the dilferences
in the methods and research designs atilissd. izsk s then Lo pgree
upon which resulls are robust and il neceitary direct further reseanch 1o
obtain conscnsus about the result and the policy implications 1o be

drawm from the theorics they suppaort,
Clearly the time constraings imposed on those Conferences make
Impoesible o achiove a thorough of the various studies. I s

possible, however, W decide whether the differences in resulls can be
reconcilad. OF course st the end of the day o jadgment mast be made as
to which of the results in the studies can be considered evidence on the
effects of mkeovers.

13



Takeowers and Corpaorane Control

possible 10 assess the implications of that evidence for policy. The

studies prescaied here. Even though Fred McDougall utilises a rescarch

deliberations is clearly dangerous, even though the
conclusions may be appoaling. The more robust the evidence the mone
it can coniribule o debats.
The history of economic regulation i linered with examples of
incomplede analyses being used as excuses o bolsier views
on appropriste regulation. The ultimate 1es1 of any theory is s abilicy
o0 withstand empirical investiganon. [If the policy deliberntions on the
appropriste regulatory fraimework for akeovers are 1o be based on sound
ﬂmm-mmwnwmu I

ik resalts 1o the alismnative theorics of akeovers. ‘Ihnnltpuwu-fd
framework that explaine the results of takeovers should be the one
influcoce regulatory policy.
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Introduction

In January of 1986, the Commissioners of the SEC voted on a wide
range of new regulatory initintives 10 fimit or curiail tender ofler
activity. This extraordinary vide marked the culmination of at least two
years of often contentious debate over the need for new regulation of
isksovers. During thix time, takeover critics had presssd their cose (o
new regulaiory constraimts based on novel theories of capital market
inefficiency. Promincot among the forums for debate of these isucs had
been the SEC's roondisbles and the 1983 Advisory Commines on
Tender Offer Policy.

The Jenusry mesting was extrordingry, not becase i marked new
regulntory initistives, but rather because it embraced o free market
philosophy towarnds iender offer activity, The Commission, olen by
unanimous vole, rejected further consideration of the following

proposals:

« 1o reguire that all scquisition attempts be made in the form of
any-cor-all offers w eget fim sharchalders;

® nmmmmmﬂﬂmiﬁmm
launching an atlempt;

* o requing cond mﬂmrtquhdmmﬂhyut

targed”s independent (thae i, disintercsiod) dirocaors

i hﬂmﬂ'nﬁn&nlﬂ mnrxpﬂmmj‘mu

mﬂﬂﬂmwmﬂmm
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* o require that in partial offers, trget sharehalders be provided
with an opportunity 1o wote on the offer in addition to tendering
their shares;

o prohibir or lmil pwo-tier offers;

o prohibit or limil ant-takeover amendmenis O corparaie
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that has occurred over the past six
remarkahle when viewed in the comext of the
had seen sciive intervention by both federal
i the scquisition arens,

that the is currently considering new
i offers, the focus is on abusive defensive
i t contrast w the pre-1980 environment,
the activities of Wdding firma. The
on possible regulatory

i
R
géﬁ}

|
|
g
i
i

changes: preventing opon market purchases during tender offers, which
Hiuwey Hate 19063, moaping et potson pills bo okt
- 5]

shareholder approval; and requiring that ail tender offcrs be made 10 all
sharcholders equally, in order 10 prevent exclosionsry offers, used
defensive measure by wargets (for exumple,

virtually exclusively as a
Unocal in 1985). In January 1986, the Commission revised the wender

federsl and smin regulation and coun decisions on weader offers over the
st M) years.

The 1960s: The Emergence of the Tender OfTer Debate
Unitil the early 1960, tender offers were infrequent and wsually

negousled. They were seldom used w0 gain control gver the objectons
of a recalcitrant teget management. In the late 1960s, overtly hostile



Jarvell et al.; The American Experience

bids, although still considered distaseful among Wall Sweet
mmmmmummmﬂm
r.mnuﬂlhu-lrﬂm "Saturday night specials’ — that is, first-

mnﬂmrlﬂmmnﬂhﬁmim:m
those sharcholders who responded in tme.

These vivid developments gave rse 1o a growing uncase over jender
offer 1aclics, and & perceplion in policy circles thal cenain clawes of
ghareholders were being disadvaniaged in these hostile control coniests.
These [ears were fanned by managemenis who suddenly perceived
themsclves as walncrable in an environment in which they could be

mﬂiﬂhlhﬂﬂmunlm:wmm Act in 1968, imposing
disclosmme and delay regulatkons on all cash-only wender offemn.

The response o the initial Williams Act restrictions was o marksd
shift away from cash vunsactions, towards “funny mongy’ — thal is,

thus subject only 1o the restraints embodied in the 1933 Act. This shifl
quickly prompied the 1970 amendments 1o the Williams Act, extending
the Act's provisions o cover all tender offers, regandless of the medium

Critics” charges during this perod, which were largely responsible
for both the original and the amended Willisms Act, focused on giving
markel participants sufficien time and information o make a ratkonal
choice among compeling managoment teams. The shon, speedy
mkeover was portrayed as the work of “pirates’, who financed (he
wmlmnﬂwlwmﬂtfnpmm;mmdmum
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were nod boyers or selfers of secunites such standing under previously

ﬂiﬂhﬂ"-l
In 1970, umendments to the Willlams Act made three importani
changes. The threshold percentage of stock ownership that triggers the
various disclosure requirements was tightenod from 10 w 5 per cent.
The scope of the law was expanded to cover exchange as well as cash
offers. Fimally, the SEC's power 10 make new rules under 14(e),
0 provent fraudulent and manipulative activities, was expanded

mmhmﬂﬁuwuﬂ:um-ummm £
shareholders from abusive bidder mctics — ﬂapljmdh‘ﬂ'l::-:—

by trges shareholders with sufficient information mnd Lime 1©
whether or not 1o participate in any particular tender offer. It wa
remsoned that effective disciosure requirements, coupled with greater time

for deliberation and a vimual guarantee of fair participation (the resall of
pro-rationing and withdrawal rights rules), would remove the supposed
mctical advantages that hnd allowed bidders i stampede trget
sharchalden into accepting an inferior or suboptimal offer.,
ﬂﬁpnhm:tmﬁhn:mmm”
ing formal

formally respond 1o hostile bids. The Acl was more neutral than many
advocates wished it 1o be, staying away from imposing long, restrictive
minimum offer periods, merit regulation of offars’ faimess, ond advance
disclosure of block ownership. Nonotheless, despite lip service o
neutrality, the Act's overall effect was to tip the scales against the
perccived "parstes’ making hostile bids.

The paracy theory, i true, implies major inefficiencies in the markei
for corporate control.  Indeed the theory ithai fromni-énd-koaded,
first-come lit-serve ollfers can succood by forcing targed sharcholders o
accept offers having biended premiums inferior 10 expected future values
In the extreme, piracy otics could succesd even when piraies offer no
wmhmpﬂﬂq Were this the case,
clearly, uneconomic aoquisitions would ooour.

A reading of the congressional debate on the Williams Act reveals
an even sronger concern, with inter-sharcholder equity. that guided
lawmakers. The concem was that some sharcholders — those with
differentially poorer information or sl some distance from o control
contest — would be effectively denied the opportunity o participaie in a
iender offer. Tt was this concern — that some sharcholders would be
dissdventaged by speedy, secretive takeovers — that led to the codifying
of pro-rationing, withdrawal rights, and minimum offer periods. Even
the disclosre requirements are largely justificd by this equity concern,

The corporate piracy myth, which served as the economic (as
opposed 10 distributional) justification for the Williams Act, was in fact
ol based on any solid empirical evidence. The Williams Act heanings

22



There is both casual and scientific evidence that the Williams Act
has had & profound distnibutional effect. 1t has shifisd 2 tignificam
portion of the gains from tender offors from bidding to target
mmm&wummmhmn
fomer maltibidder, or auction coniests, and pre-omptive bidding,
hmﬁqmlmdln:l Beadley (19807, averuge blended l’ﬂw
is, average gnins per chare) paid 10 wrget sharcholdens
m:jpnnmlmuumrmmlmmnmﬂpum
Concurrently, net-of-market stock price gains 1o bidding shareholders
decreased from about 9 per cent 10 less than 6 per cone

This evidence ralses concern among economists that these
distributional shifts, from bidding w0 wrget sharcholders, may
eacastively discourage productive investment in takeover activity,
Indeed the speedy, secretive, pre-Williams Act iender oflfer, which cannol
hummwum mlﬂl-dmmm|dmnhmmmhﬂm
o 8 problom of avoiding expropristion of valuable, keover.
related information.  With enforced delay and disclosure, bidders are
assurcd before they start of 8 lower return on investments in keover-
related indarmation.

The social price of expropriation is measured in terms of the

efficiency-
increpsing investments in keover-inducing activity. To the degree that

mkeovers reflect desimble competition smong manugement leams, the
Act’s promotion of suction-style conlests may in ihcory seriously

n



by bidding
Tarrell Bradlcy (1980) document evidence that suggesis
deterrent effects from the Willimms Act, inferred from a
mensure of the value of cash weader offers relative 0 new business

In the legislative arena, by the end of 1978, 3 sutes had passed
stnlulen goveming akeover aclivity thal were widely viewed as much
tougher on asparing acquirers than was the original Williams Act jself.
State tender affer lows based thewr jurisdicion over ender offers upon a
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of faciors, incloding the wrget’s sar of incorpomuion, its
principal place of business, and the location of its major assets.  Almost
all state stalwies exempicd sonder offers that had the approval of the
target's board of direciors — eloquent testimony (o the often direct

|

mmmmmuﬂumunm
wore their administrative procedures, by which hostile tnder offers could
be significantly delayed or prohibited cutright.  This amounied to de

target management. Grounds for reliel rmnge from simple Willinms Act
dizclogure violations, o trumped up astiirust probibilions erecied st the
behest of the wrget. (Legal and cconomic experts have pointed o the
rony of 3 polential beneficiary of monsopolisation ing for coun-
ardered relief from increased profiabdity.) During this period, litigioas
targets were very successful in ining. st a minimum, significant
delays in the execution of unwanied from the courts, sisie
MMﬂwm.‘ﬁu

most of these pew interventions inm the operation af
mmm{mﬂmmmwummm
companics olien became akeover wrgeds simply bocause they were
linerally mispriced — undervalued — by the stock market [1 was
contended that because wrpets wese undervalued, s wvvy badder could
offer substantial preminms for target firms, while stll paying far below
?Hﬂntﬁﬂhm By this theory, it became the duty
et 0 defond vigorously against even high-promium
offers, in order w0 protoct shareholders' true inlerests.  Hemaining
independeont, it was argued, would offer shareholders greater rewards over
the long term tan were olfered by opponunistc bidders seeking shori-
EETTR iR,
M:-ﬁ'h-ﬂumh“h*' Rl e

cours policy srens, based nol on stampeding
sharcholders with (now illegal) ‘coercive’ offory, but oo a fandsmental

3
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inefficiency in the siock market. Again, virually no sysiematic
evidence was offered by undervalumion proponents o validate this
theory. However, this did not dampen its reception in legislatures,

I
|
!
|
E

The evidence supporing the delerrent effects of stae tows s found
in the woek of Jarrell and Bradley (1980). Specifically, they find
average premiums for rgets covered by stage bews increased w 73
cenl, a8 compared o 52 per cent premiuma for Gergets covered by
Williams Act alone. Bidder declined from 6 per cent (0 4 per
cent. In sddition, there is t evidence of deterrence, shown by the
relative of takeover bids aguninst trgels with and without staie
protection. The of all iakeovers, bath friendly and hostile, for
in-stale corporations declined significantly after sates passed anti-
takeover siniules

Concurrently, strong evidence against undervaluation and in suppon
of an elficient markes for corporate contral was published by several
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event of tkeover defeats, Inwi:i!p:mﬂnlﬂuﬂd,ﬂ'ﬂm“
price reversion, not cormection, for defeating wrgets.

Thus, in the 19708, there occurred new palicy inltistives o
limit tender offer activity, provoked in no small measure by the
conceriod iof munagements who, lecling themaclves threatened,

:
.
3
i
i
i;

mmmmmﬂ the siock markef generally, Evidence on
the validity of these theories was slow 1o develop, but s was the case in
the 19608, uitimately served 10 rejoct the theoretical justificathons for the
Bew markel festrainis,

The 198ks: Reliance on ibe Market and the Waning
InfMaence of Husiness Interests

By the laie 19705, & marked shift can be seen in the evolution of legal
opinion on mkeover activity, particularly on defensive siratepios
employed by hostile targets.  The decade produced a large number of
cases in which coun-imposed delsys resulied in consideruble harm
target sharcholders. In somo cases, court sanctions endod hostile ruids,
with commensurate domage 1o target sharcholders, who losi large
takeover premiums. In other cases, coun-imposed delays carmies] clear,
vivid costs that were of Do obvious economes meril

An excellent example & the protrmcied, (wo-vear-long contest
berween Ronson Inc. und Liquigns SpA. Ronson launched overlapping
court challenges o the Liquigas ender olfer m virtumlly every available
jurisdiction, nal one bul over a dofen scparae, coun-ordered
delays and extensions.  Ultimasely — ot the end of what had become a
wirtual circus of litigation — the Liguigas offer was fownd, by all courts,
o violue no laws or regulations.

As o resuli of these coniesis, by the late 1970k the courts wene
beginning 1o reverse their long-sanding tendency 1o granl temporary
injunctive relief virtunlly astomatically, They began o resent the
consani presswe [fom gt mAnagemenss o serve 34 menit regulsors
ol takeover activity. m*lnﬂwmwnm
inierpretation of both legal and regulatory consiraints, reflecting a
growing appreciation of te harm thil was arising from legally-imposad
telays.

These wends are illustrated by the (nct ths singe 1980, one cannod
find & single case in which litigation alone has been suflicient to defeat
an unwanted takeover bid, This is in muerked contrast 1o the early 1970%,
when defeats based on permanent coun injunctions md interninable
court-imposed delays were frequeat  Thus while managements’
discretionury defensive wctics were still generally uphickd in the courts, it

|
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Tmmnuuﬁmummm
in and of iwself,

Increasingly frustrated in the courts, managements seeking relicf
from takeovers and the threat of tksovers wmed to the legisdative arena
with remewed intenaity. Theilr efforts were foalled by a newly booming
markel in merger activity, mﬂhfmlmhdlrum:tiﬂ

viriually all other sisie anti-tikeover liws. [n their raling. the Justices

state laws (o.g. those (n New York and New Jersey), and will almost
certainly assist in challonging thekr constitutionality,
Hmimummummuwwf

This battle was & direet facior in the convening of the 1983 SEC
Advisory Commitiee on Tender ONfer Policy, which brought wgether

8
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members of the Mnancial, legal. and scademic commuanities o
nddress perceived abuses in the market for corporate control.  The
Comminee sefleciod the widespread, if unsupporied, policy concerns
fostered by these newsworthy but idiosyncratic cases, retuming a report
k1 ihe Commission containing over 50 specific recommendstions for

nEw mitintives, Although the report profcesed a desire 10
retain neutrality in the regulatory structure. almost all the regulatory
ininatives centrod on new restraints unwanted, hostile

mduwymwmmﬂupﬂml[ﬂ
other rules) on partial and rwo-tier bids,

the Commitiee"s repart contnined no sysiematic empirical
evidence o support the need for new regulations, the SEC was
sulficaently swayed w immdace a legislmive proposal embodying several
key Committee recommendations. These included prohibiting the
adoption of golden parnchotes during ukeover comests; shoriening the
maximum allowable 13d) filing tme after crossing the § per cent
threshadd; probibiting self-wenders and ssock Bsuances duning open iender
offers; and prohibiting so-called ‘greenmail” unless approved by a
sharcholder voue. The SEC also adopied rule changes, again inspired by
the Committes repart, intended W improve the (aimess of the pro-
rationing process i oversubscribed iender offers.

Coocurrent with these SEC initiatives was a fherry of congressional
sction proposing new restraints on corporate contol activity. Lierally
dozens of bills were inroduced duning the 1983 and 1984 sessions
dealing with the entise spectrum of takeover inctics.  Proposals ranged
from modest 1o sweeping morstoriums on hostile akeover activity,
most proposals centred on (urther restraining hidders” options during
hostike raids.

This new activiry was suppored by new mguments about the
motivations for hostile wkeoven, again focusing on possible swoeping
incfMiciencies in the siock market THMMh#urﬂa
us @ stlking-horse for threstoned, large business isierests,
the management view with vigou in congressional and SEC lorems.

The new management view concentraied on an alleged pervasive
shori-term focus by the siock market in valuing corporations —
mdhlrnmqﬂ:ﬁnummhpwm-rﬁuﬂurn

undervalue corparations in long-term actvity. Tt was alleged
that market purticipanis, particularly institutionsl invesior, arc
almost exclusively concemed with the shor-tarm camings performance
of corporations in which they bold sock. As a resull, any company
pursming long-term activity — that is, planning for long-term
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development — will become undervalued by the market, as its resource
commilments 1o the long term will depress shon-tenn earmings.

Institutsonal invesors were wgued 10 abet this process in Two ways.
Not only did their focas on short-term, guarterly performance results
imensily the markel's focus on the shon lerm but inatitutions’ need 1o
outperform the market was alleged to mean that they would accept
virtually any premium over the current market price for shares. Thus
institutions were accused of working actively, in concen with 'takeover
entreprencurs’, in order W eagender takeovers of any corporauons sclling
below true value — that is, any corporations concentrating on the bang
e,

larged was o concentraie on long-lemm, productive, efficiency-increasing
activity. Tt played into ibe growing fears among policy-makers about
the consequences of Amencan industrial decling and the growing theeat
of foreign competition. Congressional hearings on takeover activity
often developed into circuitous debates sboui the international
competitiveness of American indusiry.

Again proponenis of these new theones ol fered no concrete evidence
10 back up their claims. In the past, the conflluence of new keover
developments and the rise of & vivid new theary charging sbuse had
always resulied in 8 new wave of resirictive regolation. This was
primarily due w0 the very long Iags that had enssed between the
wnzroduction of such theories ino the policy arena, and the suhjecting of
the theories 10 carch tesi by disiserexied analyss

However, in the post- 1980 environment, several new consiraings
worked against quick and uncritical acooptance of theae new charges by
those in the polcy wrena. One mapor detlerront was the cxistng amassed
body of evidence on the efficiency of the market for corporse control,
mm;ﬂm‘ hmdﬂfﬁuﬂrﬂf « thix evidence on overall

encournged scoplicism of new charges, and i
vivid reminder ol bow far off the mark critica’ previous had
proven 10 he when mbjocied 0 rigorous wsting.

A second [acior significanly mitigating the impact of the new
ﬂﬂﬁ'ﬂhhﬂhﬂm&miﬁlgmﬂhﬂm
administration in particular, on providing timely reaction 1o, and iesting
of new theories as they emerged. Thus within twelve months of the
initial ascendence of the “shor-term’ (heory, several important studics
had emerged that provided strong evidence agains the main contentions
of critics,. Among these were iwo studies by the SEC's Office of the
Chicf Economist, and smilar studies by several prominent Washinglon
palicy institutions and outside scademics. These studies provided data
on the coerciveness of two-ter and purtial bids, and tested directly the
charge that keover targens were characierised by higher commitment 1o
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w:ﬁiﬁnﬂmmmm denm investment
activitien mmmmmmnﬂmnm

Receni evidence has dispelled several myths, Among the more
important findings are:

*  Two-tier and parkal tender offers do not resull in kwer blended
premiums than any-and-all offers and do not
shareholders ino accepting inferior offers (SEC: "The
Economics of Two-Tier, Martial, and Any-and-All Tender
Oiffers”).

*  Takoover wrgets are not mone long-term oviented than are their
industry peers (SEC: ‘Institutional Ownenhip, Takeover
Activity, and Long-term Planning”; Investor Responsibility
Research Center (IRRC): *Are Takeover Targets Undervalued?").

*  Issitutional investors do not foster akeover activity, nor do
they react negatively 1o long-term planning (SEC:
“Institotional Ownership,..”; IRRC: “The Effects of
Institutional Invesaors on Takeover Activity'),

* Takeover targets do not have lower debt levels or cleaner
balance sheews than do other firms in the market (IRRC: "Are
Takeover Targreis Undervalissd ™).

* By several measores, akoover trgeis do not appear to be
‘wnfairly undervalued” by the market prior (o wkeover (SEC:
‘Institutional Ownership...'; TRRC: "Are Takcover Targets
Undervalued? "),

® !-I.uﬂnuulrn using existing state corporation law, do a
creditable job, through voting, of weeding out potenitally
barmlul anti-takeover provisions, However, when the voting
prerogative is ahridged, as is the case with so-called potson pill
defenses, sharcholders are hurmed on average. (SEC: “Shark
Repellents™; IRRC: “Antitakeover Amendments’ and SEC:
"Poison Pills’).

In 1985, the administration’s view that the markes lor corporate
control should mot be further regulsied was embodied tn Chapeer & of
that year's Economic Report of the President. In thad smme year, the
ndministration view was pivotal in ensuring that no new regulstiony

takeover activily were passed by coagress — despile the

of over 50 bills aimed at cunailing hostile tmkeover

activity. The SEC has withdrawn it carlier proposals for further

restrictions of wkeovers, and is insiead concentratng policy sention on

potenitinlly sbusive defenses by wrget managements, including, most
M.mmmmm

Indeed the only major new resiriction on takeover activity
promulgaied in the past year has come from an unlikely source, in the
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form of the Foderal Reserve Board™s move 1o limit the use of so-called
‘Mhﬂ'hwmm It is remarkable that this
initiative provoked an almost negative resction from federal
agencies with authority over tender offer activity, including,
promisenily, ithe SEC and the Depaniment of Justice's Antitrusi
Divigion. In light of the dramatic mrends of the past five years, it s
likoely that this initiative represents the last policy atempl thal wall be
seen for some Lime at the federal level thal carries the obvious inteni o

Conclusion

Owver the past 20 years, a remarkable consensus has slowly developed
regarding the economic consequences of hostile mkeover activity. The
economy benefits from an unfettered market for corporate control. This
notion has evolved from s anproven theoretical hypothesis w a widely-
conlirmed economic Fact, which stonds an the bulwark sopporting current
fiederal sender offor
mﬂhwumﬂmhmm. It has been
characterised by an ebb and Now of new coalitions militating for
profection from forces in thelr own self-interest, as well g
penuwine, if conoem over the potsible consaquences of hostile
raids. Each new sei of concemns has prompied new restrictive policy

Dnty wn the 19808 has the accumulated weight of coonomic evidinge
been mufTicient 1o break the cycle of incresed takeover activity ]

new, anproven anti-takeover theories ond ultimately, new
Mhhﬂdlﬁﬂmmm-m
siale courts, there is o noticcable trend at all kevels of policy making
wowands relying on the market and shamcholder jodgment o paolice
sdequuiely the market for corporaie control, and o delermine the
opicoms of hostile wkeover sttempis,

The benefits from this new, markei-aoriented approach probakdy spill
beyond the obvious gains that takeover activity creates for shareholders.
They include widespread corporale restructuring, in response 1o
deregulation and market evolution, and the mainenance of incentives o

corporate managements 10 focus thelr ellorls on masimising cooROMIC
Mwwmu
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Among the functions of the Securities Commission, which was sel up
under the Securities Act 1978, ane the followmyg:

To keep under review the law relating © bodics corporaie,
securities, and wnincorporsted issuers of securities, and W
recommend o the Minister sy changes theretn that o considers
noceszary,

el
To keep under review praclices relating 10 securities and 1o commen
thereon o any appropriaie body.

Within the wope of these functions, the Commisson has siaiusory
powers of enquiry 1o obwin evidence (including the production of
documents) in particular cuses. Usuoally we proceed informally and
privately, but sometimes, if the nature of the matter requires it, we
procecd lormally and publicly.

The Securities Comission and Takeovers

One of the main purposes of the Act was 1o begin & mform of the law
regarding the process of offering new securities 1o the public. A
tkeover offer within the meaning of Pari | of the Companics
Amendment Act 1963 is expressly excluded from ihose provisions
Thus we are mainly engagod with the "primary marketing' of
we are able 10 give oaly Lmied attention o takeovers and
the marke

The Commission does not takcover sctivity. We do not
have jurisdiction comesponding the ions of the Sacuritics
and Exchange Commisnon in the United of America, the vanious
commissions established in Camada (1 have especially studied the

W
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jurisdiction, fenctions and operations of the Ontario Secunies
Commission), or the Nationsl Companics and Securibes Commission
and the several commissions established in Australia. Nor do we
adminisicr » code of practice such as the City Code administered by the
Take Over Panel of the City of London.

In relathon to akeovers, we have been described as a “waichdog
without tocth’. That ks a fair metaphor in o particular sense. 'We do not
have power 1o onder who are involved in mkeovers w0 do or refmin
from doing any ular thing (except w0 tell us about i), We do nod,
a4 an st of muthority, approve or consent 1o offers, defonces or
statements about them, Our interventions in takoover activity are
limited 10 enquiry, consuliation and comment. 1L has also been said that
Ewlmﬁgf,lmnlhlhkuﬂmh:m

Ean use our powens of enguiry 0 “investigsie in depth a
takeover or ailempiled lakeower' when i is in Mm
This was seitled by the Court of Appeal in the case of City Realties
Limised v_Securities Commisgion |1982] 1 NZLR. 74, where one of



iakoovers. Volume 3 is a compartive survey of wkeover law in the
OVErseas o which we usually refer in studics of this kind,
The C:;mdmlmm:m:ﬂm
1 the {Acquisition of Sharei) Acts enacted in
Australia under the scheme adopied by the Australian
Commonwealth and the states. That 50§ seema W s,
reflocts the of the lws of te Unitod Sisies of America s of

unregulsied aksover process. Our law on the subject s found in three
satutes:  the Companies Act 1955, and especially the Companics
Amendment Act 1963; the Crverscas [nvestment Act 1973; and the
Commerce Act 1986,

We revigwed the legislation in ouwr publication. Apst from noting
that the Commerce Act 1986 has superseded (i subsiantially the game
terms) the mkoover provigions of te Commence Act 1975, which we
qlundmhﬂummauhun.ldnaﬂhmdmuhmmh
discussing these statutes. 'We have more important work 1o do, because
I wani 10 lest some principles with you.

I will explain, however, my reference 1o the “chapier of accidents’.
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judgment has not been reported in the New Zealand Law Reporty, but it
has been prescrved for posterity by the industry of the Commerce
Clearing House, and it can be found in | NZ.CL.C. 95079,

usually made through the On the contrary, the {licant
transactions wsually take place off the Exchange by direct negotiationa
between the offerer and sharcholders. If they wske place by

Produects and Warties. The Exchange suspended trading in the shures of
N.Z. Forest Products on the grounds that it had not complied with a
grbuu‘ of the code. One might think this a curiously sanciion,

b is the only one available w the Exchange. The High Court
granted mn interim injunclion against the suspension. The companics
concerned later reached agreement and were not interested in pursulng the

govemment has sdopeed the same view, Snwmm;h-uﬁu-l’ull
review of the takeover law,

42
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At this point 1 must say that the rest of this paper prescnts for
discussion that the Commiszion has under consideration, The
Commission has not reached a conclusion at this time. Please do not
infer from what 1 sy that sny of us have reached closed positions. We
nre meving Wwwards them, but af this time all issues ure open.

Allscating Resources

Tt is fascimating that the suhpct of wkeovers 18 confentions in all

1sds and that in no jurisdiction can it be said thal the isuscs are
scitled. In this state of affairs we tum 1o fim principles, The
arguments we have heard go w0 the very foundations of economic
sctivity. There are many aspects of them, For the purposes of this
conference | will open only one. 18 a large one from which atleation
tends o wander. The literature on the subject in thoorstical, somewhat
abstruse, budll upon articles of fath and decorated with (he cabbalistic
symbols of the mathematician's crafi.

1 invite you to consider how resources within an economy are. and
should be, allocated among the poople who want 10 use them.

1 suggest this mises ono of soversl proper approaches © akeavers.
An accomplished takeover transfers the control of the resources held by a
company from one group of persons (o another group, (OF course, some
peaple may be in bath groups.) The two groups ae composiles of
people with diverse inierests — shareholders, disecion, managers and
employees — in their various capacities. In & wmkeover, there 15 a
tanafer of control of the corporale resources: & Rew majorily of
members removes the directors in whom control of (e resoerces was
formerly vested and installs new diroctors. By this process, control of
the resources of o company is tansferred, nol by unasimous consent of

opinions that o

English thinkers of the 18th century, Adam Smith is required reading

woday. The of the Cemtre hat sponsors this conference
sl
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competition in an open markel. The ‘invisible hand” of competing
mﬂ“mmumm Emith relerred
‘the private fragality and good comduct of individuals, by their
dﬂmﬂﬂﬂmlﬂmmhuurmﬂuum
condation”. This effor, he sid, “protecied by law and allowed by Tiberty
;ﬂiﬂhht—huhm hﬁmmw
progress towards opulence and improvement
times ..." (The Wealth of Nations, Book 2, Ch. 3, p. 36).
ﬂntﬂihﬁ,lhﬁuﬂmmhﬁﬁu.MmmmH
socicly a3 3 whole are usually advanced when competing private scli-
intorests guide resources wo their most profitsble applications. It is
wurth reflecting upon the process of reasoning for that view, | suggest

tl]Nmu]hn:hwrnrlhﬂhumulhmh;hqlmnﬁh
an ancient legal rule. 10 is & general principle of law, 1 which there ame
anly a very few that the voluniary consenl of the owner is

I‘hﬂlrﬂlﬂlhuﬂﬂnm u-rllrinml'h.hkmnh
anyone clse.

* s sssumed that each person who is interesied in scquining the
property and offers a price for it will have made his assessmens
of the present value of the benelits he expects 10 derive from
buying the property. His offer reflects the information known

+H
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o him, whether or not that information, or sny iem of i1, =
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(end a mbonal valustion of the property) wsoally disregards the
limitations peculiar 0 the present owner that inhibit him from making
full use of the property. Similarly, the purchaser with special needs is
ustally disreganded hocause he needs w pay oaly marginally more than
the available o the owner (rom any other buyer. These

are very [amiliar 10 expers involved in property
valuations for various purposes, A memorable expression of them is
recorded in the evidence of Lord Plender sbout the open market value of
Mhlm.hl‘hﬂmn:ﬂ-yﬁuhﬁlm&
-mphmummmw' {Inland
Revenue Compmissioners v, Crogaman [1937] AC.

{9) Accordingly, it scems, the legal rule serves economic efficiency
in the beneficiul allocation of property within the econamy. First, the
legal rule prevents transfer of whenever an offerer i not willing
0 pay a price acceptable to the owner, It may be inferrod that, i that
situation, it is unlikely that the offerer will make betier use of the
property than he owner. Furthermaore, in thad situation, resources are
naot wastad on the cost of imnsactions that are unlikely 10 produce betier
results than the status quo. Second, the begal rule cnables tramsfer of
wmmemummﬂnﬁuMuu

equal 10 his estimate of the benelits he expects to derive from
retaining the property. It may be inferred, in that case, that it is likely
uumﬂuﬁumw“ﬂnmmmm.

keeping the property. Speaking generally, an owner of property is not
required 10 disclose information about his use of it in the past, present of
future, Likowise, an offerer is not required 1o disclose his intentions [or
using the property. Nevertheless, in a competitive market for property,
& particular item of property will stay with, or pass to, the person who
consiciers he can extract the most benefit from having it

hmumﬂﬂmm‘ themeelves, enlighicned by
complete knowledge of past, present and probable fulure uses of the
mhhmumummmmm

hhmmmmtnﬁdmuﬂmmﬂm
likely demand for it

&6
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be grateful if you will think about these propositions.  They
ma o spell out the chaln of reasoning that s usually
inarticulaie in the expressed preference of econamists for the allocation
of sarce resources within an coonomy by means of a competitive

Manning [1952] NZLR. 700). Amhummrmhdtm
0 wvoid paying wx. There are difficultes in seeing the avoutance of ax
a3 an allocation of resources benelicial w society.
mﬂum':u:-: l:m::"m -l 2
o hi ihe property, 5o may a pokenial
buyer be mistaken. The risk of error, however, seems 1w me 1o be
minimised by the acute sell-interest of the partics concerned. On
balance, | am inclined 1o think that the theory offers valuahle ussisince
in the guest for a . or sel of that shoold guide o
:':n‘ W principles. K

Let us consider, then, how this reasoning applies 10 the re-
-ﬂnclmnhhrﬂmmlﬂmnhﬂdluuumuh;w-
company. | suggest the following propositions:

H}Thtdndnm—uﬂm: Mhﬂmrmulﬂe
wnu{umm}h.llhht attributable 1o the munagement and
diroriors who have the power 10 decide (o sell or retain the company's
property. [ may be assumed that they will kave all the information
about the item of property that & sole owner woukd have. While they do
not have the pecuniary interest of a sole owner, it scems reasonable ©
assume that thoy will make their decisbon to sell or recain in muach the
same woy a3 ho would make . That sssumpiion resis on the
mmw-dmﬂljmmﬂmﬂnyﬂm
that dirocions’ and managers’ decisions must be made for the benefit of
the campany. Accordingly, i soems W me that where an offer 1o
purchase an item of property owned by a company is made o the
company through its management and directors, the result, as an
allocation of the iem a8 a resource within the cconomy, should be, as

a7
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nearly as possible, approvimate 0 an allocation by consent of a wole
CPuTCE.

It is not always so. Especially im the days of whkeovers of the
*nasct-sripping” kind, and of stringent price control based on “hisiorical
cosl plus’, companies held resowrces that could have been used more
profiably. The effects of price control on taleover activity seem 1o me
o warrant special study, especially in view of the fact that the acquirer
was entitled to introduce the takeover values s his historical costs,
Another point made by some authoritics in thal incumbent boards of
trgel companies sit on resources without making full wse of them.
Takeovers have a disciplinary effoct, goading incumbent dinectors 1o use
acets profitably, There is, | have no doubt, such a disciplinary effoct,
but | think the subject requires moch fuller ssudy than it has received.
The argument’s of shor-term considertions wormcs me

Bul taking the iheme, and sesuming that direciors do act s
they should, it seems that an allocation of property by consent of the
directon is, in thoory, noar crough 10 an allocatkon by consent of a sole
a0

(21 When we look of the process of allocming the rosounces held by
nmq:m:f means of a takeover, a differend picture emerges. The

divizion of powers and functions within 4 company among
shurcholders, directors and managers scoms to raise conssderations quit
different from the case of sole owners or co-owners of property.
Drwrnership ol ithe conporsls resowrces is not vesisd in the shoreholdens
Their consent &0 the ransfer of encumberng of the compomic resOurces i
nol reguired by low, mod & sol useally required wnder the constibations of
companies. Control of the resources &5 vested in the direciors, not the
sharcholders. Imponant powers, such as the power o borow agnins
the resources, are vested in the directors, not the sharcholders. The
information relevant to axsess the potentials of the corporase resources in
the hands of the company is held by the management and direciors. 18 i
not usually available to sharcholders or anyone else, 'We have plenty of
evidence jo the elfect that it i not possible 1o pasess the potential of &
company outxide the boarimnom.

i3 The Efficient Marksi Hypotheses are sometimes strenuonsly
asserted in support of the view that the share markets are constantly anid
accuralely amsessing corporate potentials. In a broad sense, so they do.
But those markets value shares, and do 30 on the basis of
information. The ‘strong form® hypothesis, which suggests that shure
markets ‘impound” all relevant information, published and not
pﬂﬁdhmlhﬂhpﬁuﬂm-ﬂm I is.
with & picco of nonsense o anyone who has sal in 8 boandroom,

(4} Lex me contrast & property owner s inigrest in his propemy with
a sharcholder's interest in the resources beld by the company. An
owner's interest in his property (and in the income produced from i) ks
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direct, vesied, eniire and immediate. A sharcholder's interest in the
resources held by the company (s in e income produced from them)
is indiroct, contingent, residual and remote.  An owner has 8 dircct
entitlement 10 and power of disposition of the property and the income
friom it; a sharcholder has no entitdement 10 or power of disposition of
the corporaie resources OF income.  An ownoer has a vested right 1o the
imcorne from his propenty; o shareholder has no right until the disectors
recommend, pnd » majority of members approves, a distribution: while
the company subsists, his claim s contingent upon those decizions. An
oweer i entided o the gross income from e property; & sharcholder™s
imterest i% in a residoe alier the obhigabons incwmed on behall of the
company by the dreciors have been satislied. An owner is entitled 1o
the income as and when il accrues; & sharcholder s not 20 entitled and
the directors mary postpone a distritaution a3 loag as they think e Of
course, the retained profits ueually remain in the company, and, woally,
ane assd o increase the compy s eamings. Some profitable companics
never make cash distnbations, bat makes bongs ssnes of shares, which
shurcholders peeding cash may sell. (A remarkable example is the
Digital Equipment Corporation listed on the Mew York Siock
Exchange.} Others moke & cash bsue when declarng a dividend. There
is & Jot of writing an the topic, but 1 think the ewential pomi of
companson is that a dollar in hand now is kess remote than a dollar held
by somoone else, which may be paid if he pleases at sn indeterminate
future dase.

1 am not criticising these differences, [ am mercly alempung 1o
describe them in & way that will sustain your inlerest. Indeed. these
differences, or ai leas pome of them, probably sccount [or the
remarkable popularity of the company format | agree with Professor
Manne that we shoold nol inderfers with them withowl the mosl
exhaustive and waus{ying enguiry.

(5) When we ke note of the [act shat control of the cormpomie
rescurces passcs with te acguisition of less than all of the shares in the
company, | think we musi conclede thal any similarity between
allocation of property by consent of owners and allocation of corporate
resoapces by keover breaks down entirely. In this situation the buyer
Hmﬁ:ﬂuﬁu&unﬂﬂdhmﬂﬂ
FERCUTTER by the company, bal pays only for the shares be soquires.
The other sharcholders remain as financiers of the comporute resoures
uwnder the new controller on werma that he determines regarding
distributions.  There is the rule, of course, that distibutions must be
made pro rata (o sharcholdings, and this provides some safeguand agning
unfair discrimination between the holder of a conrolling interest on the
one hand and the remaining shareholders on the other. Experience has
ghown, however, that this is not a strong control, &5 & controlling
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sharehalder may benefit from his position of control withowt including
the oiher shareholdarn.

() There is some debme aboul the level of a controlling interest. |
think starcholdimgs fail into five ranches:

[

13 per cent of the issuod capital harve some influence in
the control of the company.

*  Substaniial in the range of, say, 15 per cemt o

ordinary resolution at & meeting of the company, This gives
distributions.

ordinary or special resolution of the company, giving virtuall
complete controd of the company snd its constitutkon, J

Court, Wellington, M152/85),

(7) Observation has convinced me that a person seeking contral of
a company is not 50 much concermned about the price he pays for any
particular parcel of shares as he is concerned with the total of average
cost 1o him of holdings within these vanches. For example, a
sharcholder who withes 10 incresse his bolding from 49 1o
will pay very much more per share for the 2 per cont than he has paid on

5
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avemge for his 49 per cent. On this ground, therelore, a sharp
distinction con be ssen betwoen the bargaining process that goss on
hetween sole owners and buyers of on the one hand, and, on the
other, the bargaining for a parcel of shores in & company.

(R} A further distinction -:l:-un:-:'mﬁugﬂuunf
financing an scquisition. A property from 3 owner
may, of course, linance his purchase by raising a loan an the security of
ﬁ:;lqnt;r A purchaser of control of a company has this and

methods st his disposal. 1 do nol afempl 10
:ulh‘uﬂiuhlm bit I will mention soeme:

=  The capital priwided by the other shareholders remains in the
company, and in effect finances the operations of the new
controller.  Agmn, | merely observe this fact with neutrality.
Some cxpernts have soon actual and potential injury i iy, snd if
you wish 10 cxamine a controversy on the subjoct you thoulkl
read the great academic dobate thai followed the decision ol the
LS Court of Appeals (2nd Cincudt) in the case of Perlman v.
Feldmasnn 219 F. 24, 173,

=  The new comtroller may flinance his purchase by brdging
finance, which he repays from o distnbuton b procuares fom
the company aficr he has obtaimed contral. Certainly,
distribwitions from the accumulsied profis of (he company may
be made for this purpose. That was established in New Zealand
by In re Wellington Publishing Company Limited [1973] 1
NZLRE 13Y, Moreover, ‘capital profits’, even derived from
mduhunimnmpqr';mm-huwﬁhﬂthmh
purpose, as was cetablished in the case of B¢ NMew Zealand
Flock and Texsiley Limited [1976) | NZLR, 192,

+  The new controller may repay his loans or replenish his coffers

which some segard with admiration and delighi, are soen

:: hﬁ:ﬁﬂhhhw , it may be observed that
gencral laxpayens is conributing 1o the payment foo
iﬁdm | capress no view on the merits of

-1 |
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Comparing the Models

Perhaps | have mid enough 1o demonstrals my ressrvatnons about the
proposifion that 8 inkeover sccomplishes o tranafer of resoarces by o
process similer o & ransfer of property by o sole owner. I the sole
owner model |3 accepied as the opuimum method of allocating resources
within an oconomy, then it should be profitable and insrucilve 1o
examine the differences between resource allocation in accordance with
that madel, and resource allocation throogh keovers.

1 do not know of any empirical rescarch expressly directed 1o that
comparison, Thero are, however, some stiadies that, | think, give food
for thought about i

Value. It seemi 1o be generally agreed among resesrchers that the
sharcs in argel companies that change hands in & @keover do 50 ot & w0-
called ‘premism” of about 30 per cent above the pre-takeover prices on
the Stock Exchange. Some say that this is evidence that wkeovers are
“value-creating’ tmnsactions enhancing the welfare of society as a whole.
llﬁﬂﬂﬂMHqﬂrMthhum

are ‘value-recognising’ transactions, and thai the Increase in prices

wiews of the matter are exemplified in :
The rescarch seemi @0 establish thay prices of shares in
offerer remuin more or less at about the

companics

level they were before the akoover. This is evidence o ponder. It
seemd (0 me thal the natural inference from it is that the judgment of the
share markel i that offerer companies do not obtain bargains by
ﬂhﬂm-ﬁl}ﬂ}hmwrmﬁm That judgment af
sharemarket correct of incorrect, but i seems o be

The conclusions expressod by those sudies are remarkahbly
the conclusions expressed in the recent Australian study by
Professor McDougall and others under the auspices of the National
Companics mnd Securitics Commission.

As 1o the study headed by Prolessor McDougall, 1 will make only
one observation. At page 182, it is said that “the value creased by a

0
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akeover was y h[ﬂ#:hmh]w:
pre-takeover shane appreciation” FEICMCNL BRGures SOme
the marers | am It does not soem 10 me that the fact that

share prices rise in takoovers proves that value is "created” of that prices
risie 10 the present value of the cxisting potentials of targel companies. |
am guestioning both propodibons. My pood [riead Henry Boach,
Chalrman of the Natonal Companies and Sccurities Commission in
Anstralis, has said the sudy shows thal target shareholders giin from
mkeovers. The study wys so. In one sense that is indisputable — the
prices of arget company shares in wkoovers wially eaceed the previous
prices by a substaniial margin, But if in the process the warget
sharcholders who sell wansicr for that money & mare valuable existing
potential of the wrget company as an independent, or i pan of &
combination with someon: clse, do they gain? And more mportanily,
does society gan? 1 believe Adam Smith would not have ssomed so.
Contested tnkeovers. My doubis are incremsed by the Hitke

E

buyouts [éach worth ai leasi 5100 million o the
sharchalders at the winning price) showed that, where there were theee or
mare bidders, the median ‘premium’ over the siock eschange prices W
days before the action begsn was sbout 76 per cent of thoae prices. This

‘premium” as 8 revaluation of the existing potcotials of the rget
company rather than as a special value (o 8 particulas purchaser. He
saicl, “the financial gains should not be confused with real gaing’. | ke
him to mean that even these high premiums and the siock exchange
peaces logether may nof have equated Lhe present value of the companics
8 independents baving rogand 1o ther podentals, (L. Lowensicin, 1985,
"Manggement buyouts’, 83 Columbila Law Review TI0).

Corporaie raiders. | pm not gware of any research about the

euggent that they do noi & valuable function (o society
wherever they direct their anention. | believe they do. | must say,
hywever, that | have been impressed by the abiervatons of Professor
Tobin of Yale in his recent Hirch Memorial Lectwre, in which he
confessed
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uneasy ,ﬁmu suspicion, perhaps unbecoming in an
academic, that we are throwing more and more of our resowrves,
the cream of our youth, into lnancial activities

remote Hupﬁhﬂﬂmmluﬂ:mm
pctivitics thal generale private rowards disproportionase
their social productivity. "

Is the penius of our manageral wlent and financial skill (snd we do have
some) being devoled merely (o transfers of value through the mkeover
process instead of producing real mcreases of wealth? | am inclned o
think that in many cases il is.

Canclusion

One cannot move 1o a solution of a problem before one has

the problem. 1 suspect that much of the highly emotionally

mmﬂmwmmMuwr

atempt 1o resolve in a coldly anal the kssucs that the
y analytical way the complex

presernds.
In ing only one lssue before you, | will not presume 1o offer an
(18 there is one answer). Let me restade that issue. Are
::umuwmm in practice an accepiable method of allocating

:
£

i

I will end becanse | will not presume o suggest a reform
until | foel able 1o form u view of the sppropriste answer 1o thal issye,
and o assess the weight of the answer among other issucs. In my
innocence as a lawyer, [ thought economists could give me a convincing
answer (o the one isspe. Afer resding the economic liverature, and
indulging in as much argument as my schedule over the I (wo years
has allvwed, [ have still o find an answer. Perhaps some member of

this distinguished program of speakers can give # 10 uk,
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I suppose everyone is fumiliar with D Johnson's remark, "When 2 man

knows he has i die in a formight it concentrmtes his mind wonderfully*.

Something of the sama presaure of coaceniration his boon going on in

the minds of those interesied in the Australian economy tn recent times,

For while imminent death is not perceived, some very unpleasant

consequences of past actions ane widely anticipated. 1t i recognised thad

Australia is exporting 100 little and importing wo much, and that this

stems from incdiestry failing 1w produce encugh of what its markets won

o & price its customers are prepared © pay. Many (aciors wee thought i

be relevent W this regreaable positon: too little investment, oo litle

research, o many wage increases, and 50 on. While we have many
excellent companies, there are parts of our industrial sector where Do
many bad decisions are being made.

The takeover process — the number, size and form of akeovers —
is relevant 1o thiv malaise. Takeowers are far from the only facior,
perhaps not even the moat important one, but their effect has not been
imsignificam and 1 propose 1o concentrute inday on this aspect of them,
I shall therefore ralse this question: In what way and 10 what exien e
lakeovers affecting Australin’s economic performance? T shall argue that
on balance there are some adverse effects, and townrds the end of my
remuwks 1 shall wwch briefly on some changes in the law and regulations
that might have a benelicial effect

Lt me firt make two things clear,

{1} | have not shown this paper o my colleagoes, and unloss | specily
otherwise | am speaking (or mysell.

(1) There are of course other important sspects of the skeover dehate.
In particular, the fnimess with which the system operates and the
elfect on individual sharcholdors are matters of coscern. These are
not my peren bpal concemn ioday bacause the economic effects
of wkeovers are imporant and of greater cusrent relevance.

L1
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Ower the last vear or 80 the public debaie aboutl nkeovers has
become much more intense. One of the measures | use o gauge it is
the Now of letiers and wriicles sent 10 me by various protagonisis and
oiher inicresied parties. Currently they are armiviag st the rate of several

Third, the very exisience of wkeovers keeps all managemenis alen
because they have 1o that if they do not perform adequaiely
&yﬁnhhmi lhmﬂu. It scems obvious thai this
threat is percei of virtually all Australian managomenis amndd
that their conduct is nMuenced by it | shall argue that this influence is
not wholly beneficial, bul nr least it can be agresd that it provides o
mlm stimulation without which the economy might well be
Fﬁn“mmmmhm fimt, the

cin lusd o,

But how much further can we go? Can we say that all iskeovers are
beneficial or that the lakoover process does no damage? Cerinly not, |
do not think that anyone wkes sich an extreme position and if they did
ﬂtﬂmhﬁ“ﬂrﬁmﬂut

we tay the operation of the market for corporaie control
such significant net bemelits 10 the cconomy that regulators

S8
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should leave it entirely alone? | believe tha thay opimon or something
like it is fakrly common in Australia, perhiaps in this mom, and 1 would
like o expmine it in 8 littke more detul

Let us firs ke the proposition that when an entreprencar offers o
price for & company*s shares that is higher than the then prevailing price
on the stock market, he s thereby adding value o them. 1t is of course
true thit becagse he is preparcd W pay more the sharos huve 2 higher

Since real economic benefit can only come in the end in lerms of
poods and sprvices, it does not follow thoet the fact that a purchaser
vilues shared ai g higher price will be reflecied in an incrensed benefit 1o
the economy,

Is thiz merely & nit-picking piece of logic? 1 do nol think so. i
quite possible uxlay 1o make very w:ﬁuhrh;hgﬂr.llu:
m-ﬂﬁlﬂhm any consideration of

mumwmmmuuumnmy
Peter Drucker described this phenomenon quite eloguently i a recont
article called “To end the raiding roulctic game” when be said of hostile
takeovers, “The anly msonsle is 0 enrich someone who has nothing o
do with the performance of the enierprise pnd who, guas admatedly has
nat the slightest interest in it”. Now if Drucker meant that W apply o
all wnkeovers he was clearly exaggerating, but 1 believe & does apply in a
significant and growing number of cases.

The mechanisms are quite simple. Lot us take n couple of
imagingry examples. Piranha Corporation, known f{or

. I8 trading on & price/camings ratio (PE) of 20, kI
nmh?mpﬁuuuiud which is making a8 uwseful bui apcaciting
product for the export market and wrading on 8 P/E of 10. Prranha uses
its paper for its bid and offers the shareholders of Porpoise a handsome
e for thedr shares. The bid i successlol and ihe suiomatc resuli
in m subsiantial improvemeni i Pianha’s camings per share withou
any Emprovement whatgver in either butiness.

Ag a result of s highor camings per share Peranha T

another bid is a far Wy 10 increase iis profits than the and
difficult business of mtionalising the activises of Pirasha and Porpoise,
and 50 i1 looks out for another target.

This time i decides 10 use cash and selecs the Dolphin

Corpomtion, a large, productive organisstion with cash Mow. 1
ﬂiﬂﬂ“?ﬁnﬁ.hﬂﬂlmnﬁ::% ﬂnlphin':
busincss — all that matsers is thal it can soe from he published reaults



Meanwhile the sialls of Porpolse and Dolphin are disrupted and
demoralised, many of the best of them leave, and few il any of the rest
have any respect for Piranha  Invesiment, research and productivity
decline,

his services and justifying his own activity, bul | have no doubs that he
has brought hage beneflits 10 some of his clicais, far beyond the
pessibilities of such boring, old-fashioned activities as manulaciuring

mining.

He has created riches, but where are ihe goods and services 1o back
the money profits creaed?

Now those of you the hypothesis of market efficiency will be
difTiculty in sccepuing all this. Yoo will have in your minds
concopt such as “stock market prices are the present value of
future dividends®. You will remember the persuasive pro-
markst arguments put forward in defence of wkeovers, and you may be
how 1o reconcile them. | find those market-based argumenis
quite persuasive Wo. They remind me of the microeconomics that |
lesurmi an university.

£

=

H
i

i

year: ago. | was then employed in the headquarters of Alcan in
Montreal, and when | found that my superiors were not at all inlereased
in elasticity curves | formed uncharitsble views about Canadians

the aluminium industry, Ower the next 30 years | worked in five

a0
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I BN I ey S e o edecs T 8 s
o very range Lime
never gaw anyone making any real practical use of a price elasticity
corve of for thal maner 8 demand curve.
The concepts are generally undsmnod and people quile ofien refer o
hh“hhﬂﬂmhﬂwhﬂumm The

detailed and in o rapidly changing competitive market things never
stand still long enough for the theory 1o catch up. o
Takeover theory & very similar. Those elegant and well-phrased
argumenis are permsasive g far as they go. As loog as the words "may”,
"can’ and “permii’ are libernlly scatiered through them, | can agree with
them. But they are not & complete sccount and their practical use is
To retarm 1o the wock market, of 0 was an efficiont markel surely
prices would move reasonably in line with the present value of real
dividends. Bul it Is impossible 10 believe that there is any soch
correlation; rather, prices fuctuate violently as a result of speculation,

There is nothing new in all this, For centuries spoculative assets
have ai tmes boen overvalued becasss they e [ashionable and have
aitrncied undue aiention. Once an activity becomes (ashionable i3 price
begins b rise and people make mancy by vesting in it Othors see the
success and join the party, Prices continue 1o rise ull they reach some
barricy. Then the bubble bursis and the price drops precipiiously since
there ix no funther price increase (o sustain the high demand.

At the present time in Australia we see just such & speculative nd
n the shares of a small number of takeover entreprencurs. A ot of
sharcholders have mude money from it and no doubt there ks more o be
made. However the pricc/eamings ratios at which the shares | am

There have boeen plenty of similar situstions in the past. The
hiswory of the 1920s is full of ihem. But the one that made the greatest
was the story of Slater Walker, You may remember

that in the 19608 and carly 19708 Jim Slater's name was almost a
synomym for enterprencwrial dynamism. Slater Walker was launded by
Britigsh prime minkiiers and symbolised the so-called "while heat of the

techmological rovolution®. Batweoen 1967 and 1970 Slater Walker took
over |7 companies and a dozen firma. In 1966 i were
ﬂ?ﬂﬂ.ht!ﬂﬂwmﬂ 443 000. The stock value of
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By 1973 the whole edifice had collapsod and the Bank of England
had a special sand-by facility 1o bail it oat. Charles Raw, in
his o] percepiive analysis, swms up the story:

were then churmod around this complex with the effect thal the
valie of the investments .., lost contact with any growth in the
underiying businesses but were determined oaly by the
malleabls forces that rube share prices and the cagemess of
investon o join any promotion bearing the Slater Walker

Mow et me make i clear that | am not suggesting that we have any
Slater Walkers in Aussralia today — | believe our laws and regulations
are capable of providing sufficient invesior protection W prevent thay
Bt it iy worthwhile pointing out that the Slater Walker phenomenon
occurred in o free market economy in which some very sophisticated
legistaiors and administrators thought they had set up an elfective
system. The Slaer Walker story clearly shows that encemous increases
i share prices, profits and price/earnings ratos can be generated with the
sasistance of wkeovers and without any underlying improvement in
productivity or the peneration of real wealth,

Oce swallow, as they say, does nol make 3 summer, but thal is not
the only ywallow, Slater Walker may well be an extreme case, bat i
should cause us to look ot the price/earnings ratios on our stock
exchanges and 1o ask about the strengih of the underlying companies and
ﬁlpiurﬂllﬂhl'lpﬂl::;lﬁm.

| began this section of my remarks by quesioning the propositicn
H'humnﬂ{n:m a company's shares that is

and quile rational 10 pay & premiumn for ownership or control of a

company withoat any intention of managing it differently, simply

onder i make a capital profiL It is also possible (o buy 8 company with

E‘uﬁhu;:u:im-iqmruhumﬂdmdhidundilﬂdﬂn
0 oy o,
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How ofien do these things happen? Are keovers gensrating
additional real wealth in Australia? The evidence is limited and it was
for that reason that the NCSC in conjuction with the Australian
Institute of Management asked Professor McDougall and Mr Round 1o
do a study for us. We wanied something done quickly and we did not
have much money, 50 we chose 8 well-ined methodology that could be
applied 10 Australian daws without elaborate and lengthy development and
that would enable us 0 make comparisions with the experience in other
countrics. ‘We chose the Mueller methodology became it fisted those

The McDougallRound study provides the best information yet
available and makes 3 real contribution 10 our knowledge of the
econoniic conscquences of takeovers. As expecied, b provides & resdy
companson with the sitaalion 0 seven other couniries.

Many different methodologies have boen used 10 measure economic
effects of takeovers in other countries, particularly the USA and the UK
The most thorough seem 1o be the input-output snalyses on individual
firms. We did not seriously contemplate sponsoring such a sady
because of the time and cost invalved, but if anyone else will voluntecs
we would like 10 see il we could help.

The second type of methodology is based on accounsing data, as was
the McDougall/Round study. There are of course many problems with
using sccounting data, nol least of which s the fact that accounting
praclices vary considerably between companses. 1t does nog follow thai
the resulis of such siudies are not valushle. [t seems improbable that
any method will provide s complete and final answer. There will
be room for dehate and fresh perspectives. | hope there will be more
studies of this type, and if the NCSC can be of help in revealing more
of the truth we would like 1 know,

We can conflidently expect & robust debate between those who have
chosen one method and those who have chosen another. Such a debate
is to be welcomed. But | hope it will be a Littde move constructive than
some of the criticiems of the Mo Dougall/Round stedy a3 reponed in the
prest. Some comments thal | have seen reported (i the repors be true)
SCEM MOre appropriate (o o bout of political infighting than 10 8 serious

The third type of methodology is based on share markes prices. |
have heard it said that these siudics are the most numercus, but 48 you
will have gathered from my earlicr comments 1 find it hard to give much
W them. The connection between stock market prices and the
of real wealth scems dillicult w0 make. It is certainly nice for
who have made profits on the sock market 1o know the score, and
are other correlations that can be made, but we should not lose
of the production and profitable sale of goods and services; that is
real touchsione.

i

i
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What conclusion can we now draw ahout the economic effects of
those mkeovers that have been compleled? Recognising (hat our data are
incomplets, it @il seems worthwhile 1o try (0 assess the knpact of this
phemomenon thal is cngaging so much effon and atlention in our
économy. We know thal some bkeovers are direcied o industrial
benefiis Now Drom them in erms of productive economies, betler
muanagement and 30 on. Other mkeovers appear 1o be made with hitle or
no regard for such considerations, and it seems anlikely that they would
produce much real economic benelit,. ‘'We can also expect, is with all
other human endeavoirs, that there will be a proportion of failures.

What is the net effect? The best evidence we kave is in the
McDougallRound report, which shows that in the case of the HE
takeovers studicd the result was rather I could
S e Srgat e Aty s Sacir O g & aalh o thsan ks rrs
taking place, but the contrary position would also be

May [ mow tem from discussing the effects of tkoovers that have
taken ploce 10 consider the effects of the current wave of mkeovers on
our indusiry a8 a whale, Al the beginning of this talk | mentioned thas
one of the gemerally recognised benefits of wmkeovers is that
managements who might be prone 1o complacency are stimulaied by fear

Thunmheﬁuhimhmuuyummmn
complacency would now be feeling insecure — a for lower level of
wkeover actvity would be sulficient for that — but is the effect on their

companies the other day and he iold me o story that bears on this point.
Mot far from here is o large [acuoey on o prime sile. As ose looks al it
ndrw one is amaeed thal such o site could have beon used for a fctory.
But now its usefol days are over and it soems appropriate 1 pull it down
and wse the site for something clse. Preliminary contacts have been
made with estne agenis and the resulis are rather disappointing. 1If the
site were sold now it would yicld a small return 15 sharcholders bui
nothing like the full potential. That potential depends on i
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The managing director has no doubt that in the Jonger lerm the po
would be greatly incremsed by st least clearing the site and ]
detailed study of the options, combined with a careful marketing
program. But when T last spoke 1o him be was thinking that perhaps a
quick sle would be the prudent course.
Consider again. Imagine that you are the managing director of a
S300 million company. You arc caming 12 per cent afler tax on funds
vour cash flow is gong and yoo are nol under & mleover
threal. Things sre going along quite mcely. Huwrwwﬂ
rescarch and development iclls you of & grest rescarch breakibrough. He
mmmﬁllhlunumlhmmuluﬂﬂdﬂmm-m
o invest 520 millon in 8 development program and pilot plant, with &
larger investment before full production and of courss no guarsntee of
. You know that if you go abead it will be at least throe years
before you beeak even, and that during thal ime the program will be a
serious drain on profits.  Your shareholders are mainly institutsons
competing fo show the besi resubts in this guarier. You are firly s
that at Jeast some of them would sell your shares &0 o mider i the drop
of a hat if they thought they could make & capital gain that would put

:

investment, can we deny s relevance? Cenmnly a lot ol managing
direciors have been dociding not 10 invest. Mo doubt there have been
miany reasons, bl | beliove thal the threat of mkeovers s relevant in sl
Il Aome Cased.

Both of the studics to which | refemed carlier consider that sor of
situation and paint out that in the long ierm a policy of not investing
.ﬂdﬁhﬂtmﬂimﬂhm It s argued thal the

wacma 1o be implied thay bocause it i nol ratonad it s not being done,
of il feast ought not 1o be done.

For anyone who takes that position, bet me relpe an anecdote abouyd
Sir Anthony Eden, Bi, the Tuher of the [ormer Brush prime minister,
Towards the end of his life, when an old, crusty and imitable man, he
THHMMIMWHI‘IWIﬂ. To his great
annoyance it was rining. As be descended the stairs for breakfaa he
cane upon the fumily barometer hanging on the wall 1t showed fair and
rising.  He apped it — no movemeni. He banged it — sall falr and

L]
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rising. 50 be tore it off the wall and horled it through o closed window
shouting afler i, “Get out there and see for yoursell™,

Let me tell you one more siory about a managing durector, this Lame
the leader of one of our larges companics, which is under a current
lakeover threat. He commented 10 me the other day that he had not done
2 sroke of productive work for four montha,

Frankly | sm iotally unimpressed by theoretical arguments that our
mmﬂlﬂuh’ﬂlﬂmﬂlﬂlﬁ&ﬂﬂﬂm We
cxpect them to0 be stimulated. Can we seriously expect them (o
welcome a bid, or to fail 1o let i influence their decisions?

So far | have argued that the takeovers thal are occurring do not
seem (o be bringing as much cconomic benelit as we might hope, and
that the takeover wave is having an adverse side effect ot least in some
cases. The sconomy gaing some benclits from keovers bot it also
suffers some damage. May | now pass on o consider whether this is an
approprisie multer for legiskaors and reguliiors 1o consider.

T waz pulting this 10 one of my public secior colleagucs a few
wecks ago and he expressed suprise, He feli that if & maner was lefi o
the market it would be sorted out; commercial decisions would bo made
and eventually Adam Smith's invisible hand would guide things (o a

i conclasion,

Ii is not abways 0, The publishers of Tawan and Indoncsia who
copy books, records snd tapes withoul payment of rovalties are
competing froely, Hllnﬁhphlﬂrﬁtlﬂhﬂlhq:hmﬂhlﬂhlﬂ.
but they are condemned because they undermine tha valuahle system af
copyright.  What about the system of patents” Puent law imposos
m‘hnpnllunmthmm:nnpnubrmmnguumuum
without pormission. But in a completely free market patent law would
be abolished as an infringement of freedom. On o slighily different tack,
there are regulations governing the mesh of fishing nets (o ensane that
baby fish got away o become bigger neat year. | have heard those
regulitions ailacked as & gross infringement of freedom, but withous
them fish stocks would be serioualy dimininhied and the fiuture of the
fishing industry thresiened. The same son of point applies 1o roles

replanting of trees after timber logging. All these examples
am cases in which it is sccepeed that (the market cannot be allowed o rim
completely free. In these cases restraint sireagihens the markel
Restraints are resented from tme 10 tme, bul without them the
ecodunnvy would be weaker,

It is also worth noting the experience of Apstralia in the lust
century, In colonial days siate governments deliberatzly fostored
cconomic growth by assisting immigrunts and by borrowing capital 1o
build the new economic infravructures. Radlways, walerways, water and
sewemge, clectricity, gas, welephone and many minor services were
govemment matters a1 Ausiralia, while privale enterprise wo
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cutablishing them in the USA and Britain. In this cosntry at sny raie
the jextbook siyle of private enlerprise economy has simply never
existed. Would il be o subversive 1 point out that following a
century in which Australia had the highest rate of government
inervention in the waorld i also had the highest standard of living?

It does nol follow from this that sddivional regulnton is necessarily
a good thing. Certainly if it is done it has © be done with great care.
Cerainly there are powerful srguments against prohibsting takeovers of
selecting good onex from bad ones, but there are some things thal we
might do that could possibly help the situation. Certinly [ think they
are wonh discussing and | hope thal you will consider them amd perhaps
make some consructive suggestions, 1°d Tike 1w outlies sia.

The first thal comes 0 mind is the recent proposal by the
Australian Associated Siock Exchanges that we should parmil
companies 0 buy back their own shures under restricind circumnstances.
1 expect that mot of you read the foirly extensive press coverage on that
proposal last week and | will not repeat it Let me sy only that the
AASE is not the only one 1o put the idea lorward. My own view is that
the prohibinon has outlived ity uselulness and that permiiting share
repurchase would be m worthwhale piece of deregulation though it would
make takoovers a bit more difTicult.

In much the mime category comes the possibility ol companies
insuing non-voling shares. The UK expericnce is that emoving this
prohibition had very little effoct, and 1 suspect that it would have linke
elfoct bere. But the Canadians find it 8 wseful 0ol and | can see no

The third possibility concerna the use of sharcholder plebisciles.
The panial takcover bill now belore the senate will (i passed) permil

0 be used in casen of partial bids where sharcholders so
decide. If they prove 10 be popular and workable some extension of their
wse might bhe appropriaie. Ome possibiliy might be ther use by offercr
companies before bids are laonched. It scems a wrific anomalons that
warget sharcholders, who nearly always benefit from bids, should be
consulied while offerer sharcholders, who benefil much less frequently,
ihaoild mot

A fourth ares of possible stiention is disciosure. The concealment
Wnﬂmwm‘ntmhmlﬁnm

ving pomince companics, opaons and trust documents. Loopholes
in the law are being developed with skill by polished and expenienced
practitioners. Tt would be difficull o prevent all this bul some
improvement might be made by lowering the subsiantial sharcholding
disclosure threshold from 10 per cent to § per cent and by generally

m:;w“mmmummmmm
section 261 noticex, which are being seriously abused, 1 doubt whether
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it would be wise 1o abolish them because 1o do 5o would be 10 rransder o

direction. But some Form of limiwtion on thelr wse, possibly a charge
0 cover costs, might be appropriade.

The final example | shall give is the possibility of reducing the
potentisl for count action, The great increase In the number of count
casex in 15966 and the consequent delny and cost give rise 1o a serious
concern, No detailed proposals have yet been worked out but some

in this area seemd desirable.
cxamples are not meant 0 be & comprehensive list of
Muany proposals that have been widely canvassed have
left out and cthers have not yet boen sufficienly developod. There
certainly is no shortage of idens.

The six possibilities | have outlined do however give you some idea
of the current sise of the debate — at least as seen from my desk. Yoo
will note that there s no proposal for radical reform of the code, no
pood ones From bod
s mo thought of a radical shift wwards the regulatory
developments countries closel b~ o

in those ¥. As chamging marke
developments require modificonons of our their can be 3
valuable guide, but there is no good reason for considering their hasic
codes superion (0 Our own,

I shall now try w0 draw these threads ogether. In 1erms of economic
there is & good basic case for tkeovers, but it is frequendy
oversised. These is cause for concern aboul many of the mkeovers
taking place and about the overall effect they are having on our industry,
We do not fully undermand the economic effect of this activity and there
i & poed for o good deal maore roscanh.

There is 00 persuasive case for regalations 10 ban keovers of 1o
select the good ones from the bad. Our regulatory system is working
fairly well, bat in the face of & mpidly changing market place there is a
need for funher adjustment.

it
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Commimion from 1979 1 1965, He is curmently 8 Member of the Council of
mmwmﬂn@hmnumum

Corporsion, Chairman of the Electricity Corporation, Chairman of Zealcorp aml
Costa Bros New Zealand Limited. He wan previously semior commencis) Jsw
mﬂ“l the Aucklend legal firm of Russell McVeagh MeKensie Rarilost and
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These efforts represent the Commission's senrch for the Holy Gruil
s the Paiterson paper presenicd here woday proves, 1'm affmid, thai the
Commission is no nearer its destination that it wos when it sed o five
years ago,

The 17th-century French philosopher Descartes fgured thad all
human knowledge could he derived from his famous dictum Cogiio ergo
sum, | think therefore | am.  From thal basic postalse, elaborae and
seductive reasoning reachod ol o prove the whaole sum ol haman
knowledge, including detalled theories on the circalation of the blood. 1
am reminded of & by the Paiterson approach. He stuis with the stmple
principle that "The voluntury consent of the owner {8 pecessary lor an
effective transfer of his propenty’, and from there develops an elaborale
theory of property transfer, a perceived list of misgivings about
takoovers and a scarcely veiled conclotion tha nregulaed mleovers o
not an acceptable method of allocating and re-allocaling scarce resources
within an economy.

A susiained attempt is made to show that the tkeover process is
unlike the allocation of a single resource by a sole owner using
voluntary consenl. This may well be true, but whoever argued ihat the
Lakeivver was like thu?

In all the literatwre | do not know of such an argument. The
takeover process is quite unlike bargaining for the sale or purchase of an
individual corporeal nssel. 1t is a process that involves, in the first
inmwance, buying the inlerests of sharcholders, and in the second,
scquiring control of the company, The scquisition of o share is the
acquisition of a chose in action, 8 bundle of nghts and expectations, an
incorporcal picce of proapenty. [ represents no right or entitlement
any parl af the business or 10 any assel in the business, and [ would
have thought that all the fesures of voluntary negotintions over transfer
Eﬂmrmﬂﬂqmuwmmhmyhﬂnﬂlﬂlmm:w

Panerson’s concemn v that control passes with soquisition of less
than all the shares. The reasoning scems 1o be that il a private owner
had control he would part with it only a8 o fair price. In the takeover
Comnlexl an acquirer pays only pan of the price 8 private owner would
have wanied. The scquirer therefore gets conwrol on the cheap. I is
therefore different from privale ownership and the sake of privae assets
because comtrol can be ofuained on the cheap. Therefore ihe takeover
process may not be an economically sound method of allocating
FEROHIMC e,

A mumber of points could be made sbout this argument. | will
m&qwﬂmlm First, the argument is an economic one and it is
mmw e oo

i of cconomic groands when it oot
qualified in that field. The Commission members do not include an

7
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economisl smong them, nor is an economist 10 be found among the
alernate members, nor 80 far a3 | know among its present staff, This
perhaps accounts for the fact that in the paper no data are prodoced 1o
show that less than “‘normal’ prices are paid for control in a wheover
setting. Equally, there are
than “normal” was paid, thal the resuhing resource allocation s had

Secand, the argument predicates that the prior owners of a company
get lest for control thas they should. The point is put this way in the
e

no data 1o suggest that even if a price les

This requires soinée discussion of the value of control, and in that
connection | would like to introduce and read 1o you portions of a noic |
wrole in 1983,

I was 5 member of the Securities Commission from it inception in
1979 until | resigned in April of 1985. The proposals on takeowers
i the Commission in 1983 represented the Commission’s
views M that time on an appropriale new regulatory regime. | dissenied
from them and requesied at the ume the paper was prodeced that an
silnched setting out the queations thal uoubled me. The
refused w sitach my appendix o the report and also refused w
pablish it through the Commission. 1t was very difficult in a privase
capacity to publish the paper without appearing disloyal. As | am no
longer 8 member of the Commission | think the paper can properly be
circulsod because the questions that roobled me in 1983 continoe 1o
tllmhumhy. I now read relevant portions of thal note written in

EXTRACTS FROM NOTE PREPARED FOR INCLUSION IN
SECURITIES COMMISSION PROPOSALS
PUBLISHED IN 1983

!

%@

At presant we have in subsiance an unregulated mkeover market; the
Friedman ideal, if you like. It was not intended 10 be w0 bocause the

Tz
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1963 amendment 1o the Companies Act clenrly aimed 10 limit freedom
of action in thix area, but in subsiance and in fact the market has been
largely by ronson of the cours® inlerpreiation of the Act m
o written offers and the opportunity crested by the sock

for buyers (0 scquine sharcs pursuant (o oral contrcts.
How then has this freedom been abused and what harm has been
cansed thal justifies leginlative interventon? Some of the evils alleged

commodities. [f buyer A is in the markel [or pumpking and elecis o
buy them from farmer X, it is not considered o beeach of the principles
of equality if he fails o make 5 umilar offer o mmers Y and 2.

Disadvantaged Minorities and Partial Rids
The argument is that if partisl bids are permitied in an unrogalatod

Mwwuhm-ﬂﬁﬂhmmT
Socond, it nol be a better approach 1o look st the remedies for
minoridy sharcholders such as section 209 of the Companics Act rather
than to write o nkcover faw in response 1o what is essentially a
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would suggest that minority shorehobler have boen dissdvantiged by &
paizing of contr.

Failure 10 Fay Premium for Control

Some argoe that the market for control is not eflicient or compelitive
because in an unrestricted environment & buyer can acquire control
withoul paying an adequate premium for iL To put it another way e
argument is that the premivm for control belongs o the existing
sharcholders prior 1o control commencing © pass, and that a failure w0
pay an adequate premium would (a) defraud the vendors of something
that is rightfully theirs, and (b) create a less efficien allocation of
coonoemic resoyrces within the U

As 1o (a) | suggest that the concept of 8 market for conirol connoics
and mecessarily entails that the vendoes in that market have control, I

the buyer commences his porchases does not exist, and 10 say that the
purchaser should pay for it is the equivalent of saying that he should pay

somothing he himsell has creased.  There is, of course, § premium
it has been created, but the benefit of that premiom |
would have thought should more be sitribwizd 10 the person
whao has it, and the value of . of premium i you like, belongs 1o

L
|
:

Adlocation of Resomrces

S0 far as efficient allocation of economic resources is concerned the
argument is that a system of competitive bidding for control will lead 10
an allocation of resources of the company 1o the best and most efficiens
use. Il ome bidder is prepared o pay more for them, then presumably be
can put them 10 a mare profilable wse than the bidder who 8 prepared 10
pay oaly a lower figure. Should this wrgument carry more or less
weight than the argument that a free and unrestricted market will kead 1o
more frequent chanpes of control and, tverefore, in o greater number of

T4
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jnsiances o & mone elficient use of resouwrces than a more reEtricied
market would permil, where the frequency of scquisitions might be

Defences Prejudiced

An unregulated markets means that the opportunity for defence by o boand
of directors in foreclosed. This wos the justification for the 1963
amendment 1o the Companies Act. | wonder whether or not this groand
is well founded. | question why 8 company on which a market rud is
effected cannot defend itself by issuing on immediate "Don’t sell’ notice,
w0 be followed by appropriate information. Il sharcholders choose 10
ignore such & notice, that i their prerogative.  The law ought notl o
protect them against themselves of o prevent them from making a
decision W sell, if they consciously elect 10 do o in the knowledge that
they do not have st that time the information the direciors wish 10
impan 10 them. 1= not the best defence for & company agains a gradual
passing of control by a bidder purchasing over a loag period in the stock
exchange, the publication of adequute information conceming the
company's affairs? A properly informed market will price the share so
that it will be oul of the purchaser's reach, 1If il is not then the
purchaser must have plans 10 use the gascts more profitably than the
directors or markel have judged o be sisinable. Should direcion who
are wornied about lonng control through a gradual change in their share
register be concerned if o buyer ia prepared 1o pay more for shares when
they are fully priced in sccordance with the market assezsmont of the
dsrecion” expociations?

Even if rules and restrictions in the arca of takeovers can be jusufied
on any of the sbove grounds, there is » neod 10 cvaluaie the harm caused
by the unrestricied market against the benefits that such a markel croates
| suggest thal there arc 8t leas) three bencfits that need (o be @ken inio
BCCoR.

EfMiciency in Allocation of Resawrces

There is evidence that many inelTickent companies have boon acquinsd as
anesult of ekoovers mnd their assets redeploved 1o the wlumate sivanige
of the community as 8 whole. To the extent that any rules might
restricl oF récloce the number of mch scquisiboas, there mast be a real
cconminic cosl. Tho spocialists who have entcrcd ihe marked i macent
mhmw.ﬂmndl valuable savenging function in
cleaning up ient operations. W oughi not 10 discournge that,
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sulficient reason for it In the coniext of wkeover legislation those who
would o regulate must discharge an onus.  They must show
that there is a present evil thal requires legisiative intervention. In the
commeniaries and analyses so far published | have not been able D
perceive whal that evil

It is sestimony 1o the intellectual honesty both of the chairman and
of the Securitics Commission isell that over a period of five years they
have eaamined numerous bases for a new takeover regime but so far
hoave rejected cach one. It is not surprising that the process is time
consuming: it is equally not surprising that in the papers preseniod o us
oday the search for the elusive, fundamental evil that would justify
intervention, ihe search for the Holy Grail, has Culad vet again.



Commentary

Richard Manning

Dhacussants are nol required 0 give praise. Their fuaction is w dewct
and cormect emmor. For thal reason | will concendraie Nint on the paper by
Mr Panerson, and will turn only Luer 1o the contrnibation of Dy Jarrell
and his co-suthor.

Mr Patterson makes i clear that the New Zealand law relating 10
takeovers has yet W be written, The views of the New Zealand
Sccurities Commission, of which he is chairman, will be wery
influential, if not decisive, in drafting that law. This forum therefore
provides me with a rare, indecd unigue opportunity: if | can persunde Mr
Paticrsoo (o my way of thinking, then 1 will make o oyput & 8 branch
of lsw with profognd implications for New Zealand's econamic
periormance.

The central gquestion posed by Mr Pallerson s " Ase ikeovers 58 we
see them in practioe an sccepible method of allocaing and re-allocating
scurce rosources within an economy?” 1 will show that the angwer W
this quostion is “yes', and that this answer is implied by various
ntademends that be evidently believes.

To begin, it in helpful 10 mview Mr Panerson’s position. He
agrees ‘that the best method of allocating scarce resources within an
economy 4 by competition in an open market”. Following this
sialemeni he davelops an cleven-point justification a8 support.
Econcmisis will recognise in this development a rather laborious
presontation of the "gains-from-trade” thoorem, This theorem asserts that
volaniary cachanges improve the well-being of dve parses involved, and
that in equilibrium no one can do beuer by being involved in a dilferem
set of exchanges (for one claic stmemenn of this theorem see Debreu,

“ﬂi“ﬂl?iﬁ“d!mﬁnhﬁhmﬂrﬂm.
He in u direcior aof the Reserve Bank of New Fealand. Profesor Manning has
made (reguent contributions L the sconomic pelicy debals s Mew Zealand. He
has piblished spproaimately #0 papers in his specialist ares of scomomic theory
andl has spoken al many nematonal someme amnfohmon aml uRversiEas
Estrope amd Marth America.
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Iﬂﬂ:ﬁ.ﬁhh&l:ulm are for from inaruculate in expressing their
preference competitive markel 58 & means of allocating scarce
resources, despite Mr Patterson’s claim 1o the contrary.

respecting
Many philosophical and psychologicul objections can be raised
the asssmption that individuals are the best judges of their awn h
but for everpday wansactions engaged in by adults these objections can
be dismigsed. They also ought 1o be dismissed over a wider range of
E im my wview, since the aliermative assumption mmplies

£

ant elitium; and it justifies the interference of do-gooders and
inio pther peopbe’s lives.

Alier expounding his version of the gains-from-trade theorem, Mr
Patterson applies it 10 the allocation of resources owned by companics.
He points out that mkeovers, in particular, involve shareholders in
involuntary transactions, since 'A shareholder's interest in Lhe resources

suggeition py unproved.  While voluntary exchanges are sulMicient for
open 10 be beneficial, no one knows if they are necessary.
Of course, most of the fun would go out of economics if it was known
what conditions ant necessary for the validity of Adam Smith's insight
into the workings of a market economy. Forunately for the
employment of economic thearists, and unforumately for the argument
of Mr Patlerson, these necessary conditbons are not known. It mighi
well be that competition is baneficial even with & messure of

invodustary



company, and on individoal who docs so expects 1o be bemer off as o
resull

The individuzl sharcholder's expectntiion of the gain (rom investing
in a company is formed with the Enowledge thi the niles of sSsocution
of thut company restrict his freedom in vanioos ways. But he volunisers
i lose these frocdoms. [0 may be argued that oo ong should be allowed
i give up hix or her freedom of action. Certain kinds of transactions are
prohibited on this ground, For insance, it i llegal o ender into
indeniured laboor contracts. That . we cannot sell curselves inio
slavery. Whatever are the maerits of this particular prohibition, it docs

peneral
some ks ol freedom of scuon. Each ¢lass of deciwions ihal resulis ina

loss of freedom must be judged by s conseguences.

The consequences of forming companies are benelicial, and My
Puperson sppears 1 recognise this when commenting on the differences
bebween shares and owning ather propertys " these difTerences, or
i et somee of them, probably scoound for the remarkahle popularity of
the company formal”, The invention of limited liability companics,
with their stiendant restrictbons on shareholdors, is corectly regarded o
one of the most powerful engines driving economic growth in the lost
couple of centursed. Inweaiment and economic growth are enhanced
when Liws facilitate the development of companies.

The greatesi possible Nexibility needs w be allowed in ihe
formation and operation of companies. This Nexibility permits forms of
associathon that suit the pecullarities of the business 1o be carried on and
cater o the whims of investors. From the dynamic perspective,
voluntary agreemenis can be made on these matiers, and open
competition is the best guarsniee of an oulcome in which the

E

Any limitations on the formation and operation of companics
(eacept those that outlaw (raud and the like) must reduce the opportunity
of gains from tade. This is true of the regulation of wkeovers in
rﬁuht The most serious effect of & reduction in the giny from trade

this part of the economy is that investment i discouwraged.

a1
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To summarise: The g -trudde theorem, which Mr Parterion
sccepu, when applied drmhlﬂﬂn;uduhmumud
operation of companies, implies that tkeovers sre beneficial and should
“HHII:I small criticism otherwise

B of an ise excellent paper by Dr
Jarvell {and, for all | know shout the liscrature, this criticism might
be quitc generally applicable). They stress that the value of both
mhmu:m.wmmﬂ:mm
economists thal rogulasoas on Lakeovers (xpecifically the Willisms Act)
‘may excessively distounage productive investment in Wkcover activity”
mmyhmstﬂﬁmmmm&m
regulauons in disconraging investment in general, In the long run, it
seems 10 me that this is the major reason why keovers should nol be

Reference
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Henry Manne

| harve probably been an inicresied obscrver of the lakeover situation for
longer than anyone in this room. | say that with some confidence
becanse, as far as | know, | was the first scademic 10 pick up pen (ha
was in the days hefore PCs, and before most universitics even fursished
Iypewrilers) o write about the subject, and it has fascinated me ever
snce. In fuct | know of no topic that gathers everyons ‘s inlerost guite
the way this one docs. It has boen a rich sowrce of new kinds of
approaches by academics, ecomeamis, begal and political. i has certainly

goes on o this Geld Nonetheless, given the of mierest tal
wa scem 0 observe, il i amaring how litde communication ofien
exists betwoen these various groups.

Ry way of commentung on these papers | would like w0 do
something a bit unusual. | would like to exercise the prerogative of not
talking on the nssigned topic ut all, That is not quite troe, but as a way
of getting perhaps & more helplul insight imo the difficulises of
communication that [ think are quite apparent in the presendations ioday,
| would like first 10 look st (wo extreme situations involving
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takoovers and then o come back 1o whai we might call the middle
groumd, which we seem 1o be developing woday.

Firg let me take the extreme froo onatket point of view: ahsolaely
i regulation of akeovers, We would probably have w0 po even lanher
and join with the proposition first siated around 1980 by then Professor,
now Judge Easterbrook and Prolessor Fischel in the Noarvard Law
Review on the legally proper role fod managers, that is direciors and lop
officers, confronted with a hostile bid for control. Easterbrook and
Fischel saad that when confronted with a tender offer marnugers should e
completely passive; that i, they should be shsoluiely immobilised: no
white knights, no defences, no persomal buyouts, no reassignment of
shares, nothing. Now, as you can sec, this gocs even further than the
pre-Williams Act in the United States. There in liserally nothing tha
manzgers cun do 0 pvoid g trestened wiceaver.

Under this extreme pessivity rule of Easierbrook and Fischel we
wonld probably have o few adjustments in the American courts’ decision
o the so-called "business judgment rale’. To a large extent that rule has
been wed by American cowrts 1o allow managers o develop defensive
actics; as long as there is amy semblance of an honest business
judgment in the defensive wctics, the courts will not inorfere.
However, the holding could easily have gone the other way. Onc
condition necessary for the business judgment rube 1o apply is that the
managers have no conflict of inerest, The courts could have said, as

What are the arguments aguinsl this scenario? There are o varioty.
First. many argue that tkeovers generally mre not good for sharcholders
because they cost sharcholders wo much. In fact, there is no stock
markel evidence (o support this argument, and there is no evidence that
stock market prices do not refloct the very best information available,

Next we could srgue thal this is not good becawse (he
shareholders woald be denied the of an suction market, and the
evidence in clear that bid prices go up with competition. Bub thit
argument misses o crucial point. Conminly every mtional individual
would wanl more rather than less for his shares, but is the ex
post competitive bid the correct measure? Clearfy an imelligent chowce
hﬂhm#mmummjhhﬂhm‘&m
behind & veil of ignorance”. That is, since we do nol know today
whether we will hold wirget shares omorrow — or ever — we should
prefer a system that in aggregate maximires the value of afl shares over
a period of time. ldeally, what we would like s for all shareholders io
receive the economic benefit of the information produced by takeovers.
Bui this information has 10 be produced first, which means that thers
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must be inital property fights in wkeover information. Bt the only
way that property rights in information about keovers can be
mﬁnﬁhm”ﬂﬂlﬂrﬂnm Om balance it is
irly easy 1o demonstrate that, ex ante, all participants in the market
will be better off with that rule.

This extreme no-defence proposition also presents o high level of
risk 0 corporale managen, perhaps higher than masy are willing 1o
iheir current levels of income.  The market thea will simply
hﬁmdjﬂhlhﬁhurﬁhwm“mnhwm.
There is an even mosre elfective way of dealing with that prohlem: the
so-called “golden pamchute’. This in effect is an ex aate agreement
berween sharcholders and managers 1o netralise any hastility thal the
MANEECTS have iowards 8 keover by gusaniceing the manipers
usunlly money, i for sny reason their jobs were
ierminated. The same thing can be accomplished eithor way, with
higher salaries or with golden parachutes,

Now let’s ook a4 the other catreme — not as extreme a8 you might
think — where no tmkeovers are gllowed, To say that there is 8 law
agains all nkeovery is in elfect 1o deny the very existence off the dilfused
awnerihip corporation as we know it In thal sysiem all corporations
except those with control closely held would be run like non-profit

i — universities and govennment ipencies, o ke the two
worst cases. The legal version of this would be a rule saying that there
conniol be a takeover withoul the approval of the incusnbent board of
dirccions, of i3 a4 variani ol thal, thal any corporation may chect 1o have
in its charier & provision that reguires approval of e boand of direciors
for n akeover 10 procecd.

This is nol such & strange animal as it may scem. Afier all,
mergers, al least in American law, and | presume here as well, are
negotiated arrangements in which the approval of the baard of directon
has W be obtained. There are & vastly larger number of megotiased
mergers than there are hostile wkoovers. | don't know the numbers. in
Australis, but in the Uniied Suues we are now running aboul eight o
fen GEnes &8 many negolipied mergers as hostile takoovers,

:
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presenily cancied by sharcholders in the case of 5 wender odfer woald
undoubtedly flow o the under this solution,

Hova dazastroms. wiould extreme position be? A first il sounds
gruesome. We simply could not tolerate that kind of transfer,
particularty 1 bed managers who made the takeover promium higher by
making the valug of the shares even lower. Bt [ don't think thay is

i
;
:
E
|

sort of scandal in Australia that we have in the United Sues right now.
Those of you who follow the Unbted Swies financial press know that the
great story of the momen is insider trading by poople who have scoess
1 information aboul tender offers but who are not themselves direcily
involved in either the wrget company or the offering company. This
happens because the delay and the regulations and the disclosune

ragulstion of wiceovers, Before the Willlams Act it was not a problam,
The people who produced the information could move very quickly and
protect the full valee of teir information, thus giving them a gremer
mogntive 10 6Ct in the way that benefiled shareholders. 1 don't think
there is any Question thal regulation, including litigation, disclosars
requirements, and so forth, has increased the cost of mkeovers
considerably 1o the pet detrimend of the sharchobiers.

Finally, again, as under my second ‘extreme’ case above, but even
mare 5o here, the wrong managers win. Theee is no device under this
middle scheme that allows contracting in or contracting out. You can't
bave & golden parachute; you can’t negotiate for the sale of your office;
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you can't do anything. We hive effectively prevenied ihe market from
developing & solution 0 cither kind of extreme problem, and we have
ended up with he worst possible workd
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My first example is the 1983 Groen Paper introduced by Senator
Careth Evans to change the Trade Practices Act. Now the Trade
Practices Act is very, very relevan o takeovers. One provision m that
At deals with mergers, andd when he introdeced his Green Paper Senator
Evans sid that acconding 1 the evidence he had, the current regulation
on mengen under the Trade Practices Acl wis creating lomible problems
for Australia: not encugh competition, companies being taken over by

too much concentration. 'We needed 1o reintroduce the

1974 guidelincs on mergers. 'When he was aked 10 give the evidence
that proposition, the evidence simply did not appear. The same
%HM&M A couple of people in

of one or two of the lesding ians in the Labor Party
could not get supplies of a particular therefore they were the
wictims ol monopolistic behaviour; therefore we must change section 46

of the Trade Practices Act to tighten up the regulations on monopolies.
When legislation & instroduced based on thal kind of evidence,
iitummﬂhﬁ:m-::nthmhm

more regulation. We do nol want move sections of acts being introduced
simply because of some emotional reaction 1o takeover sctivity in
relation o one of Lwo companics, or simply because we do have
problcma that may be able w0 be handled by looking a1 other ancas of the
law. I believe, and | think this will come out in the paper currently
being written by Bob Officer, Peter Dodd and myself, that some of the
problems in this area relate not o wkeovers and the need 1o regulate the

Another example of tack of empirical rescarch leading 1o legistution.
Peder Dodd refemed brielly 10 the legislation on partial takeovers. A
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containing his rescarch on partial koovers. There was no ovidence 10
suggest that paral keovens were creating damage of legal
e that fact, and despite the fact that there win very
wummwmmmui
it has now been passed by the sennte. The story sroand wown, if
you can believe those siories, is that there is @ very real chance that the
Labor Party st is national conference will propose the wotal
of partial keovers. Again, that would be nothing bul the knee-jerk
reaction thal we soe so much of in this country hecause the politicians
themselves cannol find the resources and the patience to look ut these
lssues in 8 more construclive way
lwmmmmﬂmmmunﬁ
takeovers. Henry Manne refermed 1o the fact that in the United Statcs
this has been going on for & considerable time. It is only a recent
phenamenon in this country and cerainly something o be applasded.
Mow let me desl with more specific problems in the takoover area in
ihe Ausiralion contexi. [ do not agree wiith Henry Bosch's view that wo
do not noed review of the akeover legislation., The first problem we
have, and the problem will never go away unless we as a nation arc
prepared 1o face up W it is the ridiculous scheme whercby the salcs
y overses the operation of the securities market, Secoritigs
wre national and iniermational markets. | belicve that around 30
per cent of rading in the securitien markeis is imemational, Our
scheme, where the National Companies and Securities Commission 15
answorablo 1o the Ministerial Council and ¢ach of the sates plus the
Northern Territory has a say in what's 10 be done and what's not o be
done, must be costing the business community o fonunc. [ cannot
understand why the business community has not reacied more positively
o suggestions that have been made from tme w0 Lme that if we are
poing to have regulation in this mrea it should be national regulation. Tt
st 10 mee that if we are going w0 have rogulmion in the rade practices
area it must be a federal scheme.

e for incorporation because, a3 | underaand i, us regalptory scheane
4 less wmringent than in some of the other stamen. The Mosthern
Torrory wis oulsile the Australian cooperative scheme for a long tme
and it may well be that that could have cremed n situation where
competition existed, This still does mot change the fact thas i we anc
going o have 1o have overnll regulstion of the securites markeds, than
nmhnl-hdmw“

The second with the schems of regulation in ui the
muﬂﬂﬂﬂluﬁlﬂmm The

"
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MCSC is the investigaior, (he prosecutor and (he judge all in the one go.
Tremendous iensions are creaied when a body such as that has o

io be a bold spin il soull in i ing the legistation; he
Mwﬁmmm.ﬂﬂuME recent judgmeant

4
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in the North Broken Hill case involving Indumrial Equity. Tha
is full of references 10 the spirit and the philosophy of the

I don't bebeve though that the present courts are the appropriate
body to interpred this legistation. Maureen Brunt and | argued in relation

i
!
t
|
i
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early inierpretation by Mr Justice Gowans in the Cololohe case
suggesied im 1965 thar il we gave this legislation the kind of
wmmwmmmmum
problema, or ot least that is the thrust of some of his remarks. Over n
period of tme, ithe lawyers scomed o playing around with the
legistanion, trying 1o find ways and means of protecting the imerests of
their clients, and as a resull there was some breakdown in the way the

Awﬂnﬁu-whﬂhﬂ:mrﬂuuium

uitlang
doen with four propositions that il suggested were the criteria that
should be essential 1w our nkeowver code. Those are the criteria contxined
in section 59 and they are still ihe crilena that are the basia of the code,
wgether with additional comments made by Mr Wal Fife when he
inroduced the cooperstive schome of legislation in the late 19708, The
four criteria relate o the lssues that we have been discussing today:
identity, information, cic. The one thal has caused the most difliceliy i
the question of eguality of opponunity wherever practicable. [ belicve
lhl isspe needs very carelul re-examination in the context of
discussion and debate that hes gone on in relstion w parual
m It seems 10 me that now is the time when those criteria,
which were brought forwand afier one month of sudy nd no discussion
period allowed, should be seriously reviewed. | cenainly welcome the
opparunity for informed economists, lawyers and others who are
interesied in this particular area 1o have a go at reviewing the critesia and

9






Discussion
Auckland

Colin Patterson: Afier lisiening w Dr Jarrell, | would like o
mﬁeﬂﬂrwhﬂlnﬁm'ﬁhmhﬁm Thers
icemed 1o me 10 be at least eighi points of difference.

()

3}

4)

The United States has a beneficial interest disclogure law that
requires anyone who bolds more than 5 per cemt of the equity
securities in a public company 1o report that fact publicly, and w
mmwmmm.ﬂdnntmhﬂmhl

musm.mnmuw“u as Dr Jarrell
put i, “disclosure and delay’. Now Zealand docs not have a law like
that, exceplt where the wkeover offer i made in writing. Some
proctitioners in New Zealand take good care 1o avoid putting
anything in writing.

Under US law, a company can purchase its own shares. Under NZ
law such transactions are prohibited. When US companies see the
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mecovering & fund of some 323 million. In NE, class sctions are not
wllowed, snd contingent fees are regarded as uneihical.

(T US courts have placed lishilities on company directors that soem
horrendous 0 MNew Zealanders. In ihe Vaa Gorkows case, the
directors advised target sharcholders o accept a bid of 1S $55 per
share, o o time when the stock markel price was sbout $37 per
share, The direciors were held o have been prossly negligen
because ihey had not & higher bid elsewhere. They were held
personnlly liable for the between 355 a share snd whai the
court described s “the fair value of the wrgel company”’, Murl'hlr.
years of litigation, ﬂﬂll.llllﬂhplrlhltﬂﬂ
sharcholders another $1.85 per share — another 523 -ﬂﬁnl.smlu
case could not even get on its legs in New Zealand.

(8) The SEC itself is & vigorous and effective enforcement agency,
mﬂhmdmmh.MTM' “‘nose for
fraud sense of inventivencss and creativity” has been
known in Mew Zealand — and only with difliculty has he boen
persuaded thal his writ does not run there. New Zealand has no
grvcmmeni agency ivobved in that kind of enforcemend process.

50, looking broadly at the US wkeover scene from a dismance, | am
not o all surprised |0 seo resistance 0 proposals for even more legal
interventions and restraints. ‘What does surprise me is thal the so-called
policy of “deregulation’ has not brought a move inwards relaxation and
:Hnldmﬂlhmm But as Dr Jarrell hinted, perbaps this

coming.

snywhere in
hhui:llhl..t! nﬂnbh!ﬂhﬂ.hhﬂﬂtm
mumﬂ

hhhmhf hu"“ﬂ‘“ﬂrmw'm

mmhu. i the

anﬂmmﬁuﬁhm
the

belonging 10 bidders’ sharchalders is passed 1o target

disributional effoct that Dr Jamcll mentioned. | share Dr Jarrell's
concem sboul that possibility, just as moch oy | am concemed about the
auserion that in New Zealund, under an unregulalied regime, some value

fairly belonging 1o wrget shareholders might move 0 bidders and
bidders' shareholders. | Hﬂﬂlﬂwhrﬂnﬂhqui-nlhﬂ
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socures hargained wansactions for cach set of sharcholders. In my paper |
sought a guiding principle for a reform of the law in that direction.

Question: Mr Patterson would probably be suprised o hear me
advencing this argument as in practice 1 1end 10 be an sdvocate of
unregulated But | must say that | fecl more than a Hale
sympathy for the position he is espousing. My understanding of the
classic Adam Smith economin’s argumeni i that any form of

must tend to inhibit society or dminish its il wealih

]
E
|
i
g
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social objectives. It seema o me that the position of a misonty
sharcholder in 8 company is, in fact, idally different from the position
of a person who owns an assed in its entirety, Muoch of company law is
designed w balance and protoct agains this.

T would like Dr Jarrell 1o icil us where he soes the balance w0 be.
Does he advocate wial frecdom? or does he think the balance lics, for
enample, where New Zealund (8 o present? or perhaps somewhere
between New Zealand and the United Staies? In other wonds, it & not
practical 1o argue on & purely theoretical basis that competition is good
and therefore any resnctons e bad,

Gregg Jarrell: [ hope all the questions are nol guite o hard. First of
all my arguments were based very, very little on theary, We need very
little theory to undorstand takeovers, of 1o undersiand the very stmple

Hhrluhdhlh?. Does New Zealand take the first
step down the road wwards regulating takeovers, or docs it maintadn the
enviroament that it now has?

Second, | would sy ecomm i do ol deshike regulsnon, indesd we
often benefit handsomely by it | would not for a minme advocate that
we abandon antlirust regulations — they are one of U sconomist’'s besl
friends. The SEC does a fairly good job of regulsting fraud and
enfoming cortain Lypes of contracta. The corporate laws of the individual
stutes are also important.
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My staloment is that the United Sistes has padd a heavy price for in

ol tender offers. 11 has mdeed obisined a cenaln measure ol

equity that it would not have obtained without the regulation. But the
price was high and difficult 10 measure. 1 is truly [rightening the way
regulations have discouraged innovative and investment. |

coundries do this because we all judge it 1o be better in the long run.

5o it is mot that easy. You cannot just say, bet's see, an
economist, | am supposed 10 be in favour of competition, therefore | am
against all regulation. It is sometimes very dilficult and that is why you
have o wm o the evidence. Unlike the United Suies when we were

the snswer is, don't ke that sep wowards regulation in the
corporate conarol market.

Comment: 1 perspecti that question? | do

ineffective. That us the current legal 0 Mew Zealand and it has
bocn for 15 years or longer. The question is, should that be changed by
in s0mie new rules?

that minority sharcholders may need some protection, Again my
question is, what ls the evidence? The evidence as far 0% 1 know, and |
am not speaking suthoritatively because | have not got it all in from of

9
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whm;hﬂhmlmurﬂhm
have done very well. If there is in foct evidence of some evil
that | sm not aware of, why do we not just sengthen section 209 of the
Companies Act, which is designed to provide protection for minorities?
Why would we need a new takeover law?

So | do not think the debate is about regulation as such. The
question ks, given the current law, what is the evil that requires it 0 be
changed? If these is an evil, which is the most convenient and least
regulatory way io siop i

Comment: | think the debate that has been gencrated around this issuc
has creawed 8 preas gulf between lwyens and economists and adways will
until economists recognise that what the general public sees a8 their
mhhnﬂhcdﬁhrilmm“nhuhhpﬂ;pdpwﬂh.
You're not recognising that lawyers with their walk of fairness and
equality find a more ready market than cconomists who are wlking aboul
elficiency. | think perhaps the debate botween Mr Puterson and
vinually all of the other official speakers is not recognising the question
of whether or nol a share 15 an inleresting asses or an nteresting bandle
of nghts relating 1o an asscl. Perhaps it is o red herring.

Jarrell: You are right, an economist ks the type of porson who, when
you start talking about the rise in store thells, gets worried about the
dead weight social waste that goes along with anti-burgulary devices.
Econamists do not worry about the wealih or the distribation. They say
the siore kost wealth, but someons else in socicty gaimed y the
same amount, therslore we can ignore thal and go on o i
considerations. That 14 the way we think and talk, and we are hormibly
bed marketers,

1 would Like to add one comment about the protection of minodiy
sharcholders, partcularly wrget sharcholders, My question is: what did
the target sharcholder produce for society? To whal end are we
fashioning rules thal will masimise of increase the il exchange from
takeovers and the fraction that goes 1o warget shareholders? The target
shareholder i not the invenior, the trget sharcholder & passive, he has
bought shares in the firm and is holding them. The bidder is an invenior
of an investor by this theary. 50 it just seems complaiely wrong 10 8
iol of economins that we spend so much tme and ellon rying o efsure
that 90 or 95 per cent of the total gaina go 10 the target sharchalders.
We ry w0 protect minorities with lots of miles, and believe me in every
firm 1 own stock in | am a minority and [ am very concerned aboul
protection. But these rules have very importnt mmifications for the
Tong-lerm incentives W invest in this kind of activity. The evidence is
that this is not just a theorstical concern hatched from an economist”s

"
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equation. It is mare to come across regulations that have had & more
dramatic effect on the distribution of wealth in the market place.

100



Discussion
Sydney

John Green: | would like 1o bring up some mater of principle that
have practical repercussbors. M Bosch sshed carlier if regulaton should
be involved in the debaie on takeovers. In my apinion they should, but
the NCSC should not. 1t iz none of the NCSC's business 10 question
whether there are 100 many takeovers, It function os far m mkeover
policy is concerned is limited 1o ensuring that wakeovers, however many
there are, are run fairly and within a framework tha fosters market
confidence and efficiency. h-ﬁ&ﬂﬂﬂﬂﬂﬂhm
out of this debate. Of course My 18 entitled w0 his personal views
and 1 think they are a welcome contribution 1 the debate. But he should
speak (n his personal capacity and net for the NCSC.

The NCSC complains that it is poorly resourced and 1 agree that i
is. [ firmly believe that we should increase the resources of the NCSC
10 ensure thal the functioins we allow it o continee 10 have, becuuse that
is part of the debate | suppose, are excrcised properly and quickly. But if
it is the function of any regulatory body o look = the question ol
whether there are (o0 many takeovers, it is not the function of the
NCSC. Perhaps it is Troasury's job, and perhaps & should be the Trade
Practices Commission so {ar s competition policy caly is concerned.
But I believe quite strongly, Mr Bosch, that it is not the NCSC's rale in
ihis matter. Do you have any comenents on that?

Henry Bosch: My comment is fuirly simple: you are quite wrong.
The formal agreemend thist set up the cooporative scheme says that we do
have a policy role, and 1 can assure yoo that the ministry looks © us W
provide substantial policy inpul. Perhaps what you have said is an ideal
situation bul it Is not compatible with our law asd politics al the
moimeend.

Green: If | can respond briefly 1o that, | am aware of what the
coopérative agreement says and | considersd this quesuon before | mads
my comment. 1 believe the NCSC does have an impornant policy role,
but it is a policy role in making the market rimn fairly, not §
determining how many players there ase in the market

Bosch: Well, we differ [nirly widely in the interpreaton we place on
the formal agreement. 1 can only say that as | understand what the

1



hefore you advocate a change you have 1o work out what sort of final
position you are going 1o have. In a federation it i oot af all simple 1
make something 8 matter for federal government alone, The Americans
have not succoeded; even though they have a very powerful SEC, the
states still have imporant legal rights and activities. The Canadians
who are perhaps a linle more like us, have not managed to muke i o
federal matior w all; there it i entirely & provincial matter. In fact 1 find
that & pumber of Americans and Canadians when they have looked & us

E
i‘

are really practicable.
As far as the comment about reducing our role as invest gators and

mhMI think that would be a wonderful impeovement. [t

Gy, 1k 1 ettt ot T e e e Y
: . i take
a role in thinking about the practical changes. 3

This audience is predominanily s free audicnce, 1 will
simply say this to yoo: it is no use hiding your in the sand. You
have got 10 come out and make practical proposals foe change within the
realms of the possible. 1 know that Bob Baxt is doing this becnuse |
mnmdﬂmuhm;mlm—hhmm
m-mnummmﬂlmmm
indeed. 1 just wish there were more people from this side of the
spectrum putting forward their practical idcas because there are
o be changes. It is exsential that people of this view think about
isswes and put forwand their suggestions. | welcome this sont of
hope something positive will come of i

£
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Discugrion — Swdnry

Question: | would like to mise an issoe with Dr Joamell that has boan
ignored in the discussion so far. In the entire discossion this moming

Bat 0 that there are 100 many akeovers because of e inderest
of debt is 10 miss the point. The fact that inerest is
doducuble cannot ¥ explain why debt finsncing woubd be used for
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Second, imorest on debt has been deductible for 8 long tme in the
United States and the boom in lakeover sctivity s relatively recent. So
there again | don’t think that belps 10 explain 1

1 think that what all of this the comes down W is the question, what
is the source of value in corporate mkeovers? We hear about rajders and

mmmwmummmmmm

because that kind of problem docsn't exist. Why doesn't it exist? | dare

miders are able 1o sell the muets 1o people for gresier sums of money
than the capital market is corrently valaing them as part of the
encumbered management enterprise. That is the only reason they are
able 1o do it. and the only reason they are ahle to continue 1o obtain
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Takeover activity seems, like cricket, 1o be n spon with strong Ang]
Saxom roote.  In most pans of Ewrope hostile bids are rare and |
Germany and Japan they are almost unknown. Yel in many countrics
the English-speaking world, the hostile tkeover haa scemed recently 10
dominate the business scene. Mewspapers in the United States, Britain,
Australias and Canada have detailed an extraordinary sucoesnn of bids —
many of unprecedenied size. From far and wide hankers, lawyers,
advertising and public relatons men have Mocked in their droves o join
in these baitdes. Siock markets have ofien seemed w0 be diven
principally by the takeover fever, a prices respond 1o the laest bid or
rumour of a bid. The nir has been thick with the criea ol businessmen,
whether aggrossom or defenders, accuiing cach other of ewery type of

Tt is ot sorprising that all Whis has prompied 8 gond many doukds.
Will the lead wo ienproved performance? Tn Britadn one of
fwo stndics have suggested that on almost any criterion most
menged companies do worse together than they previowsly did scparately.
But nobody, of cosrse, can prove that it was nol the realisation of

decline that induced one or both of them 1o wanl 1o get
together in the Mest place, and that withoot the merger, the descont
wotld have boen even miore rapid.

Are we producing a land fit only for arbitmgers? While our
mmmmm.mummm
be around like in & casino? Many business leaders are
compleining of the tme effan tha management has 1o devole in the
current environment i prepaning for assaults and warding them off o the
expense of gesting on with the real job, But then, of course, one would
hardly expect all managers 1o be always enthusiastic about & process that
may harshly expose their shoncomings — and not all are equipped with
those kovely golden parachuies.

&s7
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50 1 am in favour of bids and deals snd of mergens and acquisitions
— and | know you will banish from minds the thought
that | sm in sny influenced in &l this careful conclusion by
the likelihood that 1 would be out of & job without them.

Bat what of the ules? How to avoid abuse and excesaes? [ would



Chataway: The lritieh Expericnce

The Take Over Pancl and the Code, dating tom Uhe Laier
19608, have functioned well. The rules, which have become more
detailed, have been subject i continuous amendment. The rules and the
rulings have boen almost universally oheerved — and without dracontan
penaliies, The principal sanction — hardly ever used — is the
withdrawal of the use of the UK securities markets and other (acilives of
the City of London, Public or privaie censare is the usual method by
which the panel exercises its influence.

The emphasis of the City Code ix:

Firnt, that all sharcholders ase wreated slike both with regard w the

speed ol which § sharcholder can take 5 stake up to the 3 per cent level.

In all this most observers would agree that the Panel has boeen
highly socoessful — far more successful in my view than any statuory
sysicm coald be. 1 bope that self-regulation will survive. There is no

i hought o haive fecently been 8 practice of seeking w0 impress
its clients by trying Lo run rings the Panel.
The sheer size of recent deals as well s i has
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Hn-upﬂ:d:ihtn:.ﬁ i mﬂmﬂm o
Commizsion . This Commision
mkes sboul six months W come 0 a conclusion. A reference 1o it
therelore, is sometimes enough to kill the deal, since the bidder may not
want 10 wail that long. Or &t the end of six months the market may
have changed. The Socretary of Suse can allow & deal thad the MMC
has recommended againg, bul cannot ban 8 deal i which the MMC has
given the all cleas.
does not, on the whaole, work badly in achicving the
of preventing undue market dominance. A weaimess,
in my view, in that the legislation requires the MMC 10 consider not
only the question of enforcing and preserving competition but also the
mi?muu The Commission is not oquipped 1o take such
and if any deals are to be killed for other than monopoly
the - ought mmwﬁﬂ‘ﬁ;—m
Boverrnent overtly o w0,
There have been some silly references. One notable example, the
result of some skilful ung, was the decision two or three years ago
o refer an American bid for '8, the an auctionoers — on what

;

the widger market, but if (wo-tone marzipan-covered widgets are in
reality a discrete markel segment and A plus B will finish up with 90
per cent of i and the regulniors Jid not realise, then the consumer would
probably suffer. As Karl Marx realiscd, capitalisty will consisiently ry
close 10 monopoly as they are allowed, and if Marx is o
nui—uhprmﬂmtrnmnﬂumikwﬁ-t
regulasors have sufTicient sk Hm--ﬂ-m‘
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certain, We are sl a long way, though, from & commion market in
which free competition throughout the EEC would render obsolew any
concem with national monopolies.
the competition policy of secoessive British governments
and more laterly of the Ewopean Commission, the process of
concentration has continued. In 1953 the 100 lorgest manufactsrens
mhmwmdem In 1972 thai had risen o
mmwm&t—ﬁmlnmhﬁmmhmmmu
1981 ihe lop 50 sceoanied for 45
pumnm:ﬂunm wzww.nwnhmm
Three vears later thit Rigure had grown 1o 61 3 per cent. Tt ks mot, &8 1
have indicated, thal the MMC has been lax in combatting maomspolistic
sogrrzsinons. The concentration of ownershup is due quiie largely o the
spread of conglomerstes. The more succesaful large companies,
mmmwwemhmmmu
businesi, have diversified. One of the sarest wayd for a well-ragarded
company 10 increase carmings per share i 1o use its highly rated paper

other purchase. The company gets bigger. An even higher proportion
of the country’s commercial and industrial activity is accounted for by
the leading firms.

It i enterwmining © note the language gencrally wused in this process.
‘Conglomerate’ is not really a polite word anymore, Geneen of TTT did
oot mind it in the 19605, but snce the collapse of that particular empire
and some others like it, companies have on the whole sought 10 portray
their activities ms closely connected. Chainnen's spoeches 12nd o make
approving references o the cobbler sticking o his Last ind 1 emphasise
that *Your company will continue o sty with what it knows best'.
What it knows best is, however, ofien described in dissrmingly genceal
erns — “Services 1o Industry’. ‘Mass Morchandising' and *Medium
Technology'. When BTR, a highly successful W“
mplnr bid & few years ago for Thomas Tilling. » versified

company whose activities streiched [rom puablishing throogh silk
sockings w0 insurance, BTR argued in the cnsuing battle that these
activities were conliguous with its own, Although s somewhat unlikely
claim, it was nice 10 have & new word imported inlo bid batiles where
the language — derisory, inadequaie, and =0 on — wends to be a litde
repetitive.  Anyway BTR won and so (ar has made o greal success of
-lllill those entirely unrelated — | am sorry, contiguous —

Thn:lnm is that in Britain, as | suspect in other economies
where there are few impodiments 1o growth by acquisitson so long as 1
it nol monopolistic, the trend Wwunds a concentration of ownership in
the hands of the larger companics i disturbing. The answer in my view



market an sbility 1o succeed over 8 brosd mage of enterprises. Once thid
genius has gone, the odds are that the parts will do betier separstely than

The growth of management buyouts, siill gathering force in Britain,
is & healthy trend. The number of disposals by major companies has
also grown in the last decade as it has become more common for
managernents regularty 1o snalyse their portfolios. But if the process of
concestration is 0 be halisd, we coald probably do with a few more so-
callied atset

weaknesses of the Bratich systemn and | think there are maore
streagihs than weaknesies. [n | wonld simply emphasise my
belief that e responsibility lies with sharcholders

thoroughly bad bids and proposed bids underiaken for all the wrong
reasons — empire building, personal egos and all the rest. But | have
very little confidence in the ability of govermments o distinguish

!
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Chatawey: The British Experience
as governments and regulalory agencies and rubes and codes

i portant
may be, let us continue W put the weight of the responsibility for
docision making squarcly upon the shoulders of the sharcholider,
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Introdect bom

In August 1985, David Round and | were commissionsd by the Nathonal

and Securities Commibssion (RCSC) and the Australian
Instite of Management-Vicioria (AIM) 10 underake 3 stady inio the
determinants and effects of corporate akeovers in Australis, The study
was published in April 1986 (McDougall snd Round, 1986), The
present paper ropresents & summary of the methodology employed and

the findings and conclusions of that study, end lilcs sOme comments
on the implicatons of the swady for the of this conforence —
keovers and corporate condrol.

When Mr Henry Bosch was appoinied Chairman of the NCSC he
arrived &g ime when considerable poblic debate was oocurming aboul
corporste akeovers. This debate was foclled by s nomber of sues
including & rise in the number of wkeover atlempis being made; an
increase in the scale of takeover atiompis (with some well-known large

Hi:mpmhmlvh.bﬂ:].mymuﬂuudwﬂﬂ

i the pciivities of a number of so-called corporate raiders; amd the
economic impact of taksovers, [oevilably, given the vesed imterexis
imvolved, the debate soon became concerned with the regulation, or
otherwise, of corporate takeovers, The NCSC and the Standing
Commitiee of Anomey-Cenerals on Companicd and SoCuritics were
::::mnmm In the process, the avmibable Australian

on keovers was considerad and found 10 be wanting as a basis
for policy formulation and review, The NCSC docided to commission
its own study inio the effects of mkeovers, It had no (unds for this sor
of activity, however, and welcomed a proposal from the AIM-Vicioria
that they jointly sponsor a study. The AIM-Vicioria had sponsored

1y
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special rescarch projocts for several years. and had been considering
takeovers as the subject of it el project.

Once the decision was made io sponsor  susdy, two problems
arose. ‘'Who should undermke the study, and what disection should the
study take? After considering & number of individuals, Duvid Round
and | were chosen for the rescarch team., The rescarch methodology had
mh-muhmuhwm#rwhﬂrﬁmm
state of the debale on takeovers. Tdh:ﬂﬁl:mm vrious
individuals and organizations s 0 the appropriaic methodology, and
finally selecied the approach used by Professor Desinis Mucller and co-
rescarchers in an mnternational study of lakeoven sponsored by the
International Institute of Management of the Science Centre, Berlin
(Mucller, 1980).

The NCSC study was commissioned in order 1o obtain an
asscssment of the determinants and effects of wkeover aclivity in
Ausiralia over the period 19701981, It wis nod expectad 1o provide the
complete swory on the iopic — years of investigstion would be needed
for this. A methodology was adopted that had been successfully applied
1o the analysis of tkeovers in a number of overseas countries, and that
WMMuthuMImI

Ve,

Methodology and Sample Selection

imvolvad in mkeovers but tat otherwise could be expecied 1o perform in
a similar way o the merging firms. These matching flrms must aot
have been involved in takeovers over the comparison period of six 1 ten
years (1o give o least three years before and alter a takeover), and must
mummmhummmummmmwl

In selocting takeovers for analysis, it was nocessary that cerain
criteria be satisfied. The takeovers mausi have occurred in the industral,
services and transport mmﬂhmnmﬁﬂmm
offers, involved histed companies; have been successful 10 a substantial
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degree; and have of least thiee years before and afier the akeover free of
the effects of any other keover for both the acquiring and firma
This latier reguircment wis conudaned necesiary 1o judge the of &
iskcover of corporale. perarmance.

Owr initial selection process indentifiod 215 mkeovers in the period
1970-81 th satisfied the fira three ports of our criterin -kali:n.hwl
the foll criteria reducod the number i BE wkeovers. [t did, however,
result in the exclusion of some wakeovers made by a number of
COMPARIES very active in the mksover area (including wvernl so-called
corporsie raiders). Our final sample consisted largely of acquiring firms
that appeared 0 be expanding by a balance of infemal and extemal
means, and thal were concerned with a continuation of the major
activities of the targel companies,

O kample containgd s repsonable distribution of mkeovers across
industries, with cerimin industries being particularly prominent,
Including the meadia; food, drink and wobscco; sieel and engincering:
builders” suppliens: und electnical and dombles. We fomd about 44 per
cent pore conglomernte lakcovers; X2 por coenl product of markot
cuiension takeovers; and 3 per cent vertical mkeovers. Much of our
analysis recognizsod these differcnces in koover type from an economic

VACWRCHEN.
Having identified our sample we procesded 1o 125l & series of
hypotheses concerning the dewsrminants and effects of mkeovers.

Summary of Fiadings

Acquiring firms were on average much higger than thelr wrgets, and
generally enjoyed higher before-tax profiability in the pre-takeover
perind. It was especially noticeable that in this period the scquirers
experienced much lower levels of prodin varability, both befiore 3z and
alter iax. Generally, acquirers’ pre-ukeover growih rates were nol
overwheliningly 1o those of the target flirms, snd only in the
case of horizontal wkeovers and larger than average wkeovers did the



hmhpﬂﬂnﬂwmmhm:ﬁh;
mwhmﬁurﬂwﬁmhmum“dﬁu

treatment of the we of greater bevels of debt finance.
Likewise, no evidence was found 10 support the proposition that
mwhmmﬂﬂhlﬁm Indead, we
post-takeover 1 variahility of the acquiring firms
penerally increased mgnificantly when compared 10 iheir pre-takeover
experience, ond olso when compared 1w that of the combined matched
mon-acquining and target firms in the pre-takeover period. This patern
was rather more strongly evident in horizontal takeovers, and for
acquirers in smaller than average wkeovers, Similarly, the scquiring
firms experienced relatively greater post-takeover varisbility, com
with pre-takeover variability, than did the maiching non-merging firma,
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with respect to after-tax camnings. Again this effoct was most
for scquirers in horzontsl takeovers and in smaller than
averape pkonvers

Relative o thelr maiching nos-acquirng and targel lirme, scquining
firma expericnced En average post-taloeover nee of growth in assets that
surpgssed the pre-mheover experience of the merging fims, although
this superiority was not statistically significant. Nos-acquiring firms
secmed 0 be able W prow el just a8 (es1 8 reic thoough inemal growih
(which could be more desirable in terma of capital creation) as could
acquiring firms through & combination of exiernal and internal growih.
The akoover rowle 10 growih i nol the oaly route available to firms
with growih goals.

There was very strong evidence that the merging Tlirms increased
their posi-takeover leverage, both compared © thelr muching non-
merging firms and compared 10 the acguining firma’ pre-takoover keverage
bevels This increased leverage appearcd nol 1o be just a ounsitory shon-
run effect after the takeover, as it scemed o persl throaghout the pos!-
takeover period under investigation. [ can be concldad thal the greater
use of leverage by the merged firma relative 1o the non-merging (irms
wid the moal likcly caose of both their superior aficr-tax proditability
periormance and their increased varishility in after-tay eamings.

The findings on retumns o sharchaldern strongly ndicated that 8 was
the sharchalders in the wrpet firms who gained most from takeovers.
The roturns iy sharchoklers in the acquiring firms wene not signdlicantly
dilferend from ithe retums o sharcholders in the non-merging firms over
both the pre- and post-takeover periods.

A of the findings of this siudy with those of the

study undertaken by Mucller e al. indicated that acquiring
lirms in Australia displaved superior perflormance charscteristics in the
pre-tkenver period, compared with their internatonal counterpans. It
wis noticeable, however, that acquiring linms 5 Australis suffensd mon
from the mksover experience than did Boquirers overseas, despile their
superior pro-takcover perfomances, @ situstion that may have been duc
1o the different institutional and behavioura! factors at work in Australia.

Major Conclusions of the Study

(1) A strategy of corporate acquisition resulied i a detersoration in
the performance of the merging firms, both compared W their pre-

slightly betser in the pro-takeover period and worse in the post-takeover
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(4) Wi wene unable o confinm as being present in Australia sny of
the major motives vsually advanced 1o justify mkeovers, such as
mwilr.&mm cconomics of scale, and 50 on.

on balance, appear 0 have been caused by so-called
managerial modives, of by 8 desire 1o develop or enbance marke! power,

Our findings led us to /wo major observations. First, thess
u%hhm#mmmm

!

expected 10 flow from a takeover in the light ol the invesiment
necessary, and perhaps should be roquired io seck sharcholder approval
for major wkeovers. We recommend that the management of mn
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acquiring firm provide detailed justification of its wkeover hid, wo that
shareholders, the market and (he public in general can sdoquately judge
the merits of the hid. There is a need for some procedure or mechanism
1o filter owt ill-conceived akoover hids. Perhaps, as suggesied by the
Victorian Anorney-General, Mr Jim Kennan, following the March 1986
meciing of the Minisierial Council on Companics and Securitics,
takeover documents should inchade more information on the social and
economic impact of the takeover in order 1o paseds the eflfect of the
tkeover on the public imerest
Second, we recognise that oor study uses one of a number of
methodological approaches 1o the wpic. The corporate akeover
is far 1o complex a wpic 10 have the questions raiscd about it in the
public debaie answered by one, or indeed several, rescarch studics. A
conceried rescarch effon musi be undértaken 1o provide & basis for
informed public debate snd mny subsequent change 10 the regulstory
environment. The effect of wmkeovers on ssues such as productive
capacity, compettion, extemal balances, husiness invesiment, research
and development, and employmont have not boen cxplored by us or, W
my knowledge, by anyone else in Australia, What we advocale,
therefore, is that the exisling cautious ‘hands-on’ policy towards
corporade takeovers be mamuined until these tisues have boen adeguately
caplored.
In the months since the study was relessed, it has boen inlerostmg
o note Lhe initinl resction. Except for one or two instances, the
findings of the siudy have been reasonably reporied — m well as one can
expoct the financial press o report 2 200-page swdy o 100 words or i,
Also, the study was released on the same day ax the eventiul BHP-Elders
press conference, which naturally was of more interea o the press than
a rescarch study. One of two reportess found it difficell o undersiand
why we had not answered all the questions ariming with Lakeoves
activity. They almo presumoad thm because the stody was parily
sponsored by the NCSC it must advocale more regalation. A few
sentences, laken ool of conleat, were found 1o suppont this position.
This provided one reponier with the opportumity 10 advocae 3
market for corporate control. Cleasly, the effects of such a
policy were considered less imporuunt than the principle. Hopelully, the
study will be given due consideration by others without strong vested
imerests in deregulation or otherwise of wkeovers.

The Market for Corporate Control
In our sudy, we pointed out that we sccept the need for the corporste

imleeover, of the threat of & mkeover, a8 o means of femoving aiseis from
ihe conired of poorly perfonming managen, of of ammuktng managenial
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Let me now saggest several points relevant 1o the subject of this
conference, acting perhaps in the mole of & devil’'s sdvocate. First, in
focusing on the market for corporate control and its regulation, are we

the can before the horse? Surely the fmdamental question 1o be
is the relationship between the elliciency of this markes and
economic growih. Has the considérable activity in this market
contributed significantly 1o the economic growith of Australia in the last
15 1020 years? To my knowladge, no evidence is available 1 snvwer
this question. i is interesting 1o note that the countries ofien quoted as
les for Australin to emulsie, particularly in regard o
mung Japan, Sweden, Switzerland, West Germany and some
of the Asian countries — do not have a developed market for corporale
control fof sariodw reason.
Second, there is linde doobt that takeovers, or the threat of

improved
industries in this country. Rationalisation, the displacement of poorly
performing management and the achicvement of scale economies where
possible, have resuliod in the emergence of some efficient operations in
an inbernational conlext, hwwnﬁmnhmﬂiﬂuw
cost of this process. mmmmmmm

gonds has increased. mvhuity other factors besides mkeovers have
contributed 1o this situation. But in policy formulation we must view
the market for corporate control as pan of a larger seiting. ‘'We need 1o
move lowards a national policy for the manufacturing sector of ow
economy, and consider the role that takeovers can play within this

Third, il mkeovers are & means of tranaferring comporate control,
then they would appesr i be a costly way of achieving this objective.
Perhaps we should work on improving the attitude in thizs country
towards the replacement of poor performing top managoment and

through normal intermal processes. In this respect, we should

the role of inintonal investors who are in many insances
the largest sharcholders in our public companies. They could ke &
mﬂ“vﬁtﬁﬂﬂrﬁ:ﬂlﬂﬂﬂm
insliule changes in companics, rather than letting them
deteriorate w0 the mage where b “keover situation’ is crented, pided by
their known “willingness 1o sell”.

Finally, is an active market for corporasie control a healthy feature
of our business environment? Surely, it is a question ol relativity,
Mmhﬁmdﬂﬂmmmmhmmm
The kigh level of activity in this markes in the last two years may have
gcncrated some adverse effocts. In this respect, il @ mignesting 10 note
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the recent comments of Mr John Googh, Managing Direcuw of Pacific
Dunlop, reponed in the Australion Financial Review:

Mr Gough said the devalustion of the dollar had sdvanuages for
manufacturing, but companics nesded as much as five years of
stability o respond. “The J curve in my judgment can only
move with a drop off in imporis. [t will ke some time belore
Fman Indusiry takes advantage of Il and increases
exporis.” Mr il that one af the real problems was that
public were lorced 1o think in the shon term for fear
of wkeover. In the environment where takeovers have pone oo
far, innovation becomes a costly lishiliy, be mid. °1 think the
takeover lows have 10 be changed if you are going o have
socurity for developing in the long ierm, | don't
think takeovers be moppead, bt & lot of the specalation
thai has taken over share tnding should be removed for the
lgélinf;l‘mhr.' (Australian Financial Review, 2) May
1 p3)

We necd 1o get some balunce inw the market for corporate control;
thai is, balance condisient with overall economic policy.
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Imtroduciisn

Twao [undsmental questions arise in the coniext of aheovers

{11 Whai conditions give nse 1o takeovers, and (1) 'Who benefits
and/onr who loscs from wkeovers?T The level of interest in weovers
depends on the level of wkeover nctivity as the press, other financial
commentaiors and politicians guestion he value of wheovers and seck
answers 1o the questions posed above and related issues. In an carlicr
study {Dodd and Officer, 1986) we have addressed many of thess meues ot
an analytical lovel; in the current research we seek 1o resodve some of the
empirical questions. This paper presents a preliminary summary of
those empirical resulis. The complets sepor of the ressanch appears in
Bashop, Daodd and Oificer (1987),

The Pattern of Takeover Activity

It is frequently peserted that economic theory has an inadeguate of no
cxplanation for takeovers at an aggregole level. This i3 wrong as a
generalisution, bot a significant number of dsucs relating 1 @keovers
are yel io be resolved. In theory, a merger of two enterprises (or a
lakeover) will occur when there eaisty some synergy between the
enlerprises, i.e. the valoe of the combnation is greates than the value of
the individual parns making up the iakcover or merger. As o
conseqience we should be able w observe that the valise of the ultimate

Is greater than the sum of the values of the enterprises guing
imic the combination. 'We will be addressing this isswe shortly, B still
does nol gxplain why there should be paterms or waves of wkeover

'wﬁ'umﬁmmmmmurm-m
econnimcs liemtire, moreover, these waves apywas o inuscend natkonsl
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boundaries. For example, the first episode of intense menger activity in
the Uniied Stales was observed carly in the 2(nh century, the sscond in
the 1920%, anciher wave wis noged in the late 1960 and maore recenily
we have seen another wave of growih in takcovers in the 19808, The
latest wave appeared w0 start carly in the 1980s, then slacken off
slightly, bat it hay procesded with rencwed inensity in the mid- 19808,
A similar paticrn can be obscrved in Australia although the analyzis

mhudinmh in 1972,
t:p:udvm ﬂmﬂﬂll takeover 18 1D incredse
bust this still does not explain why there should

mm

be cyclical movements in taokeovers. Tobin (1969) advanced a theory
thay when the market valoe of a (ir's asscts is greaier than the
replacement cost of those assets, the finm will be induced 1o invest in
mone of those assets since the value of the new capital investment would
excead its roplacement codl. Tobin's measure has become known as the
g-ratio (g = market capitalisation of all the lrm's assstvihe replacement
coul of those assels in the physical market). A relmed implication of
Tobin's theory s thal forms with §¢-valocs greaier than ithe g-values of
firms with similar assots would be inclined 1o tke them over, Le. ¢F >
g7 where B is the bidding firm and T the target fim. No Australian
evidence on g-values is available ax yet, but in a recent US study
Hashrouck (1 repons (that terget companies are characterised by low
g-viloes, This theory i consistent with syncrgy as the driving
miechanism for takeovers, but it does not explain why these differential
valuations should go in waves.

The relabonship between the number of succesiul mbeovers and the
defmed Simtex Actusries Accumplation Index is depicied in Figure 1 lor
the period 1974-1984. Clearly, there is a close relationship between the
buoyancy of the stock market and the number of successiul takeovers;
this evidence is also consistent with that found overeaas and reported in
Melicher et al. (1983),

A number of possible explanations con be given for the relationship
betwaen the staie of the share market and the number of takeovers, bl
as yet we have not had time to explore them in sufficient detadl o give a
sntisfsciory coocluiion. The explanation we prefer, on analyiical
rﬂhﬂpﬂhﬂﬂmmm“mﬂmm
or investment, and firms can increase thear mvestment by cither inemal
or euternal (takeovers) means. This thoory requires that the
opporiunities for synergy between iwo companies increase during
periods of sock market buoyancy and decrease when the stock market
falls. This i quite plausible in that the expanded demand for real goods
in ithe: econmomry thal cresbed the miock market boom also creales vanous
economies of scale, which could lead 10 synergy betwoen firms. Our
theory would require investment decisions o be pro-cyclical, i.e a
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Takeovers and Corporate Control

positive correlstion between the sock market index and iniermal and
external investment decisions of firms (and also Tobin's ¢). Again,

prelminary for the theory is evident in Figure 2, which graphs
the WHM successful whkeovers and real capital
expenditure.

Who Besefits, Who Loses?

overwhelmingly in the diroction:  if there s one group who
benefit from takeovers, is the sharcholders of target companies, To
our knowledge there has not been a single study examining the eflfects of
takeovers that has documented evidence that, as u generality, the
sharcholders of target companies do not benelit from lakeovers. This
includes swdics from around the warld, using & variety of experimentl
tochniques to examine the effoct of wkoavers.

However, the evidence with respect 1o the wealth effects on the
shareholders of bidding companics as a resalt of takeovers s not s clear.
For example, Jensen and Ruback (1983), in a survey of the evidence
froe the US, conclude that ‘the target company s sharcholders henefit,
and that bidding flrm sharcholders do not lose®. One of the reasons for
the apparcnt uncertainty with respect 1o the benefits that bidding
m';mmwuummmmuuy
much larger than target companies. This means that if the benefits of a
takeover were 1o be sharod oqually between the bidding company’s

shareholders of bidding companies o0 make it more difficult 1o detect
benefit of the wkeover 10 this group of sharcholders,

In this study we will restrict our examination of the effecis of
takeovers 10 the sharcholders of acquiring and trget companies. Other
groups thet may be alfected by takeovers, such as the consumers of the
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or unambiguous evidence suggestng that any of these groups are
mdversely affecied by wkoovers.

Measuring the Effect of Takeovers on Shareholders

There are two basic ways in which the effect on shareholders of
inksovers could be examined. Cme way is o easmine the accouniing
records of companies befare and after the takeover to see whether reporied
earmnings, assets and other variables respond positively 1o the effect of the
takeover. The other way is 10 cxamine the sharcholder's dividends and
capital gnins that can be aitnboied 10 the takedver.

There are a number of severe problems in using accounting numbers
10 examing the effect of mkeovers.

{1) The effect of a takeover may take some years 1o be fally
reflecied in accounting carmings, 3o that the accoaniing reiurms
would need 0 be caamined for sn extended period after the
akeover. Moroover, because the ¢ffect of a mkeover is hkely
o be felt st dilferent intervals of ime after the tkeover for
dilferent firms, any aggregation of the effects is Likely 1o he
diluted, making 1t more difficuli 1o analyse.

{2) Accounting praciices vary enormously between companics.
Even companies in the sune industry, operting under the same
accounting stardarnds, can adopt accounting methads that lead to

significant dilferences in reported eamings. Aggregating the
effect of & vanety of accounting practices on companics under
takeover will lead o ambiguity and possibile bias.

(3) Asy bias in reported accounting numbers, particularly camings.
is not necessarily self-comocting as i any bias in capital market
rates of retum.  There 15 no obvious arbitage straegy that can
hﬁ;ﬂdhﬂ-ﬂuﬁtuﬂnﬁhmﬂ’:uﬂnﬂﬂ

that reporied carnings are consisienly hiased relative
1o ‘tue’ carnings. Sharebolders cannol ade acCoURLng
numbers. Any bias that is detecied would be immediately

impounded of corrected in sharemarket prices, o thal while the
capital market rates of return are unbiased, accounting numbers
could be significantly biased. This does not imply that
mmn?mmwhu . oF thsl they e not the main
spurce of information lor dtharemarket ivesiors. 1L b the
relative changes in a company's reported eamings thai are
important bo invesiors when they assess whether a company's
shares are over- or undervalued, not the absolule level of

sccounting
(4) Acquiring companics that pay a laem in o akeover relative
1o the largel company s nét nsets report thal premiam
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and Loss Account within 20 years Mareover, the company
will usually write up the value of other assets. The
consequence is likely 1o be a reduction in the reporied camings
of the company after the wkeover. The ratio of accounting
earnings divided by not wngible assets afier a mkoover s likely
1o be  bissed measure of the “true” rate of return. In general,
accounting figures are not sasisfactory measures of rates of

the expectations of future cash Aows. beneflits are capilalised
into the current share price. This implies that current are
able o obsin the benefic of capital appreciation in their shares.
However, it is always possible that the expected benelits of a takeover
will not be realised, In these circumstances the share price would
overvalne the benefit of a mkeover. The converse is
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A Saiable Toniraol

In any scientific study i i neccssary 10 establish a suliable control
egninst which the sympuons or cifects snder sudy can be assessed. We
are concerned with isolating the elfect of a whkeover on the performance
of companies from all the cther elfegts on company performance, One
method of approaching this problem i w adopt & contrml Tirm 5o that
every firm that has undergone o tkeover, either as trget of sogquirer,
would hive aszigned o 11 8 similar firm thad has sotl undergone a
ik oover,

The problem with this approach is finding a firm that is similar.
The fact that one firm is involved in a takeover and the other s nod &
likely to indicate substantial priod differences between the fims apan
fram the mere fact of the mkoover, For exnmple, firms that have 8 cash
gurplues of borrowing poteniial bt are Lmited in the smount of internal
isvessment (c.g. pland expansion) that tey can underisbe s likely o
expand their operations by extemal invesiments, Le. wkeovern., The
converse |5 wue for fiems with imernal growth polontial, The two firms
iy be aqually pood bvestments, 5o that their returns may be identical.
A comparison between the two firms would suggest thal the akeover did
wob benefin the lirm that grew by exlemal investment, however, sach an
inferencs would be wrong becouse the firm that grew by takoover did not
have the oppomanily o grow by inemal invesmment.

In gencral, we would not capect external invesiment, that is
investmenl by keovers, o be o supenior siralegy o injernal
investment, that is growth by investment in plant and equipment. 1t
depends on the cincumstances [acing compames. I takeovers wene a
supenor investiment srategy we would expect mare and more compamnics
10 enter ihe lakoover game until the rewands were dimimished and the
relums wore coasistent with allernative forms of investment. The
converse is also vrue, Therelore o maiching firm conal s hazardous
becanse of the difficulty n Minding the correct matching firm, viz, the
fiern tha coald have and should kave grown by mheover but did not, bul
wis idenscal 10 the firm involved in the mikeover in all cther respecie

An alternative approach 10 the maiching fim control is w© form

murket portfolio as the basc control. Mnrmﬂykm::ﬂﬁe
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Coapital Asser Pricing Model, the unconstrained Market Model, the
constrained or tero-one Market Model, and various mulafactor medels
that incorporate the market &4 the main facior. The models have vanous
attributes and disadvantages. It would be digressive o discus the
advantages and dinadvantages of each. It suffices 1o comment thas we

the zero-one Market Model on the grounds of its simphicity.
This makes the interpretntion of the resulis mone sursighiforward than i
other, more sophisticated models had been used.

The unconstrained markes model ks described us:

M "ot =Ap * Bfims + g
wherne
T 1 the portfolio retum over ume period r;
d p 19 B CONSEAN OF IMIEICEDH lerm;
Pp 15 & slope coelficient that measurcs the seasitivity of the
portfolio retwmn o the market return;
F iy £ the market return over time period r; and
ey 5 the portfolio’s residual return, ie. that pant of its romrn thas
is unexplained by the market. By definition, the unconditional
gy Of all firms making up the market portfoio has wn expected
wialue of serg.
The rero-one Market Model construins the intercept ienm o rero and
assigns the value of one for the beta coelficicnt.
The effect of @ takeover on the porifolio is measared by the readual
or abnormal return ws,, which represents the part of the reium that i
unexplained by the marker. Since owr portfolio differs from the marke
aaly in that it Hmhllﬂw.-#mhﬁmiﬂ:
mkeover om the portfolio’s retem. The i are Calcalatod over o peniod
of time sround the takeover o measure the cumulative abnorrmal retum
or the full effect of the takeover as it it capitalised into share price
returns.

I all the information sbout a wkeover were capialised inio the
share price at ane point in time for all firme, relative o the public
announcement date of 4 keover, then we would need o obssrve only
one valoe for . However, the share market’s axpectations of the
effect of the wkeover are modified as news of the wkeover bocomes
mmmmm penod of the mkeover. Because this

hecomes impounded it share prices s differen) imes for
different firma, it & necessary W sccumulate the abeormal return over
the periad during which nows relating (o takeovers o released. We will
have more 1o aay about this in our discussion of the esulis.
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Dats

The sunple of tkoeovers covers the period from January 1972 through
December 1985, and is derived onginally from the Sydney Stock
Exc *s publications Currenr Offers and Takeover Offers. The
sample only offers for ordinary shares and exchudes schemes of
ammngement and other noa-tkeover tmnsactions, The relevant details of
the offers were collected from the files of the Sydney Stock Exchange,
from the Goancial press, and from swveys of individoal companies
involved. These demils include:

the date of the injual public announcement of the offer;

the price olfored;

the percentage of msucd shaes i the aller;

the percentage of issued shares held by the bidder prior 1w the
offer;

the cloming date of the alfer; and

#  the ouicome of the offer in terms of the percentige of sharcs
held after the close of the offer s well as the date a1 which that
outcome was publicly available,

For some offers it was not pogsible 1o collact & complete ot of data
required from the above sourcel. Offers that Fell into this cstegory wero
wsed ondy when there was sulficient data svailable for & partcular class
of fiem invoheed in o fakeover.,

The sample includes offers for warget firms lined on the Sydney
Sunck Exchange as well as offers by badders lisied on the Exchange for
unlisted target firms, Therefore, some transactions are incloded where
either the bidder or the trget finn was nol listed. To be included in e
pnalyzis, mmple firms had o hove available stock price data on the files
of the Centre for Research and Finance it the Australian Gradoae School

ﬂ
mﬂmm'ﬂMHhhmﬁH#
foliowing rule: IF the alfer was not withdrawn and the bidder held over
50 per cent of the trget company s issuod shores alter the bid (and did
nod hold over 50 per cent prior o the bid), the offer was defined as
Soccessfol. 17 the offer was not withdrawn and the hidder held less
than 50 per cent after the offer, the offer wat defined as Unsuccessful,
We recognise that this definition is subject o misslassilication,
when & bidder is able wo schieve an effectve operating control
of the arget with less than 50 per cent of the issved shares. However,
for the purposes of the analysis it s impraciecal (o inspect each
transaciion on a casc by cose basis
The smple that mel the above dats requiremends and is ussd in the
analysis is shown in Table 1.
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Tabida 1
Sample Breakdown
Targets Successiul 506
Unsuccessiul 117
Withdrawn 136
Outcome unknown 214
TOTAL 873
Bidders Successiul 419
Unsuccessiul B2
Withdrawn 114
Dulcomea unknown 139
TOTAL 754

The average relative market capitalisation (measured in $000) six
months before the announcement of takeover is shown in Table 2.

Tabile 2
Capitalisation ol Sample

: D e
1
s i k4
angel as a %
of Bidder 28.2 18
The difference in capaalisaions suggests that the tedding
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years before the wkeover would be designated as - 36 months; similarty
+4 indicates four months after the announcement date.

The announcement date is when it 15 assumed that the takeover i3
announced publicly. In many cases the imminent snnouncement of a
takeover is anticipated by the market so that the marked tends 1o react
before the formal anmouncement. Funber, the probability that the
takeover will be consummated is usually less than 1 at the
announcement date. This means that i is ot surprizing (o see the
cumulative svernpe reciduals rse aler the annoancement dote as the
probability that the takeover will be consummated comes closer 1o
certainty. Where the CARs flatien out in the graph it is an indication
that there is no boager a positive accumlation of abacrmal returns: the
abnormal retums are approaching rero, which b expecied for the marke:
as a whole. Noie also that the groph is an average of the market reaction
to tkeovers. For individusl takeovers the market reaction s nod as
smicoth us s depicied in the graph. The graph does. however, depict the
typical or aversge market reaction.

The resulis are also prescniod in whles describing in more detail the
characteristics of the cumulative ahnormal retums al particular tmes, In
eflect, these tables describe the distributional properues of the CARs for
ihe time interval indicated. Bocause of uncenainty aboul the propertics
of the distributions of these CARs, the distributions are descnbed by the
mean, modian, first quariile, third quanile, number of positive abaormal
retuns, and number of negutive abnormal retums.  Becouse of the

asoctmed with the distribation of asbnormal returns we have
not attempied 10 derive any formal significance tests of the retums. We
believe that the information provided allows the reader o clearly nssess
whether or not the takeover has benefited a partcular sharcholder group
whose abnormal retums are described by the tables.

All bidding companies. Fijure 3 shows the abnormal retums
10 all the bidding companies in the sample from tiree years before the
formal announcement of the takeover offer through o years alier the
announcement. The graph shows that sarting from three years belore
the takeover, the average abnomal returns foe all the hididing companics
accumalate to peak at approsimstely one month afier the formal
announcement. The CAR is about 25 per cent over the 38 months, 1.0
36 months before the tkoover and approximaiely two months afier the
formal announcement. The graph indicates thal approximately two
maonths sfier the formal snnouncement thore are no absormal retumns, on
average. w0 the bidding companies.

Because it Is unlikely ihat & keover would be anticipated a full
three years before its anmouncement, the almosl mOBMORIC increase W
the CARs over the theee-year period muggess that bidding companics are
typically companies who have been doing well This, o some exient,
confounds the actual effect of the keover on a bidding company.
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Tabile 3
holders of All Bidding Fi
(CARs Over Specific Time Intervals) oz

Period of the Cumulative Abnormal Retumn
Relative 10 the Takeover Announcemant Month

{Month 0)
-35 -11 +1 -3
through  through  through

=11 1] +2 +3

12.8 12.9 1.4 a.0

124 10.8 0.7 5.2
-15.2 -7.9 -6.2 -10.0

459 33.1 8.7 21.5
468 468 397 465
295 285 353 J15
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However, 82 we might expect, once companics have made a bid and
therefore have clearly identified themselves os being companies with
abnormal refurns, allowing the effect of the bid 10 be impounded inko
share prices (which we assume has occurred by wo months after the
announcement of the mkeover), the Companbes po eam shnormal
returns. I the atmormmal retums were (0 contime this date there
would be & clear strategy open 1o investars W invest in companics that
maks bids for other companies 1o camn sboormal retums. The fact it
the abnormal reiurns do not continue afier the completion of the
mkeover offer indicates that such o srsegy would not yicld abnormal
retms, pnd therefore the market can be judged us being eflicient with
respect 0 the information surrounding 8 akeowver offer.

Table 3 describes the cumulative abnormal retums over specific
time period for all bidding companies. The first colamn in the whic
records the cumulative abaormal rewwrn from three years before the
announcemenl through one year before the ennouncement. This column
indicates that on average hidding companies over this two-yenr period
had cumulative abnormal retums of around 12 per cent. The bottom 25
per cent of the bidding companies had less than -15 per cent abnormal
return, and the top 25 per cent had greater than 45 per ceni abnormal
e, Furnther, there were about 60 per cent mom companios with
positive CARs over this period than with negative CARs. Overall, it
would be reasomable 1o conclode that from three years o one yoar befiore
the aanouncement of o wleover, bidding lirme cxperiencod, on avernge,
positivie shnormal retums.

A similar interpretation can be made for the second and third
columns of Table 3 where the CARs are examined for the twelve
maonths belore the snnouncement up o and incleding e announcement
month, and from the snnouncement month through two months after the
annooncement. The final column looks st the abnormal returns three
months belore the announcement monih through three months after.
This seven-month period probably capiures most of the inlormation
surrounding & wkeover that i relevant 1o & bidding compuny. The
resulis indicaie that, on average, bigkting firms beaefi from a akeover,
although not all bidding firms experience poidtive shnommal roturs over
this period — 40 per cent of the sample experienced negative abnormal
retams.

Swccessful bidding companies. Figure 4 depicis the
cumulative abnormal retumn behaviowr of companies that successfully
ook over the trgel company. The sample is a subset of the previous
all bidding company sample. The patiorn of CARs is very smilar
the all bidding sample and the same points made with respect 1o that

aro relevant

Table 4 describes the CARs over specific time intervals for
successful bidding companics, The resulis are broadly similar o those
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The Returns to Sharehoiders of Successful Bidding
Firms (CARs Over Specific Time Intervais)

Period of the Cumutative Abnormal Return
Relative 10 the Takeover Announcemant Morth

{Month 0)
38 =11 +1 -3
through  through  through  through

=11 ] w2 +3

m 11.8 121 1.6 749

8.9 105 13 75

251h parcantile -18.5 -7.9 -5.6 -84

75th parcentile 452 324 7.7 22.8
Mo, «a CARs 208 238 202 236
MNo. =ve CARs 154 132 181 133
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retiarns can be aisocisied with the tikeover.
Unsuccessful bidding companies. Unsoccessfol hdding
are companies that made a bid but were wnable 10 acquire 50
per cent of the target company's issued shares. We could expoct that a
significant proportion of these companies woulkl become locked imo the
wrgei company's share register but without control.  In such
circumstances we would expoct the markel o review adversely the
performance of these firma, which should result in shnormal bosses and a
consequential downtum i the CARs.

Figure § depicts the CARs of unsuccessful hidding companies. In
contrast & the above expectations, the CARs continue Lo incroase after
the announcement month for aboul in months and then appear (o
plateay, The graph suggests that the market continues 1o revalue
unsuocessful bidding firms upwards. Moreover, the sboormal return is
considernbly greater than that expenenced for successfil bidding firma,

One explamation of this apparently anomalous resull is that the
prsuccessiul hidding Mirns are bought out of their holding a1 a higher
price than their offer price; in effect, the firms represent succeasful
‘greenmailers’. A numbor of companics like Indusrial Equity Lid have
a successiul history of making takeover offers and then being bought out
of their holdings ai a conssderable profit. The persistent increasing pos:
olfer retums in the graph are again due 1o the averaging effect
pcross bidders, where abaormal returns from greenmiail occur st different
points in ome relative o the nilal Gkeover SNRCUNCOMEnt

Tabile 5 shows the CARs for unsuccessful bidding companics over
specific time intervals. 1 is clear from these resuli, particulardy the
fir column, that unsuccessful bidding firms are firma that have
significamt positive sbnormul retums well before the takeover offer.
These positive returns could refect the fact that many of thess finms, and
in fact bidders in general, make 3 succession of keover offers, and that
the market has capitalised the expecistion that they will continue 10
make offers and be bought oul at considerable profit 10 themselves.
Also, it thould be noted that the number of firms in this category (sbout
80 is much smaller than that in other categones. The Table alio
indicates a significant increase in abnormal returns afier the
ANTOUNCEMmEnI These resulis are consisient with 8 proportion of
these unsuccesslul bidders being suocesslul greenmailens.

Bidding companies that withdrew their bids. Figure &
depicts o pattem of abnormal retums for companies that made  bid but
then withdrew it. The results indicaie that the abnormal retumns loading
up 10 the olfer are considersbly lower than for other categories within the
sample of bidding Mrms; moroover, abmormal returms begin W appesr
only n linle over twelve months before the annoxmcement of the affer.
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Tabla 5
The Returns to Shareholders of Unsuccessful
Bidding Firms (CARs Over Specific Time Intervals)

Period of the Cumulative Abnormal Retum
Ralative 1o the Takeover Announcement Month

{Momh 0)
=38 =11 +1 =3
through  through  through  through

=11 (i 2
Meaan 218 148 25 10.0
Madian 20.1 15.1 0.7 85
25th parceniie -3.9 —i il -8.7 =4.5
TEI':E k2§ a0.2 131 23.0
Mo, CARs 64 59 ar 58
MNo. -ive CARs 25 a0 a4 30
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Figure &
Cumulative Abnormal Returns
Bidding Firms that Withdrew Thelr Bids
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Table &
The Returns to Shareholders of Bidding Firms that
Withdrew Their Bids

(CARs Over Specific Time Intervals)

Period of the Cumutative Abnormal Retum
Raiative 1o the Takeover Announcament Month

{Month @)
=38 =11 1 -3
thraugh  through  through  through

=11 0 2 3
Mean B.7 18.1 =1.5 1.8
Madian 185 201 0.0 a3
25th perceniie =10.4 63 =5.8 =-18.2
751h parcentia 45.6 d0.4 5.9 16.1
MNo. +ive CARs B4 80 B0 74
Mo. —ve CARs 43 38 4 56
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opencodipegant iy oy by o
COMpanics AR iend o in the
afer the offer. o

The resulis in Table 6 condirm the results depicied by Figune 6.

All target companbes. Figure 7 depicts the behaviour of CARs
for all wrget companies in the smple (approximately 980 companics).
The redulis indicate that most of the lurge positive abnornal returns
ocour in the six-month period prios 1o the announcement of the offer.
The shnormal returns show a premivm of aboul 35 per cend, but there is
some of » revised estimate after the announcement of the
mieover in that the CARs tend o [all. The reason for this will be
caplaned when the behaviour of withdrawn bads is exumined,

Table 7 confinns the gencral impressions derived from Figure 7.
Mearly all the abnormal retums 0 the portfolio of wgel companies is
achieved over the seven-month period from three months before the
target has received it offer w three months after. The resulis
unambiguously indicate high retums 1o target company sharcholders: on
average the sharchalders receive about 22 per cent positive abnormal
return over Lhis period.

Successful target companies. Seccessful wrgel companies
are those in which the offerer company gains a sharcholding greater than
50 per cemt during the offer. The pattern of the CARs for successful
target companies (Figure §) broadly reflects the panem of returns for the
wtal sample of wrget companies as described in Figure 7. Table &
conflirms the resullc  arget companies that are sobject 10 a smccessul
bid for more than 50 per cont of their issued equity capital camn
significanl sbnormal returns for theis sharcholders.

Unsuecessful target companies. Companics thai were
targeted for takeover bud in which the bidding company obtained less
than 50 per cent of the issucd equity caplial, show abnormal returns not
disximilr o those of sucoessful wrget companies. From Figure 9 it
mhhmmﬁ%ﬂﬂhmmm

control do not suffer in terma of the valuation placed on them
wwwﬁrﬁummm

evidence target companies subiject o unsaccessiul
takeover affers do not suffer adverse markel resction relative o
successful offers. This may suggest that the synergy betwoen (he Lwgel
an the olfferer company is not the prime reason for the revaluation ol
the warget company. A likely explanation is that the market expects
thess @rgel companics 10 be subject 1o successful offers ar o later daie.

Withdrawn bids: Target companles. Figure 10 depicts the
paiem of CARs of werget companics that had the bid for their shares
withdrawn by the olferer companies. The graph indicates that this
sample of compandes was performing abnormally well before e offerer
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7

Figure
Cumulative Abnormal Returns
All Targot Flrms

e i - e

Table 7
The Returns 1o Shareholders of All Target Firms
(CARs Over Specitic Tima Intervals)

Period of the Curmulative Abnormal Return
Relative to the Takeover Announcement Month

{Month 0)
-36 =11 -6 -3
through  through  through

=11 =7 +1
Mean 2.0 1.7 2.2 21.0
Median a8 0.1 20.8 18.7
25th percentile -26.3 -12.4 0.8 0.3
T5th percentile 33.5 136 4.2 396
No. +ive CARS 438 388 626 638
Mo. ~ive CARS 384 a2 207 207
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mmm Returns

Successful Target Firms

W o

(Month 0)
=38 =11 = -3
through through  through

=11 -7 +1 +3
0.4 0.4 219 20.1
2.4 -0.3 21.3 16.5
-27.2 =12.7 232 0.5
az2.4 122 431 303

240 218 362 380

220 221 108 113
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Cumulative Raturns
Unsuccassiul

W i

Target Firms

Table 8
The Returns to Shareholders of Unsuccessful Target
Firms (CARs Over Specific Time Iniervals)

Period of the Cumulative Abnormal Retum

Relative to the Takeover Announcermsnt Month
(Month 0)

-35 =11 -8B -
through  through  through  through
-11 -7 #1 +3
-0.3 0.1 28 21.8

0.4 0.8 15.4 17.7

-28.7 -15.9 -23 0.4

26.5 10.9 428 352
ag as 53 67
ar aa 22 15
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Figure 10

Cumulative Abnormal Returns
Target Firms Whose Bid Was Withdrawn
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Tabda 10
The Returns to Shareholders of Target Flrms Whose
Bld Was Withdrawn
(CARs Over Specific Time Intervals)
Period of the Cumulative Abnormal Return
Relative 1o the Takeover Announcemeant Month
{Manth 0)
—38 =11 -8 -3
through  through  through  through
=11 =7 +1 +3
Maan 12.0 1.2 30.5 23.3
Madian 12.9 0.7 30.5 18.0
25th parcentils =15.4 =123 d.4 3.6
T5ih parcentiie 44,1 13.0 50.4 44.0
No. +ive CARs 58 50 g2 B1
No. e CARs i 43 20 23
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made the bid, or more accurately before the capital market pnticipsied o
bid from the offerer company. The results are confimed by Table 10,
mum-ﬂmdnmmmhum-m
such targel companies: CARs decline slightly in the months
M & withdrawn bid. The decline is nod significant bui |1 does
sugges! some downward revision in the market’s value of the company,
posxibly reflecting a change in the expectation thal such companics are
going 10 be subject o another hid

Conclasion

The overriding conclusion of this sudy is tha wkeovers, on average, are
value-creating invesiments, The results show thal sharcholders of
bidding and target companies sarm positive abhormal returns a the time
of & pkeover.

~ Perhaps the most succinct representation of the evidence is presented
in Figure 11. As noted earlicr, bidding firms on average are much larger
than wargets. To sccownt for this sixe discrepancy and o ensure that the
resubis gre nod overswaied by that discrepancy, the abnormal returns 10 all
bidders and all brgeis are weighied by their relabive market

and then aggregated. This resull is presentad in Figure 11. In effect this
is the performance of & value-weighted ponfolio of all sample firms

Figure 11
Cumulative Abnormal Returns
Value Weighted Portfolio of All Sample Firms
Engaged in Takeover Activity

1.-1 —_ —_—— - —

=

-
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|

=Hl d=swnmy - T - TreTer
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engaged in wkeover activity. Such a pordiolio earns large positive
abnormal returns from tikeover offers and this result is evidence of the

M“hbﬂﬂmmmw—tﬂt—
cresting investments. On the basis of this evidence, regulatory
propodals o resirict akeovers must be severely questioned. Such
proposals cannol be sengibly premised on arguments thal mkeovers
wasie rewources.  Indeed, inhibiting akeovers is lantamount o
resiricting transactions that increase the sconomy’s wealth,
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Philip Brown and Andrew Horin

Introduciion

The degree of competition in e market for corporate acguisibon has
been ecxamined (rom many perspectives. Some have inferred
competition by obssrving the 'abnormal” share price changes of firms
that bid successfully, or by obmerving bow the g are shared between
the sharehalders of the target and bidding firma, or by observing the time
serics of the markst valoe of anget fimma

This paper provides further evidence on the degree of competition im
the Adstralian wkeover market, by replicating Roback's (1983)
experiment. Competmion is infemed i it i found that it would not pay
the unsuccessful offerer o Wit his offer w the successful offerer’s price.
Chur rells indicats that the Australuan markes for cofporale scquisitions

18 competitive, in this sense,
Mativation Tor the Stedy

There are ai least three reasons [or being inleresied s the
of the corporate acquisitsons markst

(a) A competitive market for corporale contral provades o means by
which corporste asseis can ba allocated i their mos) highly valused usea
Providing market participants with the opportanity 50 combine resounces
#0 a8 o form mone efficient snd profitble entitics enhances econamic
weliare.

One criticism of takeovers is that they concentrate maskel power,
enabling the merged firms 10 increase prodact prices of reduce outpul,
ihereby harming consumers.  Stillman (19873} and Eckbo (1987) found
that the goins generated by wkeovers wrose not from the creation of
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Tpﬂiﬂ.hlﬂﬂﬂﬂlhpﬂﬂﬂﬂhpﬁmﬁmnﬂ'ﬁ:m
other

(c) Ruback (1943) that a compelitive acquisitions market
eliminates the necd for of the market, because the price of the
Il]ﬂﬁﬂﬂ'nﬂﬂhﬂdnphhl'tﬁnlm mmum
are regulsted by the Companies {Acguisition of Shares) Act. In

with more information about the bidder as well as 1 give them more
mwmw:uwmm United Siates
evidence imposing security regulathons roduces
lh ty of wkeovers for bidding firms (see Jarrell and Bradiey,

Asquith, Bruner sad Mullins, 1943; Schipper and Thompson,
lmlmL

Ruback’s Interpretation of Competition in the Takeover
Market

Roback (1983) is the most recently puhthﬂlllmp:u:n]ﬂ
mﬂﬂhﬁlmﬂﬂﬂfwm According o
llhﬂ.utuduhuﬂhmuuﬂdm;-d-ﬂ&u-m
a direct st of competition. Instead, he proposes an allermative method
thad focuses primarily on the returns o unsucoessiul bidding firms, The
rationale for using this approach is that in a competitive market, o
rational offerer will not mise his bid above the price where the corpome
scquisition has o zero net present value. A funther implication of o
competitive marked is tha the successful bid price exhausts all potential
going to unsuccessful bidders. The market could not be called
wwmﬂmﬂummumm

For & sample of 48 unsuccessful bids, Ruback (1983) cxtimaies that
the sverage podential loss from the bidder's matching the muccessful
offer price is $91 million, which is signilicantly less than rero (1 =
=4, M), The poiential gain for the unsoccessiul bidder is calculmed as
the eifect of the bid's announcement on the market capitnlisavion of the
bidder, kess the amount needed 1o raise his bid w0 the successiul bid price
(8o the next section).
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Further analysia reveals that for 41 of the 48 bids, a negative not
present value acquisition would have been realised if the unsuccessiul
olTerer hod marched the higher competitive bid.!

Research Method

Although visible competition, in the form of competing bids for a given
target company. is not a pocessary condition for compatition in the
takeover markel, Ruback's west requires an analysin ol these competing
bids. We must estimate the net present value (NPV) of the acquisition
fior the unswccassiul bidder at the seccssiul offer price (Pr). If we use
Ruback’s notation, the potential gun 10 the unsecceisiul bidder, Ga,
from revising his offer o P k8 given by

i CrufPs) = GulPu) - (Fx - Fu)

Equation (1) swstes that the potentinl gun to unmccessful firm &
from making a bid s the successful offer price Fx is the NV of the
ikcover o the wnsucoessiul Tiom o lix Hinal offer price Gul Pu), less the
sdditional cash ouiflow that would be needed 1o raise the linal

The gain o the unsuccessful offerer ui the unspecessful offer price
GulPuj con be measured in the following way. Il the sanouncement of
the offer is not anticipated by the market and the markel 18 convinced
that the offer will be successful, then GwPu) i the absormal change in

@ Gu{Pu) = Eq. ) ARy

where Evi is the equity valee of fim & ome week before the
annosncement of the hid and AR s the sbnormsl returs pssacimed with

ful blidder's aquity walus sxeeed the difference berwsen e puccessdul and
unssccsniful offer prices. This is evidence mambd InEanE i ens
with » competitive ilakeover markel. Rueback messwres the average
potential guin of mesting the higher bid o 323 million, & value which i
insignificandly different from sers, MHe points owul that the abnormal
muwrmmmwﬁm- -
tion il tha peior probability of comummating the is tens than one
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i, by subtracting Rmu, an cstimate of the market ralo of rotum n week @
froem R, the return on share § in woek 1

™ Ujg= Ry~ omy

Since "ihe market” i3 unchservable, o surrogaie 1 munl be psed.
We we the Sumea Actuaries Accumulation Index for 1973-1985; and
priat 1o 1973, Walier's index, which is an equally weightod avernge of
all rues of retum included in Walter's (1984) data file, sobject o the
following two exclusions: (a) for offeree companies, duta for the 26
woeks priof 0 o tkeover snnouncement are excluded; and (b) for offerrs
companics, data for the three years prios 1o 8 wkeover snouncement are

Walter (1984) reports an average of 193 rates of retum in esch

weekly index value. He flinds that prior 10 the public announcement of
their bids, offerer companies typically experience systematic price
incresses. Walter this price behaviour as evidence that
the markei anticipaies the announcement of a tkeover ofler.
M) Lime estimole is an examination of the abnormal retwrns of
both successful and unsuccessful offerers suggests that this adjustment
begine at least one weck before the announcement of the bid. US
evidence provided by Bradley (1980) that leakages could have
octwred over the five days before the ANNOUNCETEnL.

To capture the full announcement elfect, the leakage factor must be
incorporated into the analysis. This is done by summing the sbnormal
returns for the week before and the week of the announcement, 1o
estimate the cumulative abnormal return (CAR« 14), (In the case of a
revised bid, the offerer’s CAR is calculated beginning with the sscond
Friday before the week of its first bid und ending with the Friday of the
wock of the rovised bid) The equity value is measared ot the starn of
this period. Thas

@) GuiPu) = E;_ sCAR;_ ;

An sdditional problem associated with measuring the gain to the
wnsuccerdful olferer is the assumption that the market, at the time of the

The abnormal change in equity value (equation [4]) therefore
measures only the expected gain o the bdder. Define o5 as the
probability that a given takeover will be successful, Then the change in
equily value is given by
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m E,,jﬂll.l,.u-mﬂﬂl"ﬂ
From (1) and (5) we have
] GulPs) = [(E;_3CARy_ ; Vx| = (Py = Pu)

Thus the gain o the unsuccesaful offerer at the sicvensful bid price
GufPs) maest be non-positive, for the evidence o be conszsent with the
compelitive markes hypotbosis. Cither things being equal, & posstive
value is inconxisten) with com

Inspection of equation (&) indicates that three different results are
possible.

(a) The abnormal equity change (Es.7 CAR- 14 ) is pomilive and
greater than the difference berween the successful and
unsuccessful offer prices, This evideace would be
unambiguously inconsistent with 8 competitive market for all
values of &,

) Thmewmtmwu. This evidence would

mﬂﬁmm-m:mhuwmhm
values of s

€} T™he abnormal eguity chamge is positive bul less than the
difference between the successful and wnsuocessful bid prices.
In this this case the value of & is critical. For example il
i "close ' ong, then given the above condition, the evidence
would support the hypothesis of a competitive markel; wheseas
& sufMiciently small mv would be evidence inconsisient with the
hypothesis. The critical value of = can be mcertained from
eqpuatkon (6) for cach mikeover.

Unfortunately, when it comes w0 resuli (c). there is no accepied
method by which we can &isess the prior probsbility of susccess for o
given takeover offer. However Walter (1984:79) reporis an
unconditional relative frequency of success of 67 per cent. W use this
extimate as the critical value of . I the =y computed from equation
(6) s less than (.67, then the unsucoessful bid is deemed consistent with
o competitive market whereas a value of m greater than 057 is deemed
evidence inconsiatent with & cofmpetitive markel

To clarily the methods ased in this paper, the Appendix demils three
itakeovers thal fall into each of the above Siluations.
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Takeovers and Corporate Control
Data snd Sampling Plan

The first st of data we use 10 test the competitiveness of the Australinn
corporase acquisithons markel ks from the Walier (1984) takeover offer
samples. Waller in tum identified his bids from Walker (1973), 2
schedule of delisted firms prepared by the Sydney Stock Exchange and
from whiles published in the Australion Financial Review. We checked
the offer details for the bids we used, and found no discrepancies between
Walier's dats and the AFR. The bids cover the period 1964-72. Our
additional requirements are:

() At least two bidders competed for each wrget company. This s

-
|
|
|
5

?
E
;
!
ﬁ
E
:

s onfinary shares. Although in a number of takeoven
mathmm'mmm;
component of the transaction was ignored, since the voling

40 or more weeks alier the last unsuccessful bid (a period we consider
o0 long for suitable comparisons to be made); and five unsuccessful
bids were made after control had passed or was on the point of passing 1o
the successful bidder. Because the offerers in these last five cascs made
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bids when there was a pogligible chance control would 1o them,
thelr offers are excluded from our sample. For these five cases, the
mmwmmmuwu Althaugh
ostensibly this evidence is inconsisient with 8 competitive takeover
market, it must be recognised that the bids were made when the majority
of the cutstanding shares had already been commitied 1o the successful
offerer.

The second data set consists of 38 other contested bids made by snd
for listed companies from 1973 o 1985, Table 1(h) details the selec-
tion criteria that were used.

Table 1
Unsuccesstul Takeover Bids, 1966-1985

(a) 1966-1972

Tiodal bucls: a7
Deduct:

Mo successtul bidder

Price relative data nof availabie
Suocessiul bid af east 40 weoks later

III.H'-J;

E
|
|

(b} 1973-1085

Daduct:
Linsuccessiul biddar not listad
Price relative data not av ailable
Control determinad by single sharehalder
Unsuccessiul bid rmade afier condrol alréady

£
E
i
:

28
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1ﬂhi the time distribution of the Mnal sample of 72
This distritmition is based on the announcement date,
ﬂhmﬂmd-ﬁmHuﬂumuumﬂﬁﬂHMMwndh
the AFR. The first bid by the unsocoessful offerer procedas the first bid
by the succesful offerer in aboud B por cend of casea. The everage

Tabla 2
Tima Distributlon of Unsuccessful Bild
Announcemanits

Yoar All Bids Final Sample

1966
1867
1968
1969
1970
1871
1972
1973
1874
1875
1976
1977
1978
1879
1880
1681
1882
1883
1984
1885

Total 181

E-‘-Hu-—.
vumas |l an |l vporsooadane

n

value of & successful bid is 11 per cent more than that of the highest
unsuccessful bidder, By contrast, Ruback (1983) reports a 23 per cent
difference betwoen the successlul and unsuccessful bids.  Howewver, his
IT::hﬂhﬂhﬁmhﬂummhnuummthﬂm

oar relates to the unsuccessful bidder's highest hid. For
all but one of the takeovers in the final sample, wrget sharcholders
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accepied the most valuable offer.? Other descriptive details of the sample
wre summarised in Table 3.

Tabla 3
Summary Description ol the Sample ol Takeover
OHers
Linsuccesstul Buccessiul
Offerers Orfarers
Maoan value of offers $15.55m $i72zm
Frequancy Conscaralion was:
Cash 40 44
Shares Ful | 14
Cash or shames B 14
Total T2 72
Number of revised bids 17 24
Average equily valué of unsuccessiul

Rates of return to unsuccessful offerers. Table 4 summarises
ihe abnormal retums on the shares of the 34 firma in the sample drsm
from Walier (1984), The cumulative abnormal retum is measured by
averaging the individual firma’ abnormal retems for each event week.
and summing the average abnormal returns over event time. The
cumulstive aversge residual {(abnormal return) for the two weeks op W
and inclsding the week of the takeover offer’s smnouncement is 1.19 per
cent, which is noi significamtly different from rero (0 = 1.13)

The is Ozapaper Lud's bid for Drawing Office Indusry Lad in
March 1069, The offer was o be financed by & onefor-ons share ex

Given tha Ozapsper's last sale prior to the hid's anncuncement
u&rulﬁhﬂ:-ﬂﬂuﬂmamﬂ-ﬂﬂ

E%i
s

z,;
= ¥
-
|
=
g
8



‘unsuccesslul’ offers is zero. Our is genorally consistent with
Dodd and Ruback (1977) and Ruback (1983), who also report no
significant abnermal returns 10 unsuccessiul offerers dering and afier the

Tabla 4
Cumulative Abnormal Returna A
Over 34 Unsuccessiul Takeover Oflers
Announced In the Perlod 1966-1872

Event Tima Period (weeks) CARA (%) Fetatistich
=20 io-11 210 1.20
=10 -5 2 1.24
=i 1o =3 0,08 -0.08
=2 |- 1.75 1.33
=1 00 1.19 1.13
1] 0.13 0.15
0 1o+ 1.33 0. 75
+1 o +2 1.66 0.83
o +4 0.27 0.30
+5 10 +10 ={.80 ={.38
+11 o +20 2.14 1.12

% Returns are calculated using @ market-adjusted model (Le. & market

indax s sublracted from the raw return),
b mm;;mmu-mr-ﬂumummm
e,

Since our sample criteria require control of the arget 1o pass 1o a
ﬁ“hﬂ“hTﬂimhmmupm
those of Bradicy et al. (1983). They separate their sample of 94
unsuccessful offerers into (wo groups: (a) incumbent management
retained control; and (b} control passed 10 another party. For the 67

mmmmdlﬂnn-nmhhm
ending with the first public snnouncement of the tender offer. In the
mext 100 the cumulative average fulls by 8 per cent, which they
erpret as consistend with a synergistic effect. They argue that
the successful bidder acquires the resources 1o achieve significant
economics of scale, which leads w lower product prices. The
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m&m&w::mﬂuﬂm.ﬂh
shareholders are pmong the losemn.

In contrast 1o the return patlern predicied by the Bradley et al.
‘synergy view', the resulis we report in Table 4 contain no significant
decline in invesment performance subsequent 0 the annoancement date.
The lack of & downward drift (on average) could be explained by the
combination of post-bid snnouncements made by the unsuccessful
offerers. Walier (1984), in rathonalising the wpward drifi in the
abnormal returns of his 97 uns gl bidders after the bid
announcement (average CAR for the 97 wnsuccesslal offerers increased
by 21.3 per coni in the 100 wecks following the week of the bid), details
a variety of favourable posi-bid announcemenis (e.g. bonos and rights
issues, returms of capital, dividend increases, etc.). Waller suggests that
a second and more likely eaplanation for thas result is the extraordinary
invesiment performance of Industrial Equity Lad (IEL). Only 1.5 per
cent of the post-announcement gain of 21,3 per cont was not assocuaied
with IEL. However, we found that the two [EL bids included in our
sample do not bias our rosults.

Tuble § presents the frequency distribution of the wkeover offer

Table 5
Frequency Distribution of Event Period Abnormal
Performance for the Sample of 72 Unsuccesstul

Bidders
Abnormal Pedormance Absolute Relative
Range (%) Frequency Froquency (%)
m: u 2 EIE
10« U<20 4 56
B« U<10 g 125
2« U=<S i2 16.7
1= U=<2 2 28
D= W< A 11.1
-1« WU<@ i 8.3
-2« Ua=1 pi | 4.2
-5x U=x=2 13 18,1
~MW<U<=5 ] 125
=20« U=<=10 3 4.2
Ua<=20 1 1.4
Total T2 100.0

Note: Event Penod 18 delined as e wieh Delcre and ha waes in whh
tha takocear oMar was announced in the Austradan Financal Aeview,
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abmormal returns for the 72 unsuccessful hidders. Although the average
I8 positive over the bid persod, both negative and positive requrns were
camed by sharcholders in individual companics.  Throe-quanters of the
observations exceed 2 per cent in absolute value: the average of the 37
gaing is 5.62 per cent, and the average of the 35 losses is ~6.02 per cent,
Assessing compelition in the takeover market. The
market for corporale conol is competitive when the price of the trget
firm is bid up wntil & mkoover by the unsuccessful bidder would be o
negative net present value investment at the suceessful bid price.
o the Ruback approach (which we are following), the
assgeEment of competition requires 8 measure of the potential gain or
beess that would sccrue w the unsuccessful bidder if he were 1o match the
successful bid price. Table 6 summariscs the potentinl gain or loss st
rm{gﬁrﬂummnmm s o=
equation (). average pulcome ia 8 poiential loss of 51 00g
(= =229}, which is ignificanily different from zero at the § per cent
confidence level,

Tabla 8
Frequency Distribution of the Polential Gains to the
72 Unsuccessiul Olerers al the Successiul Olfer
Price
Pl = X Absolute Aelative
Smillion Frequency Frequency (%)
X<-20 21 29.2
=20« X<=15 3 4.2
=15« X<-10 4 5.6
=10« X<=05 & 125
=08« X000 22 30.6
00« X<05 4 58
05« X<1.0 2 28
10« X<15 — —
15< X<20 2 28
20« X g 88
Total TE 100.0

Note: Assumes that the ax anle probabiifly of succsss for all bids s
squal 1o one at the time of the announcement
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Alihough the evidence on the whole 18 consigment with cometiton
in the mkeover market, il cannot be reganded as conclusive for the
lollowing two reasons, Figst, the formula we use o measure the
pestential gain reported in Table 6 assymes that the ex ante probability
of success equals one. Socond, the result may be driven by a few large
tkeovers.

A more detiiled analysis 1s presented m Table 7, The cases are
divided into three catogorics, in the manner describod sbove. The wp
lefi-hand cell contains the nomber of cases in which the abnormal equity
chonge is nogative ond bhence I8 unambiguowsly consistent with
campetition. For these 35 bids, the negative abnormal equity value
experienced doring the announcement period implics thal the market

Table 7
Frequency of Negative and Positive

Potentlal Galns® to Unsuccessiul Bidders
at the Successful Offer Price

GuiPsj<0 GuPs)>0

Number of times the sign of the

ineguality does not depend on s as 13
MNumber of times the sign of the
InequaMy does depend on xst 24 pd

2 The potential gain 1o the unsuccessful bidder at the successiul offar
price = calculated as:
GuPe) = (Ey_ sCAR,_ ;) /x5~ (P3 - Py
whore E;_, i the unsuccessiul budder's squily value two weeks
balare tha announcamant ol the successtul bid, Gﬂ-ﬂl_r_;h tha

cumulative average resciual lor the unseccessiul tddar from ona
woak pror throogh o the end of the unsuccessiul bid's
EnNouRERMTEnT “Hh 3 15 tha ax anie prruﬂﬂ'rﬂ'lilhl
unsuccassiul offar -nuid have baen successful, Ps s fhe
m#wﬂﬁhmmw;t“

b The direction of the inequality does not depend on x5 whan Gu(Ps)
HEAH',_”ndm-mm

€ Tha direction of the insquaiity depands on s when Gu(Ps) and
M..umﬂ'lm

9 No obssrvations ean sccur in this cell since GuiPs) » § only whan
EpgCARy g > Fe=Fus Q.
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perceived ex aade thai the tkeaver would be a negative net present value
action, The unsuccessful bid exhausted all potential gams that could be
miade from the takoover. Since the offerer subsequently withdrew from
the bidding process, the observations arc consisiens with a competitive
for corporate control, though they beg the question of why the
occurred n the first place.

For the 13 bids in the upper right cell of Table 7, the abnormal
equily change is positive and greater than the additlonal cash Now tha
equates the unsuccessful offer 1o the successful bid price. Thus the
Enin 0 these firms, had they matched the successful bid, was
This result is again independent of the ex ante probability of
success. It indicates that the market would have viewed the i
ACTpuRition as @ positive nel present value investment if the offerers had
successiul price. Since the bids were not
raised, the 13 bidders’ behaviowr is unambiguously inconsistent with a
competitive keover markel, The average potential gain for the 13
unsuccessiol bids ia shouwt $4 400 000 (r = 2.78), based on the
assumption that the prior probability of succew is one, (The lower the
probability, the lexs the likelihood that the 13 bids are congistent with o
competitive market)

For the 24 observations in the lower lefi-hand cell of Table 7, the
abnormal change in equity value is positive but lexs than the difference
between the successful and unsuccessful bid prices. Inferences
concerning thewr consistency with a competitive keover market depend
on the prior probability of success. In the event that this value was
equal io one, all observations are consistent with a competitive market.
Il however the probability of success was less than one, then the
w%mumuﬂmtmmmﬁm

Table & presonts the frequency distribution for the critical valoes of
the ex ante probability of success that equates GuiPs) with zero in
equation (6). For the 14 observations, the value of =y iz 0.24;
the maximum valoe s 0.98. If we use Walter's (1984) measure of 0.67
a3 the uncondivonal of success for each bid, then only one
observation in Table 8 s inconsistent with a competitive marker. Even
if we assume no offerer would launch a bid that did not have at least an
oqual chance of muccess (Ruback, 19863, then 20 of the 24 still would be
classified as consistent with competition.

Sensitivity Amalysis

We conducied several tesis 1o check the sensitivity of our resulis 1o
assumptions we had 10 make © oblain ouwr results. 'We wsed Walter's
(1984) extensive data files 1o verify that our results are insensitive &0 the
ahermative of adopting the Sharpe-Lintner Capital Asset Pricing Model
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Table 8
Critical Value of the Probability of Success rs for the
24 Observations where Inlerences Concerning

Competition Depend on xs¥

Probability Absolute Faolative
of Success Frequency Frogquancy (%)
0B<es<10 1 4
06<ms<0B av 13
04 <pE<06 Py ik
D2<cms<04 -] 33
0.0 <ns< 0.2 12 0
Total 24 100

2 The critical value of the probabiiity of success is
us =By pCARy 14/ (P~ Pul

whare E;_ 5 is 1he equity value on the second Friday balors the
announcement of the unsuccessiul bid, CAR,_ 1 ¢ Maasures tha
gharmanet sbnarmal retuim on the ehsuoosssfu Didder's shares
over the two weeks ending with the week of the bid, Ps ia the
sucoesslul bidder's offler price, and Py i the ersuccesshl bidderss
aflar price.

B Al thres are graater than 0.67.

to estimate abaormal retorns. 'We alsn verified that our resalts hold up
for an extended leakage period of eight weeks. Beyond eight weeks, the
extra noise in the share prices blum the resolis oo much o delect
ve behaviour. We estimated the maximum wicrable Bias in
the is =2 per cent; that is, our resulis bold up as long as the CAR
estimaies are nod binsod downwards by more than 2 per cenl
Finally, the potential gain w the unsuccessful offerer at the
successful bid price was recalculsed by using the lower-valoed bid in
circumstances whene the bidder made a combination of offers. This wes
reafTirms our previous resulis for the seven inalsnces where alisrmative
hids were made,

Conclusion

The objective of this study ix 10 provide evidence of the compatiliveness
of the Australian corporate acquisitions market. Competition in the
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takepver market is defined us 8 sitation where the successful offer price
exhamsts the potential gaing for all unsuccessful bidders

Our results mirror the main findings of Ruback (1983), who lound
that oaly seven of 48 keovers in the US were unambiguously
incongsient with a competitive takeover markst, We found only 14
inconsistencies out of T2 we studied.

For these 14, the unsuccessful offerers withdrew from the bidding

in circumstances where matching the higher bid would still have

w0 abnormal gains for their sharcholders. Owr conclusions are
predicated on the assumption that the abnormal retums, on average,
capture the potential gains from a successiul wkoover, The apparent
failure of these umsuccessful offerors 10 make a higher-valued bid could
be due 10 badder colhsion, behaviour, logal impediments, or, as
is always possible with studics ours, confounding events.
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Appendix

The purpose of thiv appendix is 10 evaluate, individually, three takeovers
in terms of whether the behaviour of the unsuccessful offerer is
consistent with the notion of & competitive wheover market, Ruback's
methodobogy, sketched in the soction on Rescarch Metbods, provides the

Takeover 1 Onkaparings Woullen Mills Coy Lid (OWM)
bid for Warnambool Woollen Mills Coy Lid (WWM)

In August 1969 OWM offered WWM sharcholders seven OWM sharcs
for every two WWM shares. The total value of the OWM bid for 100
per cenl controd of WWM is estimalod o be §2.634 million.

Tn the week subsequent 10 the OWM bid, Dunlop Australia Limited
offered $2.822 million for WWM, an ofler that was accepied by larged
shareholders. To assess whether the keover i consisent with a
melhliu market, additionsl information conceming OWM was

» CAR(-10)=-194%
« Eguity value two weeks prior 1o announcement date = $3.952
i Mo,

Equation (&) is used 10 measure the potential gain in mutching the
successiul bid price:
Gul Py} 'E.I-IEMJ— jplme- Py = Pu)
= - 3264 B0 (assumung & = 1)

Al the time of the announcement of the offer, the markest viewed
QWM s bid for WWM a3 a negative NPV investment. OWM's decision
not o make a higher offer for the target company is consistent with a
competitive akeover markst

Iﬁhﬂ'ﬂfh David Jones Lid (DJ) bid for MeDowells Lid
]

In November 1971, DJ made o $5.18 million bid for M.  During the
tukeover offer period (- 1,00, DI"s sharcholders had abmormal returns of
6.4 per cont. This represents a $3.4 million increase in equity value.
following month, & $6.61 million bid by Walion's Lid

17



mj -E,_]C",,,.}J.FH- f-r-" M
= S$470 000 / mv -~ £768 000

mean there was a potential gain o shareholders from o revised bid
and consequently that the company”s failure 10 bid again is inconsistent
with a competitive keover markei.
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Takeover Announcements and
Share Price Reactions:
New Zealand Evidence

1968-1985

David Emanuel

Inmtroduciion

This paper exarnmnes the share murkel performance of New Zeatand lisied
public companics that have been involved in business combinations
aver the perind 1968-1985. “Performance’ ks cvaluaied by measuring
share market retumns, afier removing the overall market effecis and
wking into account the exicnl o which the share prices of the
companies being examined typically vary with market movements. As
this is & capital market study, analysis is restricied 0 companies thal are
lizied on ithe share markel
Appendices 1w 5 at the end of the the paper list the companics that
are subjoct to analysis, iogether with daies that are relevant, as best they
can be determined. Companics are described as “seccesaful’ of the
combination actoally took place, and ‘unsuccessful’ if it did mot
hppnﬂuﬁﬂﬂmnﬂumtmmvdhhhummmﬂ
', In the context used here these combinations normally
involved the establishment of & new company and the issue of sonp.
These mergers involved very litthe cash considemtion and correspond o
what accountants in some countries describe as poaling of meresta
The distribution of the combinations in Appondices 1 0 4. wgether
with the retum on the markel (measured by the Barclay's index), am
shown below in Table 1.

The sssistance of Mok Amery is schnowledged Jorden & Co,
mockbrokers, provided the detabese for this resesrch. Thew suppern is
grusafully schnowlsdged.

1m
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Table 1
Distribution of Firms Analysed by Year

Year Successhd Successtl  Unsuccesshl  Unsuccesshl  Retum on
Offerers  OMerees  Offerers Offeraes  Markel (%)

1968 -1 2 1 2 398
18969 8 1 2 1 158
18970 a 2 —_ - -10.8
Al 7 2 a — -0.3
1872 T 3 1 — 19.7
1873 B 4 2 2 - 1
1874 5 3 2 _ -21.3
1975 3 2 & 1 115
1978 -1 2 — _ 45
1877 2 2 —_— 1 ~0.8
1978 8 (1 a 2 122
1979 7 7 [ 5 109
1880 4 8 5 2 53.2
1981 8 10 (-] 3 278
1982 8 8 2 -— -10.3
1883 11 14 - | B 1018
1984 a 15 2 2 15.7
1985 2§ 42 & 4 279
137 124 58 30

wealth? ‘What kind of sharemarket performance typifies offerers and
offcrees in the various periods referred 10 above’!

The rescarch avoids wsing accounting and oiber ratios (such as
measures of growth, levernige, rehem on investment, etc. ) i evaluate the
success of otherwise of 8 busmess combination, A major difficulty with
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using ncoounting Mgures ix how w0 determine & valld benchmark
comparison for offerer companies n periods before and after the
combination and offerces in the period before the combination,
Takeover companies self-sclect, and as o conscquence thare may be o
wide range of fundamental differences between them and the benchmark
or control companics. Second, the wse of dlferent accounting policies
makes systematic comparison of the groups difficull. Third, the event
of the combination isell can genemie changes in accounting policies,
and the New Zealand Society of Accountants Staement of

mg Practice No. 8, "Consolidated Financial Swutements’
nqﬂuhmdulhnﬁﬂmﬂmmmmrwlm
"purchase accounting’ is pracuised. Finally, it is daflicult w know what
o expect in such o comparison. There is no reason (o expoct growth by
takeover 1o be a systematically superior sirategy when compared with
growth through profil retention, for example. The (act that afler the
event afferers’ mtios arc ol different from the pre-ofler ratios might
simply reflect the foct that the offercr paid the marker price for the
BeCuiRiENIn.

Resulis

The major results of this paper are shown in Figues | o 6, All the
Figures have the same form, measuring time relative 10 the event of
inigrest {oither announcement date of owlcoms dated on he horzontal
anis, and the cumulative average residual (CAR) on te verical axis.
“Time O is given in Appendices | 10 5 and is o differenst calendar time
for each combination. The CAR involves aocamulating the average
phnormal performance measures o o woek -by-wock bass.  To illustrate,
if the average abnormal performance in week =51 i +1 per cont and the
gverage abnormal performance i week =50 i (L7 per cent, then CAR
=50 is 1.7 per cent. The average aboormal performance for any week is
caleulated by laking the difference between the security’s retwrn and the
market's return (the market's retorn is adjusied by laking tnio account
the mocisrity”s normial variahility with the market) over the week for each
ol the securities subpect 10 analysis, and then avernging these abnarmal
INEASLTES.

Figure 1 shows the CARS for successful offerccs. 1n the first hall
of the year prior o the takeover the offerces” average share performance
wan bolow ithat of the market. This in consisient with one of the
Wﬁmrw:lmmhwﬂmm
the “inefMicient management hypothesis”, That is, if & shane’s abnorenal
return can be regarded a8 an approprate way of meéasering managenial
drhmr,ﬂummﬂruﬂummumhdﬁimdr Oiher
plausible hypotheses advanced o explain acquisitions include the
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"size hypothesis® [t is, small frma are more Iﬁdrhhmﬁdtﬁn
nmmwhﬂmmummw-m

me‘hﬂ-ﬂhtﬂthpudﬂw.mmhﬂﬂpwm-h
wock of the mkeover announcoment. Tests of sististical significance,
based on avernge residuals scaled by the security’s residual standard
indicate that the average residuals in Weeks -2, <1 and 0 are
significantly difTerent [rom roro ol the | per cent level. The CAR
continues 10 rise in the post-lakeover anouncement perind by 6.5 per
cent. This is probably due w the revision of some of the bids in that
period, and the success of the bids becoming more cortain as time

Figure 1 shows the CAR for onsuccessful offerees, These firms
have been clearly underperforming the mirketl, virually teoughout the

year priof o the akeover bid. hwmﬂlhﬂlnulbyliipﬂ
M'MummmﬁMmﬁmﬂlm
cent level. However in the post-bid period the average residuals are
mainly negative, and by Weck +26 the CAR has fallen to 0.005. That
is, il an investor had bought these companics in Week -52 and held
them (o Week +26, he or she woiuld hive camed an abaommal retum of
one-hall of one per cent. One plausible cxplanation for the [sll i the
CAR in the posi-takeover-announcement period i thal the news that the
hids are (likely W be) unseccessful is inlerpreted by the market as bad
news, and hence share prices fall, This is clearly indicaled in the second
part of Figure 3, where Time 0 is the outcome date, By Week -2 the
CAR has reached 9.9 per cent and i Woek O i is B.E per cent. In the
following six months the CAR drops by a luther 7.8 per ceni 1o end ot
| per ceni over the entire 18 -month period of analysis.

Both sets of results show thal taksovers creaie value. There 12 o
damatic incresse in share price on the snnouncement of & bid  However,
where the hid i unsuccessful the gaing quickly evaporate. (The 20
biggest Time [} increases are reporied in Appendix 6.)

Figure 3 shows the CARs for successful offerers. In the period
prior to the bid being made, offerers have boen performing abnormally
well, The CAR reaches its high of 5.2 per cent by Wesk 0, alihough
the incresse in Week 0 of the 128 companies that raded over the -1 0 0
interval is only 0,003 and the magority of the residuals in Week 0 were
negative.

The announcement of the bid did not generate any major revisions
of the offerer’s share price, either around the tme of the bid or sround
the time of the announcement of the mcoessful oucome. One possible
eaplanation for this is that the market for corparate contol i3 compe-
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Figure 2
Abnormal Share Price Performance
of Unsuccessful ONerces
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Figure 3
Abnormal Share Price Performance

of Successiul Oferers
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tive, forcing keover bidders have o pay a price that absorbs abnormal
profic. It is conceded, however, that as the offorees are typically smaller
than the offerers, the impact on the offerers’ share price will be smaller,
(One cxtension of this work, therefore, will be w examine the dollas
value guins in shsolule icrms, miher than retums ) Also, 1o the extent
thitt the offerer has announced, either explicitly or impliciily, a strategy
of growth through scquisition, the time zero impact observed here will
understate the twtal impact mnd measare only the unanbcipated aspects of

In the six-month period the announcement of 8 takeover bid the
afferers’ excess retums are negative, with the CAR dropping from 5.2
K‘Mlmﬂhllpﬂﬂﬂmﬂﬁ. Similar results have

found in the early Austmlion takeover siudies (Dodd, 1976) and in
some American research (Asquith, 1983; Dodd, 19800, Soveral
explanations could be advanced for this inferior performance, although
none i very plausible. One reason might be that the prices paid in the
acquinition wmed out 1o have been o high. i is interoming 10 note
that the CAR by the week of the announcement of the succem of the bid
i exacily zero, and in the half year following falls by a further 2.1 per
cent, with the majority of companies trading earning negative abnormal
retumns in 21 of those 26 weeks,

Figure 4 shows the CARs of unsuccessful offerers.  As in the
previous case, bidders have been carning positive abnormal retums, on
average, over the perind prior 10 the bid. In the posi-bid period the
average exceds retams beoome pegative. When Lime mro i the outcome
daie, the Weck 0 CAR ks 1.6 per cent and the Week +26 CAR is 1.4 per
cent, s the £aceds returns seem 0 be related 10 the period when
the outcome of the bid is oncertain, In this respect Figures 3 and 4 well
similar siories — Wkeover bids involve negative excess returns 1o
sharcholders in the offerer, at least inially.

Figure § reports on the of Brerley [nvestmenis Limied
(BIL) around the time of BIL's bids. Due to the frequency with which
BIL makes bids, the impact of sy bid made within 52 weeks before or
16 wocks after o bid being made at Week 0 will also be analysed ln those
figures. Further, as mentioned before, BIL is identified as a company
with & clesr tkeover stralegy 50 any lime 110 reaction will rellect that
policy only 10 the extent that the bid is unexpecied 1t is no surprise 1o
see that BIL has earned positive abnormal returns, with Week 0 CAR
being 9.6 per cent for the 20 successful BIL bids analysed.

Figure 6 reports the CARs for offerers of all successful 1akeovers aof
all companies, whether public or private, In the announcement week
here ima | per cent sbnormal share price adjustment, which is differem
from zero beyond the 1 per cent level of significance. This compares
with the 0.3 per cont increase ot time rero for the successiul listed
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Figure 4
Abnormal Share Price Performance
of Unsuccessful Offerars
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Figure 5
Abnormal Share Price Perlormance of Brieriey
Investmants Limited
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Figure &
Abnarmal Share Price Performance
of All Successiul Offerers
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part of this abnormal performance is acributable o0 share price
movements gssociated with the Fleicher Challenge merger. In the week
of the announcement, Fleicher's share price rose by 19.4 per cemt,
Challenge’s by 21,7 per cent and Tasman's by 21.2 per cent. However,
over the MMHMWMWM:’.
abnormal share price performance is clearly negntive.

Conclusions

This paper analyses the abnormal share performance of MNew
Zealand firms involved in combinations. ﬁluimndirﬂulhndhn:
and afferees, and described as being successful or umssccessful.
Abnomal returns are accumilated around the tkeover anmouncement and
ouwlcome dases.

The following concluxions can be drwn:
EY Rusiness combinations creste value in that shares of the ofTeree

companics rise subsantially at the lime of the snnosmcement
of the coinbenation.

{b) For successful offercex, share price continoes 1o rise, probably
due to the provision of more information relevant o the pricing
process,

i€ For unsuccessful offerces, share prices fall, also probably due 1o
g;mﬁ-umwmuummmy

(1] Offeree companies show inferior share price perfarmance in the
yeur prof io the combination.

{e) There is no adjustment 1o the offerer’s share price on
announcement of B skepver bid, or oo announcement of the
COMe.

(i Offerer companics appear W have been performing abaormally
well in the year prior to the offer being made.

{8  The share price performance of offerer compunies afier a
takeover announcement s alightly negatve, whether the bid is
successful or not. The drop is greater when the bid is
unsuccesafiyl,
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Appendix 1

137 Seccessful Offerers of Listed Companies

LU&T-31/12/88

Wk Offer Woek Offer
Announced Company Unconditional
20968 pic 111168
27868 Watties 151 1/68
A58
2211168 Waities 107169
29/11/68 NZ Forest Products 142065
17769 Sharland 217369
24/1/69 Dominson Brewencs 147369
14580 Domimion Brewerics 950
2514509 Dominion Brewenes 19966
18769 NZ Brewenes S8
208059 Waitaki Industrics 24/10/69
14/1168 UER 203770
SNaes Winsiones 13770
/1269 Golden Bay Cement 133770
M Smith & Brown 1470
13270 ﬁmm 174
U0 ellington Publishing 174770
&AM Hirasfinnids 2050
nm Toupo Totara Timber 148770
21R0 NZ Towel Services &11/70
I:HHI’I ?m:hﬂ- 11270
197277 ‘supo Towss Timber r il
471 Scout MM
16471 Ic1 M
13871 NZ Motor Corporation 24871
178 Rrerley 1517
151071 UEB yiam
261117 Winstone Wy
nam Meil Holdingsda)
wnm Odlins 2RM/T2
24am N7 Forest Products 2872
30672 Mosgiel 1472
lm ﬁmnm &10/72
18nam Breesley W
a2m Feltex 18/7/R0
20473 Winsione [T
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Appendix | continued
Wieek Offfir
Company Unconditional
Zip T3
Brericy IR
Wiituki Inchustrics IR
Carter Halt 191073
Waitaki Inchustries 134
W Pauwal Holdings \2ru
Drsrunem Brewenes 177574
Feliex 19474
‘Wataki Industrics 30874
Cable Price Domer 25104
Siee] & Tube s
Pricrley 221280
Fletcher Holdingy RS
Creneral Finance 19/TS
Breriey 1957
Cidiing M6
A5 Patersonia)
NZ Towel Services(a)
Mamc L/ )
Kempihome Prosser :mnm
Ailas i 2
s Peational 12/5/78
IR Cemamco THITE
/518 Brcricy 24T8
23/6T8 AS. Puerson 1578
25878 NZ Farmers Fertilizer 28T
15578 T8
118 LD, Muhsns 120
241118 MNZ Farmers Fertiliver 1479
RNATR Fletcher 2m
W Cable Price Downer e
1679 Ceramco 11579
&Y LIER B9
k. T LD, Nathan M
2159 NZ Farmers Coop /280
ST Ytes wnym
Wiye Challcnge T8A/80
] Bretley S8R0
Yiaies 26/1 /80
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Appeadiz | continued
‘Week Offer Woek Offer
Amnoumoed Company Lincondational
llﬂﬂ;'l Alex Industries(b) o
21481 Emmm 9/10/81
2331 Bricrkcy a2
185381 Clty Realties INm
25481 Canter Holt 251281
131181 Bunting 1922
SR Ballins Indusiries fa/m2
622 Healing, 164,82
18/6E2 Yates 13mEm
19742 Lasne Waller Ruficin(h)
/1082 Endesvour 120
117231 Brierfey 1403
47483 Repoo 683
117343 Onago Press & Produce 154783
187353 Tahn Bumas 6/5M3
12873 Crown 41153
A Brictey(®) ot
281083 Bricriey 1384
Y1481 Briedey BAG/B4
231283 Colyer Watson 1344,/84
13184 Brierley G484
1VR4 Rothmans vima
Sifma Cabile Price Downer 1875784
:m" g TIAB
I8 th:n',ﬂ-]
21184 Winatone S5
41RS Wilson & Homon 13/8S
/RS Carter Holt 4/10v/85
RS Brierley(h)
A5ms Mair 9m/85



Emamael: New Lealand Evidenie
Appendiz | continued

Week Offer Week Offer
Announced Company Unconditional
V5ES Mewmanab)
2RM685 Flecher Challenge 410/85
SRS Equiticomb)
STmS Cersmeo 6985
783 Briericy(b)
12785 Sicel & Tube 21105
127745 Jedi | LAVRS
18/10/85 Bricrlcy(b)
23/10/3 John Edmondib)
Unigy(c) 11185
B85 Charter 17/1/86
15/11/85 NZI 131286
1571185 Corpomte Irves ) onis(b)
61283 Dic §lﬂm|"l5
B1LES R & W Hellaby
13112085 Bendon 14/2/86
131285 Brierley(h)
AN 2M3 Welgns(b)
V1285 Equiticon Jnse

{4) Insufficient dats w0 dewerming the week that the offer becomo
ienconditional.

(b) These wkoovers involve the scquisition of & controlling interest (50
per cend or greater of the issved capital) only, not a compless
acquisition of 100 per cent of the o ‘s insued capital, hence
these keovers do not bocome wnconditonal,

£} Theolferer was not ksied when the offer was announced.

193



Takeowers and Corporase Control

.ﬂppll‘tﬂil 2
124 Successful Listed OfMerees
LV1/68=31/12/85%

Wk (ffer Week Offer
Announces) Company Uincondisional
27968 General Foods 1511/68
21268 Taranaki Brewerica 143464
SN2 Wilson Cement 138
13370 Claude Neon X
N3T0 Reid Rubber TRWT0
13871 Pacilic 48
WM Indaesrues 2Hnum

am R & E Tingey 28472
M Taupo Totara Timber T2
s San e 4 ke
167273 5 Brown, & Maple 18771/80
1773 Sharland o

6073 Coola Wines{a)
157173 South Otago Freezing 1474

1ana Consnlidated Pacific 1904774
2475774 Nelsom I0HTS

151174 A& T Bun s
TS Miven Industrics 227280
a7s Milne & Choyce 8BRS
Associated 17
L2AITT Pyo 22/2/80
2 Domibnion Fertilizer g
A Kempthome Prosser 22918
2A%/78 Bonds (NZ) LA
168/T8 MSD-Spicrs 31118
V1178 Wonkworhs (M) 12179
1/11/78 Medical Supplics 169
B8 Firth Industnes rmrm
16319 Tappenden 11579

[ ) Trans B9
25579 NZ Paxtoral Holdings RATD
§WH McKenries Mnyw

L9 Haywrights 202580
W19 Hodder & Tolley 2112
T 18/1/80

17/ UEC 14/3/80
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1081

11/2/83
1483

T0/E3
4/11/83
18711/83

13454
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Appeadiz 2 contimped

Week Offer Wk CHler

Annouynced Company Lincondigionsl
137184 Homing [T
2724 Manawaty Kniming Millsiz)
124 Ballins Rauray MAE

984 Rex Consolidated 18/5/84
;I.llﬁl Chemby 4/10/ES
L4584 DECa)

29/9/34 (NT) TR
191084 D Wallace{a)
P2 Oudlins SM/B4
e by s

R4S Cooks Wines(a)

2285 Jedti /1786

Rms m.n
15385 Hawkes Bay Transponia)
2ams Alex Harvey Indusirics 4IRS
1ARS Meil Holdings l;.um
26485 Consolidated Metals{a) :
26/4M5 Frozen Meat

m 1/5/8%

RS Mount Coole{a)

SRS Atlas 68
12783 Emco 29/11/8%
127785 Yaies 134785

658 DRG (NZ) 18/10/85
4/10M5 R.W. Hellaby{a)

‘II".II.l! Goodsmandh) O
R1LRS Regina 17186
15/11/85 Mamc

151185 Montanaia)

29/11/85 Enddearvour



Appendix 1 contmusd
Week Offer Week Offer
Announced Company Unconditional
612485 Apparc] 21/12/%6
/1285 Ahacus 311086
1312785 John Webaier 147286
131245 Winsione(a)
2W12/MS East Coast Gas(a)
1285 AM Bisley I1N/8G
2IN2RS Ouago Press & Produce(b)

(8 Offeree had & controlling interess (30 per cent or greater of issucd
capital} taken up in it snd was not the wrget of a complole takeover.
() OHffer bocame unconditional 100 late for it 1o be incladed.
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Appendix 3
£6 Unswecesaful Listed Offerers
Lil/68-31/12/88
Week Offer Week Offer
Annourced Company Unsuieceafiil
T4 60 Phillips & Impey 18760
s Eﬂa 'q;un'
1
LTl Hoerley 23|m
1604171 & lmpey e Tl
unm 1872772
16/2/T3 George Courts T
MM Southland Frozen Meat 2571774
15724 NI Brewerics 154
b T T Canterbury Frozen Mest NAT4
s Southland Frozen Mep 310775
16475 NZ Motor Bodies 235715
HYETS Atlas Majeatic 47175
478 Miven IN0T5
1212075 COenerul Finance 9476
Brezley(b) wmam
MR Canierbury Farmers Coop 2778
V1178 212
Y1178 Motor Traders e
num Brierley
779
& Scolt 27T
T Transvision mum
m Mount Cook 19710679
Collmgwood 1473580
25/180 Mamc 172780
227080 Alled Farmers 1472580
AF80 Fleiches Holdings 3
14011780 Watlios zmﬁ
14/11/80 Maotor Holdings 2612780
137481 City Realties 27341
ag Alliesd Farmisers RIS/
lﬁ: mm 2955781
United Corporaton 24/TM1
1812M1 ¥ alea 25/12/m1
Smith Biolabia) 1232



Appendix 3 continued

Wock Offer Week Offer
Announced Company Unsuccesslul
02 1. Edmsonals 12782
Rothmansic) Bid/R3

18483 Chnse 257383
/783 MicConnell Dowell 22TR3
Wanaki NER(c) +AR3

TNOR3I T™L &/1/84
41183 NZ Foresi Products IRA1/E3
W12m3 Yades iWl/E4
1612m3 Teltherm 13p/84
21283 Investment Finance 1 2E3
2ViI283 NZ Foredt Products 172ma
1471284 Goodman 11/58S
21Nys4 Cory, Wright, & Salmon 1/A/BS
Rz =L 15/2m%
1944585 Brierley 1O/S/RS
ST Chaner 19785
2/TRS Mewmany 19/4/RS
IR/ 1085 Stevens 171186
AV12BS Cmnicorp 2401 /86

{a) The oifferer was revealed only upon the bid's failure.

b} Oiffer withdrawn in the wock ol annosncement.

(<) Examiner of Commercial Practices has declined an application for
npproval 1o take over another company.
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Appendix 4
30 Unsuvecessful Listed Offerees
Ll/&R=31/12/858

Wk Offer Week Offer
Annoamnord Compuny Linsuecesafil
27768 George Court - 23/5/68
169 Henwry Berry 155
m Milne & Choyce AT
TS NZ Refrigenating YUTS
Im Prosser(a) anam

J0MTE NZ Coop 21778
11478 MSI 2Ny
79 Cooks Wines 20418
272 John Bums 67
&1 Buntng 23m
T Cleneral Finonce e
MW1179 Schofield 14//80
A48 Caner Holt J1NoyEn
1451 180 Croosdman AR
78 R.W. Hellsby BARL
B/5mI Henderson Pollard 29/5M1
181281 Allied Farmers Coop 25n2m1
Ballins Rattray(b) LR

Southland Frozen Mest(h) 29m3

7083 M1 Cook &1/84
4/ 11m3 Oeling 181143
16/1283 Wilson Neil 134ma
X123 Watlwes 171284
s Williams Propenty 10/8/84
21184 AHI 18/1/85
RS Kiwifruil Indimstries 19775
1171085 Anthur Ellis Efi1ms
181085 Viko 11183
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Appendix 5

23 Successful Mergers
11/s8-31/12/8%

Company Wock ol Merger
AnROUnCemchil
Magnus Motors P
Whacomb & Tombs 181270
Coulls, Summerville, & Wilkae 181270
Carter Consolidaied 237m
Robert Holdt 237m
Baillie Moiors 107
Prestige 217315
Waitnki Indusirics 25ns
NZ Refrigerating 2577115
Fleher Holdings 24710080
Tasman 24/ 10480
Challenge 24/10/80
Hawkins Holdmgs 2502
Repeo 6583
MSIT /5%
E. Lichensicin 18/5/84
Cooles Wines TAE
General Propertics 15723
holair ]
City Realties 291185
Mational Inswronce 2591183
Satmond NTLES

Smith Biolab 20¥1285
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ﬂ.p].'l-ll'lﬂll 6
Top 20 Suvccessful Offerces
1/1/6R-31/12/R5
(based on bid announcement week refurns)
Compamy Retarn (%)
1. A&k TBun 5109
2. McKenzies .23
3, Consolidated Plastics 46.04
4. Scomt 1514
5. Pavmoc 3288
6. DRG (N&) 3262
7. Brambles Burmett LR
K. Consobidansd Meial Inds 0.5
9. Assnciabed Group Holdmgs 2B.77
10, Temnaki Brevweorios 25.52
11, Canetbury Timber 28.05
12, John Websier 2133
13, Taupo Totara Timber 2726
14, NZ Land Securitics 26.57
I5. Py Inds. 25,45
16. Firth Inds 24.90
17. Woolworths (NZ) 2.5
18. Moior Traden 21.74
19. Sharimd 2119
20. Medical Supplics 19.36



Summation

Gregg Jarrell

T wonadd like w0 start off by applouding the Centre for Independent Siudics
and the New Zealand Centre for Independent Studies for their effors in
crganising these conferences. 11 is often difTicult 1o inject these kinds of
results into the public policy forum, bat this is e kind of work that
must contribule 10 good public policy prescriptions no matter which
way the resalis come out. So my congratulations 1o all the authors for
& truby impressive effort.

We have had some excellent rescarch presented, and also some that |
think suffers from methodological problems. 1 will begin my
commetits by concentruting on the studies by Emanoel and by Officer
and Dodd; then 1 will twen 1o the MeDougall and Round study.

I wani o start by noting that the Emanuel and the Officer and Dodd
studies both focus on mock markel values. Essentially they ask what
effect various events hove on stock prices. There is nothing sacrosanct
about using sock market data; other rescarchers have wed different types
of data, particularly accounting duta, 1o iy W axscss the effects of
mergers and takeovers. | will deal with this question in more detal
when | wn o the McDougall and Round study, Dodd and Officer s
paper goes several repons why stock market data are superior in
many respects these gquestions than accounting data. | second
everything they siy there.

Both Emanuel and Officer and Dodd use the eflicient market
methodalogy, which basically tries 1o eliminaie the influcnce of general
morkest movements on the stock. This methodology has been used with
gresi swcess im many, many applications. The efficient market
hypothesis ks not the result of some harebrained acadomic scheme, it s a
very seasible hypothesis that works and has gained widespread
pcepance becamsse i works,

The strong form of the efficient market hypothesis that we hear
about so much, of course, is nonsense, The strong form h is
says that the market is so efficient thal the moment someane of a
better idea, the moment & rabder considers making a premium bid, the
sock marker adjusts to reflect those changes. The strong form is
rejected as soon as we roalise that insiders have an advaniage. [nsiders
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can make above normal profits because they have information that the
markei does not have.

However, the elficient market methodology and the market maode]
rest on the semi-strong form. The semi-strong form says that the siock
market is wierably efficient at undersianding the information that is
publicily available, and that it tests that information in an unbiased
fashion Amaong people who work with stock marker daw, either as

mm‘ulrﬂﬁul.uhm of
that theory, Mountain mmvﬁuhuvmh
further testimony 10 its accepiance, the courts accept this methodology.,

clients of consuluents i, regulators and pay carclul
wulsﬂ nod only the focus of two stisdics bat

mmmmﬁmniunmmﬁhﬂ“mhﬁ
b bosgrary madiheiecl gt gk
anything it

knows, in the first week of a bid, what is going w0 come of 3 merger?
Who knows what lics abead for that combination? Aren’t we making
some wemendously heroke assumplions by 1

market hypothesis? Those are good painis, But in i is fairly cosy
for the sinck market 1o revalue o wrget. There is 8 known bid, we know
there am going 10 be gains, and we have 10 calculste exsctly how big the
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wre undervalued by the markel. then when 3 bid is made lor o target and
the bid is subsequently defeatend, we would expect market snalysss o
notice that fact and re-examine their evaluations of the arget. We would
capect this to lead o some significant revisions in the ecamings
forecasts. In fact we do not find this. These kinds of data e
independent of the siock market, and when put in conjunction with siock
market figurcs they can convince the sceplics who won't believe the
stock market dats pnd con strengthen the confidence the rest of us have in

measurement, as Emanvel recognises:  bidders are generally s0 much
larger than targeis. It is & bit like rying 1o measure the weight of a fly
by weighing an elephant, first without the fly, then with the fly, then
subtracting. In theory if you do this & million times you will get an
unbiased estimate of how much the fly weighs — but obvioualy there
arc many exirancous events thal could affect the measisrement.

COme thing I want 1o point out in Emasucl’s paper. e notes that
the share price of successful offcrees continues 1 rise in the fow wecks
after the bid. | just want 1o note that the reason for that is that in the
announcement week the market will revise upwarnd, but sl thal point the
market doesn't know whedher the bid will be successful. It needs more
information and more tme 1 distinguish which bids sre unsuccessiul, &
which point the price begins 10 drop, and which are successful.

Now let me wm w0 the Dodd snd Officer paper.  Their sample i
simply huge. It looks like every third firm in Australis must have been
imvolved in 8 iender ofler a1 some powit over the last three years. From
ﬂmﬂhuﬂmﬁm-mﬂuMHWIm
These are the kinds of results that raise as many questions as Lbhey

this is the kind of study that can tnaly be a lot of fun,
The um:mmmumd-::
desperse side as mre in of the sudics | have boen doing in
Suies. mmmuﬂmmmﬂu‘um
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target. Here they are not quite as big, but still by any measure the
returns 1o bidders in the Australisn daa are enormous and a ot of work
b 10 be done on those cases w0 find out why. The unsuccessful bidders
hnmﬂlﬂwmﬂnmﬂhﬂjw—hnﬂﬂmmﬂhmull
them umsuccessful.  Austrulian bidders do well if the bid fails. What |3

mthhﬁmu That graph neatly and
summarises e moal importent for the public policy
question, and for many, many cases it is all you need 1o ol This
graph represents in & sense 8 portfolio of bidder and target firm
weighied according 10 the size of ihe frma. Returns 10 this *portfolio’
are chaned boginning three years before the merger or Lakeover, and
through the event of the merger or wkeover itsell. What this does is to
measure nof the refurns o the ROt the returns 1o the badder, bul in
-mumuhmwhmlﬁnwdmhh
distributed. Mhm.mmhmﬂﬁmm

remember bocause regulaton are 1o prosect shareholders — noy
target sharcholders, not bidder but
This graph also what o tremendous amount of national

S0 that is the golden goose we are fiddling with. To my mind
equity concerns must be balanced against the risk of killing or at least
severely injuring the goose. Someone had 10 invent something and
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lcamn pomething and discover something (o cause this increase, and they
st be rewarded for that,

Now 1 would like w move on o the sindy by Round and

and Professor MeDougsll's summary of its resulis, As 1
intimatad earlier, | think the methodology is a . This comes not
from pny kind of personal bias or any kind of ideological hackground;
it's just that | have worked with both stock market data and accounting
dats, snd | have seen dovens of stodies thal atiempied 0 use both, and |
know that il is extremely difficult o learn much gaing sccounting
methodology, whereas we have made a great deal of progress using stock
prices based on the efficient markel methodology.

As | mentioned carlier, the main difficulty with sccounting datn is
that they do not discount the benefiis from taskeovers, and il takes time
for these benefits 1o show up in the accounting numbers. For example,
suppose two acquiring firms borrow the same amount 10 (inance

. In one case the debt is w be paid off with a balloon
payment on the icoth year afier the pcquisition; in the other case

elue is the same except the debi i o be paid off in 1on yearty
instalments.  This will obviowsly dramatically affect the accounting
numbers. In fact the McDougall methodology will miss this situation
entirely because it looks only three years forwand. In the sccounting
figures one acquisition would look complewely differeat from the other,
whereas the capital market would, in theory, be completsly indifferent
between these (wo sel-ups.

I don't want 10 go oo ber. | think it 5 very anportant 1oy o
relse the two methodologies. | think i i good for people who rely on
stock price studies 10 try to get some kind of accountng data as well w
see whether there is some association between the two types of
measurments. For example, it would be very imeresting o ke the
Dodd and Officer sumple widly ils hundreds and hundreds of cases and wse
the capital marked resulis w0 break the acquisklions inko two camps, good
and bad wakeovers. Then go (0 the accounting data 1o see
they il & similar siory. That would be & very nice check on
efficiency of the capital market and on the robustness of the lesis

i sudies. I that comparison came oul in the way
it would be remendous ammumition L0 use
ol ihe capital

HEHH
ssii
i
HHn
il

F_g i

£

i

g
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:
i
;

MeDougall paper. Firsl, it lopks ai BB cases.
Offices study looks st over 1000 cases. [t is impossible

:
:
:
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siock respond positively?
ﬂmnmmumlm

First, thess conclussons sugges! that the emphasis of exisisiing
tkeover regulntion on the prowection of the sharchalders in
target firma may be misplaced. Some attention should be paid
o the sharcholders of acquiring finms who, in some situations,
appear 0 have boen powerless observers of the actions of
corporate managers, and yel who will sufler the consequences of
& poor decizion. Top management should have w justify the
gainy expecied w MNow from a wheover in the light of he
investment necessury and perhaps should be required 0 seek
sharchnlder approval Tor major nkeovers.

| ask, justily o whom? Justify to the bankers who are giving themn the
lines of credit 1o make these acguisitions ml who wouldn 't do it i they
didn't expect 0 got repaid? Justify to the buyers of the honds that
finance these activities? Justify 1o the stock markel, which consustently
revalues these sctions positively? Or justify 10 scademic economists
who use an acoounting methodology o Uy o figere ol what they ane
doing?

The McDougall paper asks the quostion, has the considerable
pciivity in this market contributed signi v o the sconomic growih
of Australis in the Lisi 15 w0 20 years? [ think the asvwer 1o thal is o
resounding ved. Over 52 billion of gaing 10 shurehodders were cresed aa
m resull of this activity in the last 13 years, A conservalive ceiimaie of
the spillover benelis would probably add another 32 5o 54 billion, This
is real moncy w0 pension fund holders, o mutsal fund bolders; these
people would be poorer but for this economic activity. 1 noed look no
further than that (o answer that wﬂmhrqulim

And finally wquﬂuj muthior really belseves in his evidence,
really bebieves thal there i3 no m:rﬂuﬁﬂhlﬂ:lﬂliﬂt
economic valise W takeover notivity, then | would suggest thal e stan o
fend. The fund would mmply, on the announcemend of a bad, sell the
bidder short. And By the way, hold the position for theee years because
we have three years of sccounting dain thal say they won't do so well. If
m;lyﬁhuhmhmﬂﬂnﬂ,ﬂwmymm
Eo i

|-|
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I would like 10 close with a few remarks about the US stance over
the years twowards keover activity, 1 think the United Staies mode a
fundamenial mistake in its sender offer policy. | (hink that we have
gone wao far and that we pay a heavy price for i In talking o people &
is clear that there are some very seductive political forces that have
pulicd the United Smies down this road.

The US is u marvellous place to experiment ond 1o lesm shout these
political forces because you have not only the federal government but
also the state governments. By waiching the states and what the stase

regulmors are guilty of the same thing.

If the United States had had the kinds of data we have soen woday,
and i economisis hed had a voice in policy making back then and had
sabd that regulation was probably o bad idea, that it would redistribute
premiums a great deal and discourage mkeover sctivity, 1 think that the

eoutageows political leader w0 stan down this rosd hecasse regulations pre
easier W keep out completely than they are 0 get nid of once they are in
place. But | do think there is genmine concerm ot the federal level that we
have gone wo far in the name of faimess and equality and good
nm:h::.mﬂﬁwhwmﬂammmmlhnmm
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Commentary

Rob Cameron




Panel Comments: Cameron

market This s especially so tn complen markets in which information
Elrlll‘.ﬂﬂlh. hmhiﬂmi-mﬂﬂ:drm
vesimend. They are taken (o generaie retums 0 investors and should
nod be treated as 8 “free” good.

My next point relates to the iden of shancholder equity. The notions
of eguity that lawvers talk sbout ame rather peculiar. They do not relate
w0 the notions of equity thal are commanly used in political/economic
discussions. Equity in the legal sense relaies insiend 1o the nghts and
duties one expocts o be entailed in & share purchase. A number of
people have speculnied on how this might be best guaranteed.  Among
the ecomomists there appeans 10 be agreement that the best way 10 cnsure
sharcholder equity in this sense is 10 allow companies the freedom in
their aricles of association 1o define what those rights and duties will
b, and then o pormil mvesion o decide for themaclves whether io
enter ino such contracts. [n shon the interests of shurcholders ane mosi

The final poing o note in this debate is not about the relative ments
of regulation versus a free market, alihough that is often the way i is
posed. It is, insiead, about the appropriate role of governmen in this
markel. The difference relaies w whelther the government should
intczrvens directly m the mkeover markel, or whether akeovers ahould
simply be tremted like any other type of economic tansction oF sclivity,
subject o gencral rules of economic behaviour cuvering contracis,
enlorcements, frand, ax, competiion policy and the like.

What does the empirical evidence say about these issues? All the
evidence presenied sl this conference (based on the share price view) is
conusent with the hypothesis thal mkoovers do cresie value, Howewer,
this evidence books only o takeovers that have actually taken place. As
I have aiready noted, the benefits of an active market for corporale
control relate not just 1o companics that have boen taken over but alwo
to companics that have been forced o get their act together as a result of
ihe increasing threst of being wken over. In New Fealand we can think
of n iember of large industral companies which have been placed i this

E

ﬁmm T:mhfmdlmhﬂm
companies ia simply a reflection competiive process wherchy
entrants bid away high profits through competitson for aquisitions.
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That i consistent with ithe evidence that inday, very lew akeovers go
uncomiested by other bidders. Another observation that emerged from
the evidence is that there are positive retums 10 successfiul bidders.

i&i:ﬂh in favour of takeover regulation resis on an
is a bias aguinst offerces — thal target
lh-inﬂu-lhu markel will lose oul. The resiulls

lﬂmnluirﬂuﬂﬂ As the speakers

said, the onus is on those who wish 1o regulste © provide their

evidence. None of the evidence presemied so (ar provides pification for
any specific regulation of mkeovers.
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John Collinge

Securities snd Competition Regulation Compared

Much of the discussion ai this conlerence has involved Sie regulaton (o
oitherwise) of the interests of buyers and sellers of shares and secarites,
|:-t||‘.'ll.1r where sich activity results in a transfer of control of a

Another issue mised by mkoovers is the degree 1o which
mwﬁlmhdunﬂ:ndmhumﬂﬂhmﬂninﬂwﬂ
in mergers and takeovers i foreclosed. Soch issoes are, of courses,
govermnad by the Commerce Act 1986, Not unnaturally, | propose 1o
confine my comments 1o the control of competition in relation wo sharey
mnd sscurities and in rekation @ the merged concern.

The Activities of ‘Takeover Ralders’

I bear, as you do, complainis that busincdsmen are imable 1o gt on with
producing goods and services because they are defending themselves
sgminsl nkeovers — and also that such defencex can be costly. The
compisini, mostly from companics vulnerable o wheover, Is that
businessmen are worrying about having w defend their rears ol the cos
of moving forwarnd,

The fallscy in this seems to me & Lo in the proposation that the
market for goods and services i somehow different [rom the market for
securitics. The proposition ssems (o be: “We wanl 1o compei in goods
bust W do nol want 10 have 0 wormy aboul competition in the securities
market — particularty in the markst for control of 2 company”. On the
other hand. if businesses are looking over their shoulders perhaps it will
ﬂ:muﬂunmmmmmnm

mﬂﬂﬂnmﬂhpﬁmhlhﬂuqﬂr
resulis and rewards for shareholden,

Joha Collinge is the Chairran of the New Faaland Commmerce Commision.
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Competition is an uncasy state. It is a process and a particularly
dynamic one af that. It involves looking for opportunities, deciding
how o exploit them, observing how others resct, and deciding how 1o
react in yetum. 1t is the opposite of o “quiet life’, which happily appears
0o longer to exist in the market for shares and securities.

Hz"muuhhﬂhﬂ.mhn&:ﬂ,ﬂw
betier ¥ i

mm.hmwmmunhmllm
the research coonamists io decide.

The Commerce Commission's Role

I compliment the securities industry for its
but that does not mean thut the regulator will have o role. In fact, the
Commisgon kas two man roles in relation o and wkcovers:
(7] Ensuring the absence of restrictive rade practices in the market
fior shares and socaritics.
{b} Examing the effect upon competition of the merger of two or
MAOE CONCEms.

Suppose a number of koover spocialists have an that
when one s bidding for & wrget company the others will not intervene.
That would be illegal anider the Commerce Act 1986 und would be likely
sdvencly o affect the sharsholders concerned.  The Commission will
take sction against such a practice snd | think you would all agree tha it
should. wmla.wmmm

bid for shares in each other, may also redoce competition in the
securitics markel and prevent others from capiuring coatrol of the
companies. I they do so, then the Commerce Commission should
perhaps iniervene there also.

I & merger means that any substantial market in New Zealand will
uummrmm.muumumﬂm
competition without question” | think nol.  The Commission shoold
exammne whether the domestic market i contestable of whether overseas
competition is sullicient o provide an adequate discipline upon such a

Mr Panierson's comment thas mergers and takeovers ase largely

in New Zealand is no doubt true from the perspective of

buyer and sellers of securities. It is not true in respect of competition
between buyers or between scllers or in respect of the merged concemn

:
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Panel Comments: Collinge

imell, The Commission considers itsell chargad by the Commerce Act
1986 with responsibility for such matters and will act where it considers
thasl it ks DOCESEArY L0 [rERCTYVE Competition,

Regulaiion or Not?

from these sbove examples, | am unahie 1o endorse the idea
that there should be no regulation of competition i the market for
securitien.  Potential problems clearly exist. However, it is the grounds
for regulation that are for me the crux of the issue. What

The method of regulation i also importand. Regulsiors muosl a0
systanatically, and not in an arbitrary or ad hoc manner. There should
be stated policies and principles, verification of the [ncts, wide
exploration of the interests involved, and careful assessment of the
reasons for intervention and its consequences. One thing is cenain:
regulstors imervening for good and sound parposes shoald act with care
mnd caution for fear of doing more harm than good.
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Commentary

Alan Gibbs

i s
s mmmwmﬁ. i
mmmumwmwmmmm_mmmm i
bl
L }m Thm_w mmmm _.w

hmmmw“wmﬂ mewmmu.ﬁmw“_mm
mmm_m _mﬂm mﬁﬂmmmmwmm. hm

Alan Glbbs is the Chairmen of Gibts Soourities Limited
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Panel Comwmenis; Gibhs

been used more than was absolulely necessary, but they have cenainly
heen exercised with & gread deal more resiaint than in Australia.  Bui
those powers exist and [ for one s no mazon for them. 1 do net believe
a man should be treaied like 3 criminal before be s charged with a crime.

The second point | want 0 make is this. [ have had a very
imeresting experience latcly, along with John Fernyhoagh who is here
wday, We are on the establishment board of the Corporation,
-dnwlmmhlhmnmlllm:nlh:mnﬂﬂ
izkooveni, We are one of o number of boards caablished o overses
siaig-cened enterpriscd that accoutt for sboatl 12 per cent of Mew
Zealand’s gross national product, incheding the ensrpy deparment, e
electricity deparment, the post oflice, the forest service and the like

As businessmen we are confronting a problem of mammoth
proportions. The satc-owned enderprises, although repeesenting 12 per
cent of the pross national product, contribule nothing i tenna of retum
on assets employed. The average mate of retwrn in the privale seckor is
10 per conl. To change this public service cullure into one that is able
o stand on iis fesl, make a buck, pay inierest, pay e, pay dividends
and hopefully make some net coonomas conribution is p massive sk
MNow how the heck are seven poor gendlemen, being paid 1o come down
one day o month, going 0 give enough energy and drive and impot W
these massive burcaucracics to make them into anything resembling
commercial enterprises? There must be some othor disciplinary force
thai con keep them kn bine and maotivate these people to behave inoa traly
commencis] way,

The Fosrediry Corporation Board hat slready confronted this and we
have tried 1o sddress the issoe in our repon. We sl thal withoul public
listing and the discipline of takeovers the job will be exremely difficult.
The discipling that takeovers provide i the publi: market is fondemental
w the efficiency of our economy. I is probably one of ithe most
pasitve driving forces for effoctive management that we could dream up.
I you really analyse i, the al our while Lisaedd v ar

6 optadend on the iotdom cf mkoovc ind s treit of by
ThnFnum'ndqﬂmnEnHuh‘uuMndehlmﬂm
discipling we do nod sce how the siate-owned cnlemrises can ever

perform effectively,
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Commentary

Norman Johnston

rm‘uumlmnﬂllh“lhﬂﬂlm
direcior, and 1'm sure as hell 3 bit scared about conlessing that I'm a
memiber af the Securities Commission, But this is us good & place as
any o pay & well-deserved tribuie to the Commission's chairman, Colin
Panerson, for the diligence be has used in pursaing a very difficals and
Tmu.mtmuumupuuuummm

%0,

1 was prepared to give you the benefit of all the experience one has
after » long practice n with mkeovers, arpets and laiterly being
in the hot sest. Although | recognise that this is scarcely scientific
evidence, s Professor Dodd has emphasised, | hope | am allowed o have
the luxury of some preaty fond memories, and they eod o linger. 1 will
only sy this in relation to that caiechism of experiences: if | had ever
mentioned o any of the bidders T have known in the course of hostile
takeovers that they were vital 1o the economic activity and well being of
the mation, that they were providing a praiseworthy demonstration of the
economic theary relating 1o the appropriate gllocation of resources, the
reply in many cases would have been "What sort of & nut are you?"

Iﬂ_- huiu- the uuurm
am not about o express o wiow on the desirpbility
regulstion. 1.do have some difficulty, certainly less afier today,
concerning the efficiens market hypothesis, | am glad (o know that the
“hhmwrw-dhmhpmMI
leas 10 most of the economius here,

There are some features of our market, however, that | would like 1o
inention, and these are only my personal observations. First of all |
think the market in New Zealand is thin, and second 1 think there is &

Norman Johnstons is & parmes in the legal firm Bell Gally Busddle Welr, s
s member of the New Saalersd Socurises Comuniseon,
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| sop short of mying it is, manipulsted. And ginth, a8 we lave
all heard, it is largely wregulmed.
1 guess those qualitics stress the role of nominee acquisitions, and |
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Commentary

Reg Barrett

Reg Burrett is & partner in the Sydney begal firm. Allen Alles and
Hﬂﬂlhrui;lhﬂunrlmrmmt’qudﬂuﬁﬁ-hwl“hw
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ies
. We have produced rwo peeces of sobstantinl work on akeovens
ini the form of Feports to the Miaktenal Council. One was in lae Iﬂfu

i

wis that the 20 per cent threshold should remain, and this is still a
subpect of debaie. The second piece of work was 8 report released in
August 1985 on portial takeover bids. This report is about o be, if it
husn't already been, converted ino legi We are curmently
preparing & discussion paper on the ability of comparies o buy their
own shares Our paper covers mich the syme ground as the paper
recently released by the mock exchanges.



Commentary

John Green
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Well | now have a conlession. | have changed my

:
¥

parily because of my sensitivity w0 political reality rather than any clear
economic snalysis. If | were santing afresh like New Zealsnd | would
have an open, of takeovers, but in Australia | think

Eysbem i
we have gone wo far for that. | now call as Joudly as [ can not for
code to be scratched but for it 10 be maintsined — and in addition thay

4

The takeover legislation has boen basically in i1 present form for five 1o
seven yoars, depending on whether you take inlo scoount Queensiond’s
entry. During that period a mamber of changes have been made and
more frequently have been threatenad and then shandoned. Some
relating principally to partial bids are now pending. Those
bid changes have been hanging over our heads in one way or
since last December and ey are not yet law. In my view all of

il

Hi

Jobn Green was Dwwnen Wakdrnn and |
= Mlmu i eurronily
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discretion. And no doubi that will be related in some way 1o the debase
on the desirability of mkeovers per se.

Yes, the akenver laws are comphes and in many cases vagoely snd
ineiliciently drafied. But now, five years since their introduction, |
believe the main players in the market and most sdvisers, usuwally
merchant bankers, siock brokers and liwyers, have reached a genenally
high level of wkeover law literacy. Most poople in the game know,
often from bilter experience, how i works, Swe there wre and will
continge 10 be riiculous, struined or contrived arguments aboul the
constroction of the laws we have. There will contimue o be ambiguity.
With what laws is there nod? But il we give this law some time 10
opemiz without any radical changes o it those ambiguities or sirained
constructions will disappear. How will they disappear? Two things

will happen.

First, becagse i will be able o look a1 cases on 0 case-bvy-cose
baxia, ihe NCSC will howe lois of opportunitics (o make section &0
declprations of onaccoptsble conducl. These declarations will acl as
deterrents 1o other players who sre trying @ do the same thing. | donot
believe we should underestimaie the deterrent effect of section 60
declurstions. As an sdvises | have ssen that effect.

The second thing that will happen s than there will be Hugstion
ower the meanings of mony of these contrived and strained argumenis.
I'm sure we've all heard the very trendy slogan, "There is W00 much
litigation in takeovers'. Well, is there? | don's believe so, Thers is 2
ot of Likgation right now bl 1| don't really believe exteasive litigation
will contimue, particularly f we can convince our regulaion o keep
their hands off the mksover code for a few yean.

Why do | sy that? Because the cause of much mikeover ligation w
the fine inicrprewation of those ambiguaties | spoke abowt before. The
longer we leave the roles (0 siand the more chance there is thal
ambiguous points will simply disappear because they will have been
decided, Thers will be little 1o litigate cxcept, for cxample, whether
partcular direciors have braached their duty 10 harcholders or whether
the: bicder or mrped hos miskead shemholders or the market duning e bid.
Those sors of msues will remain of vital imponance 1o the partes snd
theis legal rights. _

The more change of threatoncd change we have, the hander il 15 for
those who are active in the Deld o keep up. Perhaps more importandy,
Hﬂlﬁﬁbhh#gﬁmﬂ tary drafismen will creaic more

ihe pending partia] akeorvers
u-thhﬂnulhnh wid hurried theough. 1t is full
of loopholes — a grem Christmas present for lewyers, bidders and even

target direcions. mmuuhumihﬁywm-m
spreading the loopholes and new mctical devices around.
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Commentary

David Knott

I would like 1o single oul one of two matiers, First 1 would like 1o pat
a slightly different emphasis on what John Groen just sid about black-
letter law mnd how we should be regulated. | have long been 8 proponent
ﬂmh:mu:rmﬁm:mmmm
and that discourages further growth i complex kegal wssues of reguls-
tion. In particular | would welcome a regulatory regime that lessens the
incentive for takeover protagonists 1o use the court fysiem as pan of
their tactical . 1can only sy that recenlt pronouncements and
conduct by the have in my opinion done o great disservice 10
theme who advocate this approach, ai least msofar as it is contemplated
that the NCSC might play a promineni mle @ the expunded exercise of
discretion. In view of the legal procoedings that were instinuted in the

these comments as | had originally planned. In pasticular | must avoid
any maiiers that are now belore the couwrt. %o | shall simply ohserve
that market perceptions of standards of impanaliy snd of procedural and
intellectual competence are fundamental 1o the qeestions of what
discretions should exist and by whom and under what processes they
lhnllhﬂmhﬂi.“%hﬂrumlrﬂhlhmﬂm' y In
guestion whether the could command sullicient confidence within
the securities indusery 10 make a successful ranmuon 0 @ mone
mmhmxmmamm

Second, from a hanker's | would Like o comment on
one aspect of the investigative powers and procedares of the NCSC in
the takeover conteat, As you know the NCSC has very extensive
powers. Tt conducts hearings both in camera and in public. In recent
limes borrowers and their bankers have been subjecied 1o complete
public scrutiny of the funding arangements supporiag takeover bids.
Now 1 don’t for a moment suggest that cvidesce of banking
srcangements should be immune from the inguiry process, nor am [

David Knotl i the Senbor Exscwive Direcaw of the Capel Conere Invesiment
Bk,
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Commentary

Leigh Masel

My one regret today is that this debate did not wke place in 1980 when
the NCSC was first esiablished. 1 don™t think it is appropriate for me 10
get invalved in back-seat droiving, but 1 do wani o say something about
when the NCSC was fing established and what the sarly published
thoughts of the NCSC were, and [ wani 1o conclude by repeating some
I made in January 1985, shortly before T sepped down a8

Mﬁ:pﬂuﬂ;
come from the secior 1o the NCSC [ believed thai
the markst could be s force. 1 was miliar with the
bt condrol; | used thel iermisclogy o dose
w-&lm o establish & coherent ideobogy for the
My one was that the market should be informed,

Lelgh Musel i o former chaitman of the Nationa) Cosmpanies snd Sociritios
Cirmasaain
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efficient and competitive, and those who are lawyers will know that

mmmmmmnmﬂdmmmm

{Acquisition of Shares) Act. T als tried w0 put those words into section

Eﬂ,-ﬁlﬁmhﬂ:ﬂ:mhtﬂnumm

and power to declare cersin conduct unacceptable. | was very
o -

compefitive
drafisman who believed that they would prevent the coun
from 8 decixion made by the NCSC,
Ancther 1 would like w» make about those duys ia that |

asked for an economic research unit 10 be established within the NCSC.
mmwumhmuhhmlmmm

Sysiem wis by lawyers and by people who soemed
m;iﬂh-mamlmh#ﬂﬁﬁt-ﬂ
its workings. | stusdied those problems very carefully and it was clear to
mhmmnnuﬂ:muﬁmﬂwnmiﬂllwmmm
Hmuﬂuﬂrﬂyhm-hﬂwmﬂ. That appeal fell on

can.
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As | smaid in Jangary 1985, it was o be expeciad that differences in
the micthods of docizion ing will in time cmisé Ension. When the

indeed ourtalbed. lm‘tmmmwm'rdp-ﬁm? Since
parfiament controls the purse sirings, it ulliimaiely determines what a
commision can and cannod do.  Partiament offers frustration, as well as
ities for new directions.  Parhiament determins the character of
the legislative standards under which a regulstory commission may
operate. Those standards will most certninly determing the Success of
failure of the commission’s operations. The [ull poiential ol a
Commisgon 85 an administratve body connod wnd will nod be realised if
the legislature is unable 1o define s objectives with clarity or,
assuming thst they are clearly defined. if the commission lacks
Nexibility in carying ocut those objeclived. A regulaory commission
that inherits direciions that may be overly explicit and mechanical on the
oné hand, or standards thot are vague and contradictory on the other, is in
an unenviable positon. Instenad of parlisment having the final power o
govern, it will in effect be abdicating iis responsibilives 1o the courts.
And | think that this in fact i3 the stage we have reached in Australia,
Professor William Carcy, a former chairman of the SEC, said of
government regulaiory agenches that they wore like sigp-children whose
cusiody is contesied by both congress and the expcutive bast withoul
misch alfection from either of them, and that any agency is licerally
helpless if congress or the exscutive is ellher unintereded o unwilling



making

the Ministerial Council, 1 think there
declsions are being made by the Minisierial

on public imerest factors other than those relstive w the well-

being of the socurities market, and thoss referred 10 in the "Formal
cooperative

Agreement’ which, of course, is the political compact arrived af hetween
the Commonwealth and the siaies, and which the
scheme for companics and securities is hased.



Discussion
Auckland

Max Bradford (Chairman): The ume has come 1o opon the floor o

Fira | would like 10 propose that Colin Paticrson have the
last word today, so when the generl discussion is finshed be will have
the opportunity il he withes to respond 1o the comments and (o sam up
wday's discussions, Just before | open the floor 10 questions, Alan
Gibbs would like 10 comment on Norman Johnison's point shout
HOMIneS COMPRnics.

Alan Gibbs: | have mover soen any justice of any sorl of any merit
whatsnever in this concepdt of disclosure of ownership. I is an absolute
right of normal law 1o be able 1o conduct one”s alluins in privale. You
can do just shout anything through a nominee. You can buy and sell
rcal estate, you can enter into a contracl, you ¢an fun g whole business
through a trustee as a front.  The only reason people wani disclosure of
ownership in regard 1 shares is o they can benefit from it Why
should | as an invesior know that Mr Brierley owns 7 per cent ol a
company or that he is increasing his sharcholding? The only reason for
me 1o know that is 90 | can make & profit out of his skill, out of his
intention. Why shoald | need © know what his intentions are unless |
want io steal them? The whole concept of disclosurs of ownership 15
really about rying to steal the benefits of other people’s mienbons and
il is & matier on which | leel extremely strongly. | have never heand 8

1o transfarring property rights from one sharcholder 1o another by rying
1o piggy-hack on a sharcholder's imenthons by knowing his identity. |
would like to hear of any other reason, if anyone can give us one, why
there should be uny form of disclosure. Disclosure may be pustifsed for
peaple in positions of responaibility such as directors or insiders, but |
am nol referring w0 that situathon, | sm referring 1o snother participant
in the market place being required 1o disclose his identity ai any level

Question: 1 would like 1w address o point that was weched on carly
this moming and then dismissod: the question of defensive tctics. The



forward, Poison pills are & special type of preferred sock
issue or some other device, the for which has alrcady been
voted in. Twenty yoars ago it was a standard business practice for

heard of a powson pill, but that is the autharity wpon which, in the
United Staes, the modern poison pill is being put in, It is very objec-
tonable because it has not received sharcholder approval. Other types of

figuring

Let me just point out that no matter how effective a potson pill or a
defence tactc is, 1o call it bad for shareholders is to judge how oy
would use it and that is very difficult 1o do, All a defense wctic can
provide in the Limil is veto power 10 managing direciors over unwantsd
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conchumion 8 not at all clear just from the evidence itself, but what
we can leamn from the evidence is how managements acrually use these
devices and how counts allow them 1o be used. The sock price reactions
o putting in a poison pill have not been pleasant but they have not
excessively bad either,
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vou are doing when you vote, and il you voie usmcthing in you cannol

come back & year later and say 1 wouldn't have voded for it if 1 had
thiix,

I am not in favour of the federal government regulating poison
the federal government should stare at them and think
them, the chairman of the SEC should give speeches about them,
we should do studies of them, we should wry o tell instilutional
sharehodders about them, we should 1y W encourage corporide chairmen
of the hoard 1o think seriously about what they are doing. and so fonth.
But | prefier 1o rely on the individual states for any specific regulation. |
think that promotes a lot of activity, a lot of discipline between the
sinizs, & lot of national competition belween those coun sysiems.,

7
:

Question: 1 would like to sk Alan Gibba 8 question on nomince
companics. The repuwtion of the sccuritses market al the momenl
under scruliny because of the gquestion of insider wading, and the
' of about five 10 six weeks' trinl Tor the bigd is scen mn the
graphs thai we have had presentad indsy. I'm not mee whether that five
ar tix week period of speculation, rumour, insider tmding and 50 on ks
impartnt in the whole concept of this or whether il juit drags dowm the
reputation of the market further, 17 we favour nominee companics from
your point of view, should we weigh that againsi the problems of
insider tmding damaging the reputation of the whole market!

Gibbs: That is the same old story: if you have & problem in terms of
a crime do you tresl everyone like & criminal? [nsider trading is not a
crime in New Zealand, and if it was deemed 1o be a arime | think there
would be a huge debaie about whal constitules an insider and what
constinmes superior information. Most panicipants in the market place
have different information, and many people legitimately acquire
information superiod 1o that of so-called insiders. So you cannol jusl
axsume thal there &5 one big crime called insider trading and that all the
people who do it are wicked and afl the others are good.

Bt even if it were like thae, why should the goodies be deprived of
a normal commercial way of conducting thesr affaus in private, because
there are some baddies out there doing the same thing? 1 suspoct the
baddies would have no trowhle using individuals with proper names and
identities 10 do their covering for them i they wanted 10, and the absence
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of nomince companies as such would not in any way inhibit an inide
imler

-

Question: May | ask Mr Johnsion his view on nomines companies?

Johnston: 1 do hold a strong view on pominee companics and | think
it is now and has always been the view of the Commission as 3 whabe,
| believe there are real reasons, lots of them, for the disclosure of
shareholder participation beyond @ given Jevel. The reason for that belief
i that the whole structure of corporate law is based on the fact that

sharcholders are. The reason direciors sometimes wrongfully resict the
availability of the regiser is simply that do not want other poople
0 know who the shareholders are. The is supposed to el the
members of the corporation who their fellow members are. This is
pointess, of course, when the is full of nominees.

any
the share prices of offering companics. Second, it is mot corroct to infer
from thes evidence thyt wkeovers do nol create valie because, a5 we have
had explained 10 us, the proper measure of the value created in a takoover
has to ke into sccount the changes i performance of both of ferer and
largel compamied Muﬂhﬂuhﬂuﬂndﬂmm
anything directly aboul whether mknovers creats valoe

Comment: | think this is complewly consistent with the idea that in
fact the marke for corporaee control is protty competitive. There are not
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Dizcuanion — Auckiand

Chairman: I there are no more guestions, | will ask Colin Pagerson
o exercise his right of las: reply.

Colin Pattersan: | do not mind weliing you that this question ol
mm-mm;hlhmﬂnmhmﬂh
Tﬁlhﬂhﬂ.ﬂlhﬂlﬂdmmuﬁmh
my "

1 was for some twelve yoars chairman of the Contracts and
Commercial Law Reform Commitiee (CCLRC). | suppose my firm
essay im0 commerciil law reform followed the collapse of the
Securitibank Organisation, when the pressure was very strong 10 smend
the Bills of Exchange Act in order o prevent the kind of activity that
Securitihank was carrying on. [t may interest you W know that | held
the view that if those amendments hod been enacted i@ would have hoen
the end of the commercial hill market. and | therefare opposed them
because | saw in the market for bills of exchange a novel financial
instrament & (ar as New Zealand wis concemed that showed tremendous
promise of being of the greatesi value o our commercial wcior. The
commiliee wrole & repori saying (hal we wanled W presorve the
commercial bill market as 3 financial medism operating in New Zealand,
and fortunately, you may think, oor advice was accepied and the bill
market pow stands as o researkable financial tool. 'We have had cxpens
from Hong Kong coming down io see how oar bill market works, and |
think ai the moment something like $1 300 000 000 ix outstanding in
commercial bills. So | come 10 you with a fair body of caperience in
commercial law reform and 1 confess 1o you that 1 find this question of
wakeovers the most difficuli | have ever encountersd. Cur notable

thank them very much for bringing an intemationa] perspective o New
Of the three empirical studies we have discussod 1oday, those: from
the United States, Anstralia and New Zealand, there s one feature that



{
i

all go away from woday’s conference with much o think abogt,
wie note to close o6 might be another quotation from
wrole in Fhe Wealth of Natiens something like this:
uﬁ.u{uuu is 10 allow events to ke
o 1o mot. sure | am persusded yet on the

1 will go back 10 the excroise with that
When the Commission meets 1o come o
Queslions, you can take il from me thal we will

mteresting day for me and | can only compliment

Swudies for the quality of the
of course, and thank them
of debate that the Securitics Commission has
always been anaious 1o suppon and foster.
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Discussion
Sydney

Maurice Newman (Chairman); [ will open this afiermoon’s
discussion by giving the Moor o Fred McDougall if he would like w

Fred McDougall: Since | consider that our siudy has been the
subject of a conspiracy today | do think it is important that | respond 1o
some of the comments made. T is a great pity that Dr Jarrell did not
have the opportunity 1o look at the major study by David Round and
myself. My paper ioday was very much condensed and was by no means

w be o rigoroas analysis of our . His enticisms are
answered in the major stady rather than in the paper | read 1oday. In

, he in quile wrong when he soys we relisd only on sceoanting
sharcholders. We do provide an analysis of
tal gains o sharchalders in both bidding and rget
companies in & wkeover, 11 is also incorrect W sy that we looked at
mbﬂm-dlfﬂ-hlhﬂhﬂﬂd!ﬂmil?;

|
i

offers, which makes a big difference in the members.

| have no argument with value creation. | don"t usderstand why that
argument prose because we clearly pointed out i our paper that returns
10 sharcholders in targel companies were substantial. | think we found
gains of like 30 per cent, which is not all tat different from
the Dodd and paper. It bs inisresting w0 note that Dodd and
Officer agroe with us about the performance of acquiring companics. We
both identify them as heing good performers, in terms of both abnormal
retums and accounting profits. Where the differences occur is afier the

Question: First | would like 10 endorse Mr Masel™s comments that it
is unforiunate that this discussion dd not ke place in 1980, There

FL L



Takrovers and Corporate Comtrol

were & few voices arging this son of discussion then: unfortunately
those volces were nof heand,

But w get w the question | want 1o ask Gregg Jamell 1 wonder il
you could expand on what you have leamed from the research undertaken
by your office sbout the effect of regulation on the market for corporae
control. | have heard for example that premiums have gone up since the
Williams Act, and [ have hewd people say that the Eact that premiums
Hnrmiﬂﬂh things regulation has done, 1 reminds
me of the old wick: we the average beighi of people in this
room and divide them ino two those below average and those
above sverage: then we shoot all the people, recaiculate the average
and say look what a good thing wo have done. | wonder whether
regulation has done that. It has stifled the murginal tkoovers and so
incwitably we are lefi with a higher average premium.

1 would welcome any knowledge we could obtain on just what
regulation has done o the refative gains and logses in the whole process.

Jarrell: The evidence on this is very clear and it comes not onaly from
the LIS but also from data on the French and Canadian experiences. The
evidence & that disclosure and delay regulation does indeed result in a
rather large increase in the to targes sharcholders, and that thas
comes sbout through an suction-style contesi. Consisicnt with
that notion is the cvidence that retams 1o the bidder have been reduced
and that gains from mkeover activity have been redistributed from the
bidding firm sharcholders o the arget firm sharcholders. There is also
cvidence, and | think this is very imponant, of & deterrent effect of
That is, If we measure the extent of mkeover activity before
the Williams Ac1 wiing certain sorts of scale measurcs, we can see that
there la lexs takeover activity now, Although it appears 10 be an
absolusely large amount of activity, relative 1o the activity in the overall
economy it is pow less. This is also true in the French data and
it is true of staie wkeover laws. The evidence is very striking

int the United States.

It s troe that there have been good results of regulation as well,
Certain practices that people would regard as unfair in the unregulated
environment have been made illegal and erndicated.  But economists are
asking, at what cost? If we deter an activity that is this valusble o
society. not only directly but also with respect 1o the spillover benefits,
we must ask ourselves some very sorious questions about whether it is
worth the cosl.

The evidence is clear regulstion of this market can have a very
dramate effect. I is mot a trivial issue. Regulations can dramatically
alfect property rights and information snd economic gains in engaging in
this kind of sctivity,



Discuzzion — Sydacy
Question: Could | address a question to Mr Masel? What do you
siage

think mi this could be done with NCSC 1o improve the way il
operates? Also, do you think that Joha Green’s idea of having a scpanue
tribunal 1o chair takoover disputes within the framewerk of the NCSC as

involving the intersection of low snd economics o that particalar
wribunal. 1 think the Trade Practices Tribunal i underutilised. 1 has a
basic understanding of economic issues; its compouition is appealing 10
me, being a mixture of lawyers, busincssmen and economists. My own
belief is that the chiel role of the NCSC should be w0 provide mput into
policy making. That is what it was designed 10 do, 1o work out policies
acceplable w0 both te Commonvwealih and the sates. The concept of mn
Economic Assessment Tribunal appeals o me, and 1 think it is
scnnething that oughi o be purssed.

Question: | understood your carlier comments 0 mean than
would favour ransferring the accountability of the NCSC from
Ministerial Council 10 the federal government. Can you elaborale
that view?

Masel: Yes, | would like 10 se0 a scpamie securitios commission
nupﬁwihiwnﬂduhawmrmumlﬂwny law

Bob Baxi: | would just like to make a commest on one line of
argumend that has heen advanced. | don't agree wich the conclusion that
we should leave the wkeovers code as it is. That is the casy way oul
When we have a bad law or a serics of bad Lows, we pay & very heavy
price. It would be lovely 1o soe things say as they are but | am just not
we are going 10 see judges hand down some sensibie,
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coherent, consistent judgments in this area. We have sin siates,
Hﬁmmhhﬂuﬁhﬁ{mﬂm The price business has o
pay for that ls enormous. | am very surprised that the business
community has ot lobbied vigorously for the change of this
cooperative sysiem 10 a foderal system,

We have been patient in terms of secing how this sysiem has
§ wm ot saying

: ridsculous suggestion
the judges had ever heard and that law teachers should ot i their
vigws on judges by trylag 10 weach them the law. | now that
pudpes do hold conferonces and they do ask acaderics and ofhers 10 come
and address them. But it has taken o bit of tme 0 gei those views
BCTOSE.

| think our current regulations are s major problem. 1 don't think i
is a8 simple as let's wait and soc,

Newman: We have had what has clearly boen a mind-stretching day
and | ihink it is probably betier that we lorminaie st this stage rather
than go on for the ske of going on. 1 is invidioes for 8 chairman 1o
sumimarise what has beea said bui | would Like w0 share with you some
Hhtrﬁuihnpmﬂmq. i
morning [ was panicularly interesied in the paper delivered by
Henry Bosch. It confirmed in my mind, if 1 needed any confirmation,
that the NCSC is really an instrument of policy, of social policy and
- wiapped up in the gulse of equality of but usually
maore concerned with equality of cutcome, 1T the NCSC intends
preside over an elficient market, it scems 10 me ity course s
: with that goal.
question of whether we need 10 increase he size of the NCSO
leavea me a litthe ambivalent. | can see the argument that there s
considerable work 10 be carried out by a stafl that is insdequate for the
(T mhmm:mu‘:ﬂmmwwu
bureagcracies you immediately open opportunity for extending
legislation, whercas 1 suspect that what we should be trying 1o do is 1o
dismantle some of the cxisting legislation and give them less 1o do.
This afiemnoon | was very interested 1o hear from Frod McDougall
hhmmﬂdmhnﬂuﬂmwhnﬂhhmi.
and 1 know that he and Round had only five months 1o prepare that
study. | wonder if they had that time again and if they had the freedom
of choice whether in fact they would use the methodology they did.
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Finally | was reminded of a miher ofl -hand comment George Stigler
made len years ago: he said that sharcholders and investors have not
benelited by wakeover regulation. | am enaware in the Uniied Stades i

has refuted that somewhal innocuous comment. Yol there has
been no public demand in the United Swites let alone in Australia for
regulators 1o prove that they and their regulations have done more good
than harm. Perhaps someonc should put o them that that ks something
they should have w0 prove 1o us, rather than the cther way round.

It only remains for me 10 sy thank you to all of you for having
takén the e © atiend this conference. | must say | am somewhat

that there were 80 few practitioners presen in the audience.
That doecsn't reflect very well on the stue of awareness or the desire of

w0 become more fully bware of the vanous points of the
dehate; and perhaps it indicates that practitioners arc reasonsbly happry
with the swate of affairs and may even want 1o see things became more
comphex, MNevertheless | think you will agree thal ihe Ceatre for
Independent Studics has pul logether a collecuon of speakers the like of
which has never before been convencd on this wopic. 1 think we have
surpassed ourselves today in the quality of papers and the depth nd
intellectual sestminability of the discussion and dehaie.  And again we
owe all of you 3 debt of grattude for having come and participated.
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Towards a New Regulatory Environment
These popers wem presanted ot CIS and NZCIS
conferancas on takeovers hald in June 1984 in
Sydney and Aucklond An infermnational panel of
experts, Including lowyers, regulators, acodemics,
merchant bankers and other players in the game
of corpomte fokeovers discussed the ke of
fakeovers in the marketploce and their effects on
managemeant, employees. and In particular on
shaeholder

Farficipants in the conferances represented a
wide varnety of viewpoints on the pros and cons
of on unregulated market for corporate control
in geneml, the regulators favoured refaining or
increasing regulation, the market participants
fovoured o less reguioted markat, and the
acodamics presented the results of their msearch
into the positive or negative effects of takaovers.
While some of the research concentrated on
the potential dangers of tokeovers, most of it
incicated that, from the point of view of shame-
holders, fakeovers iIncrease thelr miturms on share
ivestmants and therefom increase the wealth in
the ovemal economy.
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