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AL ARHoR FASE o] urHolh), HoPiAll YeiNE @
W ZAANEE WIS ARAAL A FI2 FASRL AA @
A, FIAY e PO 1oh).

2 WolE HEdte PHNEE Hdtu 3
WAL WA QoA FAE o st
YL este Al BAFAER 0% ol4S ASduA @

B¢elle AFula(full  acquisition)7t 73t o]  JTHAFAF N E

¥

4

mandatory bids). ol Al Slolx = FIRuFrE AAFHL = Tt
o= thd3Ate] olAb3lel tiste] dH Aoz Wolg FAstaL ol
FEAFE FFEFIY S ot ZAFHES OHE HHHE=E
sta ok Pl=E Y FHIES vlashd v=d M&ARAlE wiaget
oje] FdelA A M&Al tiste] 5 2olA] ¥ WAHH] FF
i Jde W, 98 M&AHA= w4 WHollA Az FIfulsel

WE w95 Al W] wedEol itkn & % vk

2006 129 20¥ S=ZAATY M&AATFF A LES WES 53 -

A , W= FEA, FEAL 2001, 2639

2) oo PG FIAIHE EE t&ﬂ"&‘ﬂ‘?%(élnti takeover statutes)O]E‘r
o AA FHEE ABAY FHEAAT A7)0 &3k AT o
Ao FAvEFARG F3lE FAS LH*‘loi 3= dElxmolF ﬁl*}
2. ALAEFEC] Edgar v. MITE Corp. #2457 US. 624, 1962)9)14
o2 JAAsA ARAdFHe] g AT ARAUFHE 29A ) v g
N7 e ANE AFoZRE A F3E Eifv‘}ﬂ 23 dde]

A3t oqrlele AulF HS AAE A FH, AuFHHAS

qAHE Agste FH, AT H5olF VFAFS Asste FH Sol AU

ﬁ Nz {0 IIE o.E
O, o . ME ot o ofN o

mlo

O ABAFEE AME A oF DA AQARE A FHE 2
it el FA%E e, S A, v ey, A
S, FeAenrg ATy Sol itk A4S He AEa R/ 522, 4

K M&AS’Jr A EH &, A=AAAATE], 199%.8, 2109 ]} F=x=

3) ol sFshs FIAHES AdAdFHo|gl F27]% $HHRonald J. Gilson/Bernard
S. Black, The Law and Finance of Corporate Acquisitions(2nd ed.), Foundation Press,
1995, pp. 1359-1397). Wi oz <ltious A 749 FE expanded
constituencies provisions)oﬂ/ﬂg]r 2o AdAtFHE 5L thd3xte] ojatElel] At
2 J0FE AT 5 e AR Pl F79) o] HYFUA A Yol
AL YAl AL Fesi= @o]q(xqirr/o]-,‘ﬂ /EET, FARIA, 217-218H).
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QWA S WSS A Aolwa & 5 Uk wa-EA
ol oiA uw:q A FHe) AEEAA B AARATFAS Bk
A, e A G4 A% EE ARE FFAHSE FFate o
ol BUD AL P G A Braae rEde 8
AoAAE BT 2, PPUE E584 BE A8FALe] AF ol
A= A, 71e ALOE FARFOEH vIT FHWUAL ol
T ¢ e AFATEIS HAEHT PHWE B3] FHoE A
ST 5 QA el 4ol ASAAA B A 5L M&AY B3
of 2 i@ & dvta Prrech an AuFEFe] g% aeF
ARATAR SATA Ut ABAAS) AIARY MeAstE D 3

Ao 7 Ie MESF MEY M&AVH

LAl 5L 2B st 7
&= T2 olelol 4 7Ig AFe g AFd
I AR SHAB2B3ZA4T). ]9} zgo] TR =]
z28)ate F40] ol dFoz AFe o]FolAE WL AFA
3" (cash-out merger)etil 319, nFFFHolgtax st AFAF

< "= FJAPHO S43F AEelRars), dE-L 20051 AlSAFY ¢

5) MM E A= dFAFTEHl SAHALY 1968 FAAF AN FH
22 24EAYa, 2 F EHIAE HESE A H(RMBCA §11.01(b)(3)), £
sl diFEe] FHdA st JTH(HEAHSE Del. Gen. Corp. L
§252(b) ; Cal. Corp. Code §1101)
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iE, Al074d Al
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8) ZRMMNE, GHREITHOFFRERN(6.57K), Rkt

B

&

e e, 1982, 1103H ; rHA, ko G ic

i)

() (4

al

NN

i

6) & IJAIH A7492 A1F A23, A753% A1 A%
DWW, Rt Alled A6z, 5991 o]

7) Wbk, dikik
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£ 59 olfl N FFAFEHE Fsdhe =A% ANE H ok

FGGANE mRFE FF Wl AUH ADE
ASA gt @ Afolnz £@He] Tl FHATE Hid
124 s Fa UeAE 3RO AFHE A% Assa 3
of A FHAFY O FHoR AFT 5 Yee TP
ANOE Jch. Aol AFAFEEY =9 FAE U 2
AEA shetstel wRFe) AFHHY FEo) AGL FA ohjsti
gaox 10 2dY Wage Fxsts AR A7E 6 Aok

ool JRete wRFAH AWML Tew AFAY AN
o BEY £AE gele Bt YIIE SN, A T Gt

@ 7194 fA8E wrd Fu

FEY BP0 WL Tt 1WA 25RFTIL E53AL
AQBAZRE FAZ BEHE Db BgATE ol o BAE

9) JLIAREIRRE, Mok & iEkE, 20, 1995, 295 o] 3}

10) &x17], ‘F23AL el gloiA wEF, HEke ARA(FT X7 JA 3
A71d =23), TLLEAL 1977, 385H

11) $5%, ‘Ad7143 A8 FHe1Y 25539 B3, AA AT #1949
A%, =g APgEsrE], 2000, 2119 olst ; AAE, ‘M&AH7He] fAstet A&
A&, slwAPH A10A A4z, F=ulwAPEEks], 2003.12, 357H o))
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2) Az

A A= AR ZEAL FAQ Bells E53A)
T B3 F4E A5 F glte 5HE FAROIELAI523x902).
°of 8 AFAFHE M £ FFA AFEH= Tt
i Aol fleiAtEtE, 1 ti7ke B3] F402 AFetaat st
= Aol ASAbel o BEAL T4 HSFA (#3422 22)
fwtsted 27bssly] wEel M SHE& ol olHdd wAE i)
F71 S1% Aot

pis o
gl ME o]&nt Aol JhesiAl @ Alelth. AHZEHE (triangular

153 BAoz PRI SRHAEAL,

24 AN FHL I T FFAA st
2t Pl 42

=2 o =
MY A% YW EAE AE Ptk RS P B &
S

l:J 4
v
%
lo

THE moAe] FrEse) gUA AT fNany s ZHoA
olfolAE WHA Ty BB o FAFYEL e mH A}
of AFAFAEL 8T olF T MLABHINE vl$ £F

12) William J. Carney, Mergers and Acquisitions-cases and materials, Foundation
Press, 2000, pp. 19-20
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1) 99

AYRANAE £5FFe oate] W] 1 BEFAS FAZ w55
AG =S £ JE A Gk 2FFH ARASAET FHA
AMAL BRF GERFEFIL 250FF] BEFHE T5Y oAl
watel AR ASFosN 2FHFFE AANL U5 AMFF =
£ ANaEe FHSE FREW 9A e BAE 2ach ot 9w

%

T A 5 & A = (freeze-out of minority shareholders)z}
e Hlamg SdoA AlgEHL 9o, =%
A AeE Fa At 2y dE A AE ol BE E9sHA

1B) $FF, ‘25FF FALEARY TAH AERF) T AUEH F87H5H
2, 4, moye] MmBEAL FHoz/, ZAWAT Aed 15, HEAWet
3], 2005.6, 31 ©]3}

14) 9£9] 2006 39 13d FFFFAAHLANAAE SAE T FH F
vl go] HHol A Hte HE(LBFAEFTY 2/3)S stFetA G2 AF
Mol tete] SEFUGTY HAREE WF3lms oFglele W&ol 23
o] JuiEHIA272134148}). GRMGEZE GG A1 E, AR E A
T—% A 27 P — TG ABE A S D & D) HioownT—, 2005.12.21, 9
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@), HREAENE T4, WP, 200674, 549

15) #2324, SAPHAAR

16) Arthor M. Borden, Going Private, Law Journal Seminars Press, 1990, §1.07

Ao =A A

F
A

A=

70
K-
K-
e
SR

XK

T

17) 55, JA
A, 6-131
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2) 9= FA
7h =

rmode dEAEEEe I B

aFFFe] AAEE] 897 HAsiMs I TFH L] FFHH
of gtt. a2 #AHHFeEz= A ¥ a %
EZE9 AHarozA AHA3 AMYEA (proper business purpose)©] &
Astelok sHskol Bk Aol Aol HUTH. oo wel Detsol
T e Tanzer#Z2193 Weinberger#d20) o] 5 1zo] FAJH Y
oh FEAg e ARtk E e AFFF HEo] A FAdd HA] &
FHH 71938 AH (pure going private transaction)o| A< E-G3]AFLE
Agto] ofd GAJAY vaFFot LFFF31e |

s gleme deje] AguHo] gojok s, AAZ o
AMREAS SHE7IE BolskAl avke Aelu2). whHol 29HA|3
(two-step merger)Z EAFSARE $HH (parent-subsidiary merger) <]
= EFHA7IdS AN S = Bl AAl FEVITY AA, A
Aok, 71971219 e 54 AUARRE 7L F 7] Wil AR

=

2o MER a7HA YAV PG SdHGE HAY 1 2R

Lo

Lo

oy, mo
ol Ho ok [

18) FAE HEe £FF, AA ARG ARS) FHAAR 25FF BE
220-222H 3=

19) Tanzer v. Internatinal general Industries, Inc., 379 A. 2d(Del. 1977), on
remand 402 A 2d 382(Del. Ch. 1979)

20) Singer v. Magnavox Co., 380 A 2d 969((Del. 1977)

21) Edward Brodsky -+ M. Patricia Adamski, Law of Corporate Officers and
Directors, Rights, Duties and Liabilities, CBC, 1995, §7.06, p. 19. 181} tj%
B FRAt &5FF HE3S 49% BH0R e P AFTe 34
ke FAIL, £5FF HEANG] Yol TR deje] AQEH
S 7HA ok stohE Bl=E FHSkaL Qdth Gilson/Black, op.cit., p. 1269
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ToE I WHeZF AgE e detdlo] sHdd oleldx v
7HA = Est] A VRS flste] 2e% RE 228 H
7teag A aystefol dvhe o] HEHa o ada AR ¥
A el Zad AYAAll #dE FEE FAStoRstaL, of2d

| =
NS R ASFFY PAHE wE e @k 9T MG B
Mt Ak AERFY AR ahel FAmie] Bope st

oF 11, siZmel §F2) 0] 0% ol el sFeE Falo] SEu|ojel

AR, A% FAol $REA gobx] FAMEI A2 FEolopn

e Aol @akel YT & AUtk obed AT 2Ae FE
F2o thate] FLstelol Su), /| gEFFe) tstel AAT Pobz
A BYstelol sul, WA PEAFFY 0% olFE AST FA
FAE T gl SEaA B AEFFeA £FEAY HGALE
FAstolo} hu2), FAG £HG F77 677 ool Weel olela

22) Brodsky/Adamski, op. cit., §7.06, 22-23
23) 4= 3|AH Section 428(3)(4)
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<Abstract>

The Changing Structure of M&A Law and Some Problems

- Centering on the 2006 Commercial Law Revising Draft -

Jong-Joon Song

The legal structure of M&A has been significantly changed in the
2006 Commercial Law Revising Draft. First, in the field of Acquisition
Law the rigid existing estimating procedures against the investment in
kind relating to the exchange offer are significantly mitigated, the
acquisition company is not required to be subject to the special
majority rule of shareholders meeting in case where the acquired all,
or substantially all of assets do not give a substantial effect to the
acquirer’s existing business, the cash-out merger and triangular merger
are introduced, and freezing out minority shareholders by controlling
shareholders holding more than 95% of all stocks in a company is
permitted. Generally speaking, the legal structure of acquisitions is

going to be changed to facilitate the target’s control acquisition.

Second, in the field of Defense Law some new kinds of stocks
such as stocks without any voting right, stocks with voting right
conferred only in a certain event provided in the corporate articles,
non-transferable stocks, stocks with right of veto and class voting
stocks. Moreover a company can buy-out voluntarily its own stocks

to the extent of the surplus. These changes make the defense more
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substantially useful than before against hostile M&A. Nevertheless sale
of its own stocks is required to be subject to the existing subscription
procedures of new shares, which makes the defense more difficult
than before. This draft is same as in the Japanese Company Act and

is very similar to the German Stock Corporation Act.

Finally, this revising draft doesn’t give the final answers to the
new revising needs suggested since long in the field of M&A Law. In
the near future we have to find out the legislative solutions for the
reasonable regulation of the short-term speculative takeovers in the
Commercial Law and the continuing revising efforts have to be also
given in the relating lots of special acts like the Stock Exchange Act,

the Promotion of Foreign Investment Act etc.

key words
M&A, cash-out merger, triangular merger, freeze-out of minority

shares, defensive stocks, company’s own stock, hostile Mé&A,

speculative takeovers
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Managerial Entrenchment and the Valuation Effects of

Toehold Acquisitions

Jeongsun Yun', Ki Beom Binh™

Abstract

This paper examines the market reactions to toehold acquisitions to determine whether
and under what circumstances the formation of a new large outside sharcholder
contributes to the shareholder value of the firm. We argue that although toehold
acquisitions signal immuinent challenges to the control of the management of the target
firms, the challenges do not necessanly contribute to the shareholder value if the
management is likely to resist ferociously. We find that while voting premium imereases
in response to tochold acquisitions for the entire sample, 1t depends on firm
characteristics such as dual class stocks and the asset size whether sharcholder value
mereases. Dual class targets exlubat a positive market reaction only if the controlling
shareholders do not have sufficient corporate resources under their control, whereas
single class targets show a significantly positive cumulative abnormal returmn regardless
of the asset size. The results are consistent with the hypothesis that dual-class stocks are
an outeome of the managerial meentives for entrenchment.

JEL classificarion: G32, G34

Kevwords: event study; tochold acquisitions; agency theory; entrenchment; voting
premium; contrel transfer; managenal resistance; dual-class stocks; preferred stocks

" Corresponding author. Research Fellow, Korea Securities Research Instinute, 45-2 Yoido-dong,
Youngdeungpo-gu,. Seoul, 150-974, Korea; Tel: +82-2-3771-0693; Fax: +82-2-786-7572; E-
mail: jyunfiksm.org

** Research Fellow, Korea Securities Research Instinate, 45-2 Yoido-dong, Youngdeungpo-gu,
Seoul, 150-974, Korea; Tel: +82-2-3771-0624; Fax: +82-2-786-7572; E-mail: bink | {@ksn.org



164 M&A A% BA% AF (1)

L Introduction

Adual class finm is featured by 1) a lower stock price relativie to a single class firm
given eamings and sales (Smart and Zutter, 2003) and it} the voting premiwm of its high
voling shares relative to the low voting shares. (Zingales, 1995) Agency theory
considers both the discount of the stock price of the dual class firm and the voting
premium as evidence that the management attempts to secure its private benefits by
maintaining sufficient control rights without corresponding capital investment.

(DeAngelo and DeAngelo, 1985; Jarrell and Poulsen, 1988)

This paper provides empincal analyses on the market reactions to the formation of a
new large outside block to determine the effects of the changes in the ownership
structure on the voting premimm and the sharcholder value, The baseline asswmption is
that the management enjoys private benefits as a consequence of imperfect investor
protection. Toeholders are expected to enhance the shareholder protection by
challenging the managenal control nghts. It 15 more likely that the inefficient
management is ousted and that the managerial private benefits are purchased. (Bulow,

Huang, and Klemperer, 1999; Burkart, 1995; Choi, 1991; Rydgvist, 1996; Singh 1998)

We examine whether the likelihood of the control contests 1s affected by ownership
structure and under what circumstances the anticipation of subsequent control contests
increases the shareholder value. We expect that toehold events will increase the voting
premium if they are a precursor of imminent challenges to the managenal control rights,
whereas comparative analyses are required to determine their effects on the stock price.
We argue that dual class targets may not exhibit the same market reactions as single

class targets if issuing low voting shares represent the managerial incentives for
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entrenchment. Since dual-class stocks are an outcome of the managerial incentives for
entrenchment, the management issung dual-class stocks are expected to resist in the
control contest more ferociously. We investigate whether and under what circumstances
the market reactions to tochold acqusitions depend on the managenial incentives for

entrenchment.

O tests are based on the analyses of responses of the stock price and the voting
premium to the formation of a large outside shareholder with activisim purpose. The
analyses proceed in three steps. First, we compute cumulative abnormal retums of the
target stocks during the period around disclosure of the acquisition of 5% or more of
the ownership of a finn to detenmine whether toehold acquisitions by activist acquirers
have any effects on the sock price. For the second step, we investigate whether there is
any change in the voting premiwm during the same period to determine the effect of
changes in the ownership structure on the anticipation of the control contests. Finally,
we provide comparative analyses to examine whether and how the stock market

reactions to toehold acquisitions depend on the target charactenstics.

The principal observation of our paper is that toehold acquisitions increase the
likelihood of control contests, whereas it depends on finn characteristics regarding
managerial resistance whether the voting preminm changes are associated with an
increase in the shareholder value, The positive response of the voting premium to
toehold acquisitions provides a dynamic extension to Rydgvist (1996), who finds that
the voting premium increases as the ownership is concentrated among a few competing
large investors. It is also consistent with Choi (1991) who suggests that positive market

reactions to toehold acquisitions are a consequence of the anticipation of the subsequent
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control-related events,

First of all, we find a substantial increase in the voting premium during the period
around toehold acquisitions, The positive response of the voting premium to tochold
acquisitions is consistent with the hyvpothesis that takeovers are more likely to take
place in the presence of tocholders. We find, however, that dual class targets fail to
exhibit a positive cumulative abnormal retum if the controlling shareholders have large
assets under its control while single class targets do exhibit a significantly positive
cumulative abnormal return regardless of the asset size. The interaction effect between
the asset size and the dual-class stocks on the market reaction to tochold acquisitions
remains robust afler controlling for other factors such as the ownership of the
controlling sharcholder and the capital structure of the targets. The interaction effect 15
consistent with liypothesis that the dual-class stocks are a means for the managerial
entrencliment. Since the management with many corporate resources under its control
can resist more effectively, the management with incentives for entrenchiment is more
likely succeed in fending off takeover attempts as it has more corporate resources under

its control.!

Our paper 15 most closely related with research on market reactions to tochold
acquisitions. Chon (1991} and Park, Selvili, and Song (2006) docwment that tochold
acquisitions are followed by positive abnormal increases of the target stock price. The
former emphasizes that the positive market reactions are the consequence of the
anticipation of the subsequent control-related events, while the latter focus on the
comparative analyses on how the target characteristics such as the managerial

' an example of the use of the corporate resources for a value-destroving defense is the payment
of greemunails,
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ownership are related with market reactions to detenmmine the effects of the monitonng

of a large shareholder on the shareholder value.

An imnovation of our research is to take into consideration agency costs approaches
to the dual-class stocks in analyzing the market reactions to toehold acquisitions. In
sechion IV, we argue that the positive response of the voting premnum to tochold
acquisitions 1s the consequence of an increase in the probability of the control contests.
The interaction effect between the asset size and the dual-class stocks suggesits that the
managenial incentivies for entrenchment deter value-enhancing control transfers if the

management has sufficient resources under its control.

We depend on models of how the ownership distribution of target finms affects the
outcome of the control contests to argue that the voting premium and the shareholder
value are the consequence of the anticipation of the subsequent control-related events.
Grossman and Hart (1980) show that toeholds enable the bidders to profitably acquire
the target company even if the free-riding by atomic shareholders prevent them from
profitably acquiring the rest of shares needed to get the control |'igl'|ls.2 It 15 because the
costs of takeovers are compensated by the gains from the shares that they have already
acquired. Bulow, Huang, and Klemperer (1999), Burkart (1995) and Singh (1998) show
that tocholders tend to bid more aggressively than non-toeholders since a part or all of
the loss from having to acquire the firm at a higher price is compensated by the higher
selling price when they lose the contest, Rydgvist (1996) documents that the presence

of a large outside shareholder tends to increase voting premnum since the contests for

* The property of the free-rider problem in takeover contests is that the costs of corporate
takeovers cannot be compensated by the synergy of acquisition, since atomic sharcholders will
not tender their shares until they are paid the same amount as their shares will be worth once
acquisition is completed.



168  M&A A]7e] A ek A" (1)

control are more likely. Our analyses of the voting premium provide a dynamic
extension to the hypothesis that the voting nghts will be more expensive as the
concentration of corporate ownership among a few large shareholders will enhance the

anticipation of control contests.

Finally, our specification of the voting premium is based on Zingales {1995), who
suggests that the voting premium is a fumetion of the managenal private benefits and
the probability that the private benefits are traded in the control market. On the basis of
this specification of the voting preminm, we argue that toehold acquisitions tend to
increase the voting premium since the control transfers are more likely to take place in

the presence of a large outside block.

The rest of the paper is organized as follows, Section 1T discusses the principal
hypotheses that we test and section 11T provides the descrniption of the sample data,

Section I'V reports the results of the empirical analyses. Section V concludes the paper.

II. Hypotheses

We consider a management of a firm 1ssuing preferred stocks without voting rights
to consolidate control rights in its hand without corresponding capital investiment. The
baseline assumption is that it 15 not in the best interest of the incumbent management or
the controlling sharcholder to maximize the shareholder value of the firm. We focus on
analyzing the influences of toehold acquisitions on the shareholder value and the voting

premmun to determine whether and under what circumstances the challenges to the
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managerial control rights imposed by toehold acquisitions contribute to the shareholder

value.

We follow earlier works to define voting preminm in terms of the managerial
private benefits and the hikelihood of control contests, Rydgvist (1996) assumes that the
cash flow of a firm is composed of the fundamental value that the management cannot
steal and the private benefits obtainable only by the controlling management, While the
price of a non-voting share is determined only by the fundamental value, that of a
voting share reflects the value of the managenal private benefits as well as the
fundamental value. Zingales (1995) considers the size of the voting preminum as a
function of the probability that a vote is pivotal in a control contest and the magnitude
of the managerial private benefits. More specifically, the voting premium increases as

the probability of the control contests increases for given private benefits.

We expect that the voting premiun will increase in response o toehold acquisitions
since control contests are expected more likely to ocour, Models of takeover contests
emphasize that toehold strategies facilitate value-enhancing takeovers. Grossman and
Hart (1980) show that tocholders are compensated for a part of or all takeover costs by
the increase in the stock price for the shares that they have already acquired. As a
consequence, takeovers may take place even if free-riding by atomic shareholders
prevents the bidder from acquiring the rest of shares to take over the control of the
target firms in a profitable manner. Furthermore, Burkart (1995), Singh (1998) and
Bulow, Huang, and Klemperer (1999) show that toeholders are prone to bidding
aggressively in the control contest relative to non-toeholders since the loss from an

increase in the takeover price is at least partially compensated by an increase in the
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selling price in the event that the finn is acquired by a competing bidder. The
aggressive bidding by tocholders increases the hkelihood that the managenal private
benefits are purchased or that an inefficient management is ousted. As a consequence,
the presence of a large shareholder tends 1o increase the voting premium for given

managenal private benefits as well as the stock price at which the firm is traded.

We furthermore examine whether and under what circumstances the managerial
incentives for entrenchment affect the market reactions to tochold acquisitions. We
expect that dual class firms will exhibit different market reactions to toehold
acquisitions from single class finms as long as the managerial incentives for
entrenchment can deter control ransfers. Since agency costs approaches to the dual
class stocks suggests that the management uses the dual class stocks to protect its
private benefits, the management of a dual class finm is expected o resist takeover
attempts more ferociously. We first compare CARs for targets with vs. without dual
class stocks, Then, we proceed 1o take into consideration other factors that may affect
the managenal resistance. In particular, we focus on the analysis an interaction effect
between the dual-class stocks and the asset size on the market reaction to toehold
acquisitions, since the managenal resistance may be more effective as the corporate
resources under the control of the management increase. Models of control contests
emphasize that the managenial resistance may incur a trade-ofl for the share price at
which the finm s traded in the market for control. While the managenal resistance
makes takeovers less likely to take place, the takeover premium that the target
shareholders can eapture as the managerial bargaining power increases, * We expeet an

interference interaction effect between the asset size and the dual class stocks if the

¥ See Jamrell and Poulsen (1988) for a detailed description of the trade-ofl.
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managerial resistance reduces the stock price.’

III. Data and Methodology
A The Sample of Toehold Acguisitions

Our analyses are based on the sample of tochold acquisitions reported to the Korea
Financial Supervisory Service (hereafter KFS5) according to the requirement of the
disclosure of the acquisition of a block ownership of 5% or more for a listed firm.* The
data we use was collected by the KFS5. It covers all toehold acquisitions of the finms
listed in the Korea Exchange (hereafter KRX) since January 2001 . Although ERX 1s
composed of Korea Stock Market Division and Korea Kosdag Market Division, we
only use data on the finns listed in the Korea Stock Market Division since firms listed
in the Korea Kosdaq Market Division do not have dual-class stocks outstanding,.

Furthenmore, we confine our analyses to the events for the years from 2003 to 2006.°

The following sample selection criteria are applied: (1) targets of commeon stock
acquisitions with initial 5% disclosure filings, not the additional disclosure due to the
change over 1% following initial disclosure; (ii) targets whose common stock prices

and old style preferred stock prices, if dual-class stocks issued, are available for the

* The interference interaction effect between two variables means that the effect of one variable
decreases for higher level of the other variable,

A purchaser of a block ownership of 5% or more for a listed firm is required to report to KFSS
within 5 days following the acquisitions.

® The rationale for our choice of this period for the analyses is based on the fact that the use of
the toehold strategy by Sovercign fund o impose a credible threat on the control rights of the
incumbent management of SK group and SK corp. in 2003 brought home the importance of the
toehold strategy o the Korean market for the control.
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event window [-100, 100]; (ii1) targets whose stock prices and old style preferred stock
prices, if dual-class stocks 1ssued, are available for at least 30 davs prior to the event
window.” Commen stock prices and preferred stock prices used in our study are from

KRX database whose frequency is daily base,

The data is composed of 1,523 observations of toehold acquisitions that satisfy the
criteria described above. We classify the sample according to the purpose of toehold
acquisitions and the charactenstics of the target companies such as the dual-class stocks
and the asset size. Table I shows that among 1,523 observations of toehold acquisitions,
238 targets have dual-class stocks outstanding and 1,285 targets do not. Only the
observations with dual-class stocks can be used in the analyses of voting premium.
Table I also shows that 720 of total observations are for investiment purpose and 166 for
activism purpose. The purpose of acquisitions of the remaiming 637 observations 15
unknown. Another charactenistic of the target firms that we consider is the size of the

assets under the control of the incwmbent management or the controlling shareholder,

The targets affiliated with a conglomerate with assets worth 2 trillion Korean won
or more and controlled by family owner are classified to the Large Group and the rest to
the Small Group.® Table I shows that of the 166 observations of activism purpose, 13
belong to Large Group and 135 to Small Group in target without dual-class stock
sample. It also shows that of 18 targets with dual-class stocks ontstanding, 7 belong to

Large Group and 11 to Small Group.

" We use the conmmon stock price and the old style stock price data in the voting premium
analyses. By an old style preferred stock, we mean a preferred stock which provides only
dividend rights.

® Two trillion Korean won is the threshold level of the asset size employed by the Korean Fair
Trade Commission (hereafter KFTC) to determine various regulations for so-called chaebols.
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Table I
Classification of 1,523 toehold acquisition observations
The table classifies the observations of toehold acquisitions on the basis of the purpose of
toehold acquisitions, the size of the assets under the control of the management or the
controlling shareholder, and whether target has the dual-class stocks outstanding.

Targets with dual-class stocks Tm" w:gm: :“I:i dual-cless Tinsl

Large Group  Small Group Large Group  Small Group

Investment
7 5 7.

purpose 65 1 11 469 20
Activisin puarpose 7 11 13 135 166
Unkmown purpose 47 37 110 443 637
Total 119 119 238 1,047 1,523

B. Stock price response analvsis

We use an event study methodology for the analyses. The event day is the date on
which the acquisition of a block ownership of 5% or more is reported to KFSS, We
compute the abnonmal return of a target stock in terms of the residual defined by the
actual rate of return less than the rate of retum predicted by the market model:

AR, =R, —& - BRy,. (1

where 4R, denotes the daily abnormal retwrn of stock ¢ at date ¢ relative to the
event date, R, and R, the logarithmic daily retrn of stock { and KOSPI index,

respectively. &, and 5, denote OLS estimates of the market model of stock i over

the period of 250 wrading days prior to the event window.® The cunmlative abnormal

® For the observarions whose lengths of the stock price data for the pre-event period are less
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return for stock 7 over the subinterval [r,,r,] n the event window is the sum of the

abnormal retumns over that inferval:

CAR[7,.1,]= 3 AR, . @

F=r,

The standard errors of the above abnonmal retum and cumulative abnonmal refum can

b computed based on Campbell, Lo, and MacKinlay (1997},

. Foring preminm response analvsis

We compute abnonnal changes in the voting premium to analyvze the responses of
the voting premium to the formation of a new outside large block. We define the voting
premium to be the loganthmic difference between the commeon stock price and the

preferred stock price without voting rights:

VB, =100 [In(B=="=) — In(BF=)] | (3)

where FF, denotes the voting premium of stock @ atdate ¢ and B7™™ and

P fhe common stock price and the old style prefemed stock price, respectively.

Let AFER, denote the daily change of the voting premium for stock ¢ at date

given by

than 250 days, the market models are estimated with only available data. Those observations
with the length of less than 30 days are removed by sample selection criteria.
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AVE, =VE, -VF . ()

We define the abnonmal daily change of the voting premium to be the daily change of
the voting premium less than average daily change of the voting preminm over the

estimation ]Jcriod:m

AVP, = AVP,_ —AFF (5)

where AFP, denotes the abnormal daily change of the voting premium of firm 7 at

date v, and AFF the average voting preminm change over the period of 250 rading

days prior to the event window.!" Furthennore, we define the cwmulative abnormal

change of voting premivm for stock i over the interval [r,r,] within the event
window to be the sum of the daily abnormal change of the voting preminm over the

interval:

CAVE[r,,7.]= S AVE, . (6)

=gy

The standard ermor of CAFE[r,,r,] is computed with the modification of Campbell,

Lo, and MacKinlay (1997).

' Wote that the unit of the abnormal change of the voting premium is % point. not %a.
' The average is taken over available data if the changes in voting premium are available only
for the period with less than 250 days but more than 30 days,
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IV. Empirical Results

A. Market reactions to toehold acquisitions

Figure 1 exhabits average cumulativie abnormal retum (ACAR, hereafter) for the
window [-100, ¢] for the samples of investment purpose and activisim purpose,
respectively, Targets of investment purpose tochold acquisitions fail to exhibit a
significant cumulative abnormal retum for the entire penod, although there are some
periods within which ACAR looks significant. To the contrary, targets of activism
purpose tochold acquisitions exhibit sigmificantly positive cumulative abnonmal retums
for the most of the period. The ACAR steadily increases until 10 days after the
disclosure and reaches a platean thereafler. The ACAR for the entire period in event

window amounts to about 28%,

=R et gy

Rl
fEebb bbb bbb R L g T TESYEEEEEEEERIZEREEG

Figure 1. ACARs of targets of tochold acquisitions for activism purpose and investment
purpose. The figure presents the average cumulative abnommal retums (ACAR) of targets for
activism purpose and investiment purpose, respectively.
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Table IT investigates the ACARs for the pre-event, around the event, and post-event
periods as well as the entire period of the event window. ACARs of the targets of the
activism purpose acquisitions are found significantly positive for the pre-event and the
around event periods. The results reinforce the findings by Choi (1991) and Park. Selvili,
and Song (2006), who report positive market reactions to toehold acquisitions with an

P 12
ACHIVISIT AUTPOse,

 Unlike Choi (1991), who reports a negative pre-toehold abnommal return, we find positive
abnormal retwrns for the pre-event periods,
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Table I1

ACARs of targets of toehold acquisitions for activism purpose and investment purpose for
various periods
The table presents the ACARs for targets of toehold acquisition for the pre-event period,
around event period, and post-event period as well as for the entire period. t-values are in
parentheses. . 7, and * denote the statistical significance at the two-sided 1%, 5%, and
10% levels, respectively.

ACAR for Activism ACAR for Invesiment
Timee period Purpose Sample (%) Purpose Sample (%)
[Sﬂ]: Size=166] [Sﬂe Size=720
Panel A, Pre-event period
1598 548
[-100. -10] (4.56) (4.08)
eoz 2
[-10.-1] (5.85) (5.77)
277 755
[-100.-1] (5.84) (5.28)
Panel B, Arovind even period
[-1.0] 174 0.33
’ (3.91) (1.91)
T | 004
10.0] (2.89) {0.31)
232 0.04
[0.1] (5.22) {0.21)
16 0.33
[-1.1] (5.78) (1.55)
Panel C_Post-even period
1, 10] rES ", 74
: (2.82) (-1.913
1.84 UL66
[10. 100) {0.52) (-8.55)
530 128
[1. 100] (L42) (-8.51)
Panel D, Entire period
2798 et 60
1100, 100] _(1.6%) (-1.99)
1510 027
150, 30} (4.02) (-0.19)

Figure 2 and Table IIT examine whether the voting premiwm exhibit abnormal
changes in response to toehold acquisitions. The average cumulative abnonnal changes
in the voting premium (ACAAVE, hereafier) of the targets in the activism sample

increases steadily during the entire period of the event window, while that of the targets
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in the mvestment sample remains unchanged. For the activisi sample, the ACAAVE for

the window [-100, 100] reaches about 30 %6 p and is significant at 5% level.

T S p———— ]

e
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Figure 2. ACAAVP of targets of tochold acquisitions for activism purpose and investment
purpose. The figure presents the average cumulative abnomnal voting preminm change
(ACAAVP) of targets for activism purpose and investment purpose, respectively. The ACAAVE
can be computed only for the finms with dual-class stocks outstanding.
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Table IIT

ACAAVPs of targets of toehold acquisitions for activism purpose and investment purpose
for various periods
The table presents the ACAAVPs for targets of toehold acquisition for the pre-event period,
around the event period, the post-event penod as well as for the entire period. t-values are

10% levels, respectively.

ACAAVP of Activist ACAAVP of Investment
Tume Period Purpose Sample (% p) Purpose Sanple (% p)
[sample size=1%] [sample size=136]
Panel A, Pre-event period
1220 .53
[-100. -10] (1.47T) (0.8T)
0.77 -0.61
[-10,-1] (0,32} {-0.72)
13.24 1.87
100, -1] (1.49) {0600
Parnel B, Around gvent period
0.22 0.27
[-1.0] (0.21) {0.71)
033 0.23
[0.9] (-0.44) {0.86)
063 0,30
0.1 (-0.59) (0.82)
[1.1] -0.08 0.34
’ (=005} (0.75)
med . Past-event perdod
-0.57 0,80
[1, 10] (-0.23) {1.05)
15,89 2,49
[10. 100] {1,940} (=0.85)
7.1 -1.87
L1, 100} (1.92) (-0.60)
Pamel D, Entive peviod
30,02 0.23
[-100. 100] (2.10) {0.05)
10,71 2,24
[-50. 50] (1.20) (0.72)

The positive response of the voting premium to toehold acquisitions suggests that
the formation of a new large outside investor increases the likelihood that the fimm will
undergo control-related events such as proxy fights. The results provide a dynamic
extension to Rydagvist (1996), who shows that the voting premiwm increases as the

ownership is concentrated among a few large shareholders. The results are also
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consistent with Chod (1991), who argues that positive market reactions to toehold

acquisitions reflect the anticipation of the subsequent control-related events.

B. Firm characteristics and the valuarion effects of toehold acquisitions

This subsection analyzes whether target characteristics related with the managerial
entrenchment affect the market reactions to tochold acquisitions. We first examine
whether the valuation effects of toehold acquisitions depend on the asset size, the dual
class stocks and their interaction effects. In the following subsection, we proceed to
provide a regression analysis to examine whether the results remain unchanged after
controlling for other factors that might affect the valuation effects of toehold
acquisitions,

Figure 3 presents ACARs for targets of activisi purpose acquisitions according to
the size of assets, 1.e., Large vs, Small Group. They show that ACARs are significantly
positive for most sub-periods in the event window for both groups. Although the targets
in the Small Group appear to have a shghtly greater ACAR than those in the Large
Group, the difference between two ACARs over the penod [-100, 100] 15 not
statistically significant at 10% level.

Figure 4 exhibits the ACARs of the targets with vs. without preferred stocks
outstanding, respectively. Again, we do not find a statistically meamngful difference

between the two groups.
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Figure 3. ACARs of targets of toehold acquisitions for activism purpose in Large Group
vi. Small Group. The figure presents the ACARs of targets for activism purpose in Large
Group vs. Small Group, respectively.
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Figure 4. ACARs of targets of toehold acquisitions for activism purpose with vs, without
preferved stocks. The figure presents the ACARs of targets for activism purpose with vs.
without preferred stocks, respectively,
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Figures 5 and 6 investigate the interaction effects between the size of the asset under
the control of management or controlling shareholder and the dual-class stocks. They
present a drastic difference in the market reactions depending on the size of the
corporate assets between targets with vs. without preferred stocks outstanding. Figure 5
shows that the stock price response does not depend on the size of the assets if target
companies do not have preferred stocks outstanding. On the other hand, Figure 6 shows
the asset size makes a drastic difference in the market reactions to toehold acquisitions
of targets with preferred stocks outstanding. That is, while the stock prices of the targets
in Large Group do not respond to toehold acquisitions, those of the targets in Small

Group exhibit an immediate surge in response to the toehold acquisition announcement.

“'iit*tﬁﬁttttilik&ﬁ;—.';*"‘;;I#I#llittld;‘lllli

Figure 5. ACARSs of targets of tochold acquisitions for activism purpose in Large Group vs.
Small Group: targets without preferved stocks, The fgure presents the ACARSs of targets for
activism purpose in Large Group vs, Small Group, respectively, that do not have preferred
stocks outstanding,.
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Figure 6. ACARs of targets of tochold acquisitions for activism purpose in Large Group vs.
Small Group: targets with preferved stocks, The figure presemts the ACARs of targets for
activism purpose in Large Group vs, Small Group, respectively, that have preferred stocks
outstanding.

Table IV provides more detailed analyses on the interaction effects between the dual
class stocks and the asset size. Panel A in the table shows that while dual class targets in
Small Group exhibat an immediate surge in ACARs following the disclosure of tochold
acquisitions, those in Large Group fail to exhibiat a significant abnormal return for any
period. Panel B in the table, on the other hand, shows that targets in both exhibit
sigmificantly positive cumulative abnormal retwms and their difference do not appear

meaningful.



WFEALE 6: Managerial Entrenchment and the Valuation Effects of Toehold Acquisitions 185

Table I'V

ACARSs ol targets of tochold acquisitions Tor activism purpose in Large vs. Small Group
and with vs, without preferred stocks

The table summarizes the ACARs for subintervals within the event window for the targets

in Large vs. Small Group and with vs. without preferred stocks outstanding. t-values are in

the parentheses, . . and ~ denote the statistical significance at the rwo-sided 1%, 5%, and
10% levels, respectively.

Large Group Small Group
Panel A. Targets with Preferred Srocks
ACAR(:100, -10] 019 ©19)
ACAR[-10, 10] e Py
ACAR[10. 100) @7 “n
ACAR[-100, 100] (_;"_'ﬁ'f; {?z:ﬁ
Sample Size 7 11
Panel B, Targets without Preferred Stocks .
ACAR [-100.-10] 1% &A0)
ACAR[-1, 10] i e
ACAR [10, 100] m?.-?i?] (-Ell.ﬁ;
AcaR 100,00 e s
Sample Size 13 135

C. Regression Analvses

This subsection provides regression analyvses on the market reactions to control for
other target charactenstics such as the managenal ownership and the capital structure
that may affect the valuation consequences of tochold acquisitions. We show that the
interaction effects between the asset size and the dual class stocks remain valid after
controlling for those factors. The analyses are based on the following regression

models:
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Model . CAR[r.r]=a+ 80, +r D oiea T ¥ D )+ 4 (7
Model II: CAR[r,.r]=a+ 8D, +rD oo ¥ (D 2D )+ 2407 (8)
where D and D ... ... aredu;my variables that take 1 if the target is in Large

Group and if the target has the preferred stock, respectively, and 0 otherwise, =
denotes control variables. It ineludes the cross product of the dummy variable for the
prefemed stock and the proportion of preferred stock, the ownership under the control o
the controlling shareholder, the logarithm of the target asset, and the leverage
ratio(=(total debt)/{total a!.-m:t}}.” & and 5 are the dishwbance terms,

The main focus of the regression analvsis is whether the coefficient & is
significant. It reflects the interaction effect between the asset size and the dual-class
stocks on the market reactions 1o tochold acquisitions. We use the weighted least
squares {WLS) to estimate the models (7) and (%) considering the difference of the
precision of CAR of each finn. Model [ specifies the interaction effects without
controlling for other factors that are potentially relevant while Model 11 takes into

consideration them.

" The data for these control variables are available at the DART(Data Analysis, Retrieval and
Transfer) System in KFSS,
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Table Vv
Regression results using weighted least squares
This table provides the estimation results of the regression (7) and (8). We use the weighted
least squares (WLS) technique since the standard errors of the CARs of individual targets
may be different, t-values are in the parentheses. . ., and = denote the statistical
significance at the two-sided 10%, 5%, and 193 levels, respectively.
CAR[10, 100] CAR[-100, 100]
Dependent vaniable
Bzl 1 Mozl 11 Bzl Bodel 11
962 SETT T £ 18.62
Dharze (1.19) (2.69) (-0.61) (1.28)
D, ""133.62 “*160.20 “"130.62 16783
e stk (15.37) (11.12) (8.80) (6.82)
14928 *165.74 15237 i
D Dot ek {-9.70) (-10.24) (-5.79) (~65.40)
1 — — -1.B6 — -2.30
(preferred share proporion) {-1.46) (-1.06)
owmership under the control of the — "-0.60 — L1000
conirolling shareholder {-3.34) {-3.23)
» _ 383 _ g6
Ln{asset) (-1.82) (-6.35)
Le 22,64 4360
verage {-1.63) {-1.84)
Sample size 166 166 166 166

Table V provides the regression results. The coefficient &, which represents the
interaction effect between the asset size and the dual-class stocks, is found negative and
statistically highly significant in both Model I and Model II for both CAR from 10 to
100 and CAR in the entire period. These results suggest that the managenal incentives
for entrenchment tend to reduce the likelihood for the takeover to take place if the
management has sufficient assets under its control. The results are consistent with the
agency costs approach to the dual class stocks. Since dual class stocks are an outcome
of the managerial incentives for entrenchment, the management issuing dual class
stocks 15 expected to resist more ferociously agamst control transfers. The managenal

resistance 1s more successful as the corporate resources under the control of the
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management or the controlling shareholder increase only for the targets with preferred
stocks outstanding.

The resulis also have an implication for controversies regarding the effects of the
managerial resistance against takeover attempts on the shareholder value. Models of
takeover contests argue that the managenal resistance causes a trade-off for the
expected value of the takeover premium that target shareholders can capture. The
property of the trade-off is that the managerial resistance reduces the likelihood for the
takeover to take place on the one hand and increases the takeover premium that the
target shareholders can capture on the other hand. As a consequence, the effect of the
managerial resistance on the expected value of the takeover premium remains
indeterminate ex ante and, as a result, it is a matter of empirical investigation whether
the managerial resistance contributes to the shareholder value, Our empincal results,
however, are not consistent with the trade-off hypothesis. Rather, the surge of the stock
price of the dual class targets in Small Group in contrast to a meager response of that of
the dual class targets in Large Group may be considered as evidence that the managenial
resistance proves harmful to the shareholder value.

It is also worth noting that the stock price does not exhibit a significant increase for
targets in Large Group if they have preferred stocks outstanding while their voting
premium does increase.'* This implies that the management is expected to use the
corporate resources to defend its control rights through the value-destroving defensive

tactics such as, for example, the payment of greenmails.

" WWe find that the voting premium increases regardless of the size of assets although we do not
report the results.



WFEALE 6: Managerial Entrenchment and the Valuation Effects of Toehold Acquisitions

V. Summary and Conclusion

Previous studies on toehold acquisitions emphasize that a large outside block
provides challenges to the managerial control rights and more efficient monitoring. As a
consequence, tochold acqusitions are followed by substantial increases in the
shareholder value. This paper extends previous studies by examining whether the
likelihood of the control contests is affected by ownership structure and under what
circumstances the anticipation of subsequent control contests increases the shareholder

value of the target company.

We first find that the voting premimm increases in response to toehold acquisitions,
which is consistent with the hypothesis that toehold acquisitions signal imminent

challenges to the control of the management of the target firms. To the contrary, the

189

stock price exhibits an interaction effect between the asset size and the dual class stocks,

The property of the interaction effect is that the valuation effects of toehold acquisitions
of dual class targets negatively depend on the size of assets under the control of the
controlling shareholders, whereas those of single class targets remain independent of
the asset size. In particular, it tums out that dual class targets fail to exhibit a positive
cumulative abnonnal retums if the controlling shareholders have sufficient corporate
resources for resistance. The interaction effect remains valid after controlling for other

factors that may affect the valuation consequences of toehold acquisitions.

We claim that the interference interaction effects suggest that it depends on the
managerial resistance whether the challenges to the managerial control rights contribute
to the sharecholder value, Although the anticipation of takeover increases the voting

premium, it does not necessarily lead to an increase in the shareholder value for fear of
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the value-destroving takeover defensive tactics such as the payvment of greenmails, The
negative effect of the managerial resistance on the probability of control transfer is
consistent with the hypothesis that takeover defensive mechanisms such as poison pills

and the payment of greenmails result in significant wealth losses to target shareholders.
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