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April 28, 1986

The Senate Labor, Industry and Professions Committee’

'will hold a public hearing on Mondav, May 12, 1986, at

liOﬁ~P.M.,_LH Room. 334, State House Ahnex, on the

_following‘bill:

$-1539 Eracts "Shareholders Protection Act" to

Van Wagner ~ discourage certain hostile takeovers.

Anyone wishing to testify should contact Dale Davis,

Committee Staff, at 609-984-0445.
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INTRODUCED JANUARY 27, 1986
By Senator VAN WAGNER
Referred to Committee on Labor, Industry énd Professions

Ax Acr concerning the protection of shareholder rights, and

supplementing Title 14A of the New Jersey Statutes.

BE 1T ENACTED by the Senate and General Assembly of the State
New Jersey: ' '

1. This act shall be known and may be cited as the ‘‘New Jersey
Shareholders Protection Act.”” The requirements of this act shall
be in addition to the requirements of applicable law, including
*[the ‘“New Jerzey Business Corporation Act,”” P. L. 1968, e¢. 350
(C. 14A:1-1 et seq.)]" "Tutle 144 of the New Jersey Statutes® .
and any additional requirements contained in the certificate of
incorporation or b’_\;la\\'s of a resident domestic corporation with
respect to busigness combinations as defined herein.

*2, The Legislature hereby finds and declares it to be the public
policy of this State, the following: ‘

a. Resident domestic corporations, as deﬁned in this act, encom-
pass, represent and affect, through their ongoing business opera-
tions, a z‘ariéty of constituencies including New Jersey shareholders,
employees, customers, suppliers and local coninunities and their
econoniies whose welfare is vital to the State’s interests. _

b. In order to promote such welfare, the regulation of the inter-
nal affairs of resident domestic corporations as reflected in the
laws of this State governing business corporations should allow
for the stable, long-term growth of resident domestic corporations.

c. Takeovers of public corporations financed largely ihroug‘h
debt to be repaid in the short-term by the sale of substantial assets
of the target corporation, in other states, have impaired local
B ANA IO et oot e i ve b sutnted o b fawe 0" P

- Matter printed in italics thus is new matter.
Matter enclosed in asterisks or stars has been adopted as follows:

*__Senate committee amendments adopted May 12, 1986.
* *—Senate amendments adopted May 15, 1986. i
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empZOJment conditions and disrupted local commercial activity.
These takeovers prevent shareholders from realizing the full value
of their holdings throwgh forced mergers and other coercive
devices. The ‘threat‘of these takeovers also deprives shareholders
of value by forcing the ddopt‘ion of short-term business strategies
as well as defensive tactics which'may not be in the public interest.®

*[2]" "3." As used in this act:

a. “A_fﬁhate” means a person that d1rectly, or indirectly through

one or more intermediaries, controls, or is controlled by, or is

under common control with, a specified person.

b. ‘‘Announcement date,”’ when used in reference to any busi-

‘ness cdmbina_tion, means the date of the first public announce-

ment of the final, definitive proposal for that business combi-

nation.

c. ‘“Associate,”” when used to indicate a relationship with any

person, means (1) any corporation or brgzinizati’on of which that
person is an officer or partner or is, directly or indirectly, the
beneficial owner of 10% or more of am? class of voting stock,
(2) any trust or other estate in Whlch that person has a substan-

tial beneficial interest or as to which that person serves- as trustee

‘or in a similar fiduciary capacity, or (3) any relative or ‘spouse

of that persbn, or any relative of that spouse, who has the same
home as that person. ' |

d. ‘‘Beneficial owner,”’ when used with respect to any stock,
means a person: :

(1) that, individually or with or through any of its affiliates
or associates, beneficially owns that stock, directly or indirectly;

(2) that, individually or with or through any of its affiliates
or associates, has (a) the right to acquire that stock (whether
that right is exercisable immediately or omly after the passage
of time), pursuant to any agreement, arrangement or understand-

ing (whether or not in writing), or upon the exercise of con-

- version rights, exchange rights, warrants or options, or other-

Wisé; provided, however, that a person shall not be deemed" the
beneficial owner of stock tendered pursuant to a tender or ex-

‘change offer made by that person or é.ny of that person’s affiliates

or associates until that tendered stock is accepted for purchase
or exchange; or (b) the right to vote that stock pursuant to any
agreement, arrangement or understanding (whether or not in

writing); provided, howevevr, that a person shall not be deemed i

the beneficial owner of any stock under this subparagraph if the

agreement, arrangement or understanding to vote that stock (i)
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arises solely from a revocable proxy or consent given in respbnse;
to a proxy or consent solicitation made in accordance with the
applicable rules and regulations under the. Ex»chan.g'e‘. Act, and
(ii) is not then reportable' on a Schedule 13D under the Exchange
Act (or any comparable or successor report) ; or

(3) that has any agreement, arrangement or understanding
(whether or not in writing), for the purpose of acquiring, hold- ‘
ing, voting (except voting pursuant to a revocable prdxy or
consent as described in s‘ubparagraphv (b) of paragraph (2) of
this subsection, or disposing of that stock with ény, other person
that beneficially owns, or whose affiliates or associates beneficially
own, directly or indirectly, that stock. '

e. “‘Business combination,’’ when used in reference to any resi-

| dent domestic corporation and any interested stockholder of that

resident domestic corporation, means: _

(1). any merger or consolidation of that resident domestic corpo-
ration or any subsidiai‘y of that resident domestic corporation with
(a) that interested stockholder or (b) an.j* other corporation
(whether or not it is an interested stockholder of that resident do-
mestic cofporation) which 1s, or after a méi‘gér or consolidation
would be, an affiliate or associate of that interested stockholder;

(2) any sale, lease, exchange, mortgage, pledge, transfer or

other disposition (in one transaction or a series of transactions)

to or with that interested stockholder or any affiliate or associate
of that interested stockholder of assets of that resident domestic
corporation or any subsidiary of that resident domestic corpora- ’
tion (a) having an aggregate market value equal to 109 or more
of the aggregate market value of all the asséts, determined on a
consolidated basis, of that resident domestic corporation, (b)
having an aggregate market value equal to 10% or more of the
aggregate market value of all the outstanding stock of that
resident domestic corporation, or (c) representing 10% or more
of the earning power or income, determined on a consolidated
basis, of that resident domestic corporation:

(8) the issuance or transfer by that resident domestic corpora-
tion or any subsidiary of that resident domestic corporation (in
one transaction or a series of trausactions) of any stock of that
resident domestic corporation or any subsidiary of that resident
domestic corporation which has an aggregate market value equal
to 5% or xﬁore of the aggregate market value of all the outstanding
stock of that resident domestic corporation to that interested
stockholder or any affiliate or associate of that interested stock-
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79 holdér, except pursﬁant to the. exercise of warrants or rights to
80 purchase stock of_fei'ed, ora di§'ide1xc1 or distribution paid or made, ‘
81 pro .ravt-a to all stoc-kholdersvof’that resident d0111estic corporation;
82 (4) the adobt‘ion of any plan or pfO[;OSB.l for the liquidation or
83 dissolution of that resident domestic corporation proposed by, on
84 behalf of or pursuant to ény agreement, arrangenient or under-
85 standing (whether or not in writing) with, that interested stock-
86 holder or ahy affiliate or associate of that interested stockholder;
87 (5) any reclassification of securities (including, without limita-
| 88 tiom, any stock split, stock dividend, or other distribution of stock
89 in respect of stock, or any reverse stock split), or recapitalization
90 of th_at resident domestic corporotion, or any vmerger or consolida-
91 tion of that resident domestic corporation with any subsidiary of
92 that resident domestic corporation, or any other transaction
93 (whethor or not with, or into, or otherwise involving that in- -
94 t,e'resfed stockholder), proposed by, on behalf of or pursuant to
95 any agreement, arrangement or understanding (\.vhetheror not in
96 .\'vriting) with, that interested stockholder or any affiliate or
‘97 associate of that interested stockholder, which has the effect,
98 directly or indh‘ectly', of increasing the proportionate share of the
99 outstanding shai‘es of any class or series of stock or securities
100 convertible into yoting stock of that resident domestic corporation

101 or any subsidiary of that resident domestic corporation which is

. 102 directly or indirectly owned by that interested stockholder or any

103 affiliate or associate of that interested stockholder, except as a

104 result of immaterial changes due to fractional share adjustments;

105 or .

106 (6) any receipt by that interested stockholder or any affiliate or

_107 bassociate of that interested stockholder of the benefit, directly or

108 indirvectl’y (except proportionately as a stockholder of that resident
109 domestic corporation) of any loans, advances, guarantees, pledges

- 110 or other financial assistance or any tax credits or other tax:
1 advan'tages‘provi(_led by or through that corporation. v
‘112 f. “‘Common stock” means any stock other than preferred stock.
113 g “Consummation date,’’ with respect to any business combina-
114 tion, means the date of consummation of that business combination.
115 b, “Control,”‘ including the. terms “controlling” ‘‘controlled
- 116 by”’ and ‘‘under common control \vith,"”means the poséession,
- 117 directly or indirectly, of the power to direct or cause the>direction
118 of the management and policiés of ‘a person, whether through the
119 ownership of voting _sto_ok, by contract, or otherwise. A person’s

~ 120 beneficial ownership of 10% or more of the voting power of a
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121 corporation’s outstanding voting stock shall creafe a presumption
122 that that person has control of that corporation. Notwithstanding
123 the foregoing in this subsection, a person shall not be deemed to
124 have control of a corporation if that person holds voting power,
125 in good faith and not for the purpose of circumventing this section,
126 as an agent, bank, broker, nominee, custodian or trustee for one
127 or more beneficial owners who do not individually or as a group
128 have control of that corporation. v ’

129 i. ““Exchange Act’’ means the ‘‘Securities Exchange Act of
130 1934”, 48 stat 831, (15 U. S. C. 78a et seq.) as ‘the same has been
131 or hereafter may be amended from time to time.

132 j. ““Interested stockholder,” when used in reference to any '
133 resident domestic corporation, means any person (other than that -
134 resident domestic corpbration or any subsidiary of that resident
i 135 domestic corporation **or a Lank holding company as defined in the
1354 ““Bank Holding Company Act of 1956,”” 70 State. 133, (12 U. 8. C.
1358 § 1841 et seq.) as amended, or any subsidiary of a bank holding
135¢ company**) that: : ' ’ »
136 (1) is the beneficial owner, directly or indirectly, of 10% or
137 more of the voting power of the outsfanding voting stock of that
- 138 resident domestic corporation; or

139 (2) is an affiliate or associate of that resident domestic corpora-
140 tion and at any time within the five-year period immediately prior
141 to the date in question was the beneficial ownef directly or
142 indirectly, of 10% or more of the voting power of the then
143 outstanding stock of that resident domestic corporation. For the
144 purpose of determining whether a person is an interested stock-
145 holder pursuant to *fhis* subsection, the number of shares of
‘ 146'voting stock of that resident domestic corporation deemed to be
147 outstanding shall include shares deemed to be beneficially owned
148 by the person .thfough application of subsection d. of this section
149 but shall not include any other unissued shares of voting stock of
150 that resident 'domes‘tic corporation which may be issuable pursuant
151 to any agreement, arrangement or understanding, or upon exercise
152 of conversion rights, warrants or options, or otherwise.

153 © k. ‘‘Market value,”” when used in reference to propelty of any
154 resident domestic corporation, means: v

155 (1) in the case of stock, the highest closing sale price during the
156 30-day period immediately preceding the date in question of a
157 share of that stock on the composite tape for New York Stock
158 Exchange-listed stocks, or, if that stock is not quoted on that

159 composite tape or if that stock is not listed on that exchange, on
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160 'the'principal United States secﬁrities exchangeiregistered under
161 the Exchange Act on which that stock is listed, or, if that stockbis
162 not listed on- any such exchange, the highest closing bid quotation
163 with respect to a share of that stock during the 30-day period
164 preceding the date in question on the ‘National Association of
1165 Securities Dealers, Inc. Automated Quotations System, or any
166 system then in use, or if no such quotations are available, the fair
" 167 market value on the date in question of a share of that resident
168 domestlc stock as determined by the board of dlrectors of that
169 corporatlon in good faith; and , : -
- 170 (2) in the ease of property other than cash or stock, the fair
171 market value of that property on the date in question as deter-
172 mined by the board of directors of that resident domestic corpora-
173 tion in good faith. ’ : _

174 1. “‘Preferred stock’f means any class or series of stock of a
175 resident domestic corporation which under the bylaws or certifi-
176 cate of inc}orporation- of that resident domestic corporation is
177 entitled to receive payment of dividends prior to any payment of .
178 dividends on some other class or series of stock, or is entitled in
179 the event of any voluntary liquidation, dissolution or winding up -
180 of the resident domestic corporation to receive payment or distri-
181 bution of a preferential amount before any payments or distribu-
1182 tions are received by some other class 61‘ series of stock.

183 - m. ‘‘Resident domestic corporation’’ means an issuer of voting
184 stock which is orgzinized-under the laws of this State and, as of
185 the stock acquisition date in question, has its principal executive
186 offices and signiﬁcant business operations locatéd in this State.
187 n. “Stock’’ means: | .
- 188 (1) any stOCk or similar secur ity, any celtlﬁcate of mtereat any'
189 partlclpatlon in any profit xhanno agreement, any voting trust.
190 certificate, or any certificate of deposit for stock; and v
191 (2) any secumty convertible, with or without consideration, into
192 stock, or any warrant, call or other option or privilege of buying
193 stock without being bound to do so, or any other security carrying
' 194 any right to acquire, subscribe to or purchase stock.

195 .o 0. ““Stock acquisition date,’” with reSpect to any person and any
196 resident domestic corporation, means the date that that person.
197 first becomes an mterested stockholder of that resident domestic
198 corporation. _
199 “Subs1d1ary”_ of any resident domestic corporatlon means
200 any other corporation of which voting stock having a majority of
201 the votes entitled to be cast is owned, directly or mdlrectly, by
- 202 that resident domestle corporation.
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q. “\’oting stock’’ means shares of capitel stock of a corpora-

- 204 tion entitled to vote generally in the election of directors.
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*[3.]* *4.* Notwithstanding anything to the contrary contained -

in this act (except section *[5]* *6* of this act), no resident

~ domestic corporation shall engage in any business combination

with any interésted_stockholder of that resident domestic corpora-

tion for a period of five years following that interested stock-

holder’s stock acquisition date unless that business combination is

approved by the board of directors of that resident domestic corpo-
ration prior to that interested stockholder’s stock acquisition date.
*[4]" *5.® In addition to the restriction contained in section

*[3]* *4°* of this act, and except as provided in section *[5}* *6*

of this act, no resident domestic corporation shall engage at any

time in any business combination with any interested stockholder

of that resident domestlc corporation other than a business com-

bination specified in any one of subsections a., b. or c. of this
section; ,
a. a business combination approved by the board of directors
of that resident domestic corporation prior to that interested
stockholder’s stock acquisition date. - ‘ ‘
. b. a business combination approved by the affirmative vote of
the holders of two-thirds of the voting stock not beneﬁc1a11y owned

by that interested stockholder at a meeting called for such purpose.

~ ¢. a business combmatmn that meets all of the followlng condi-
tions: ' .

(1) the aggregate amount of the cash and the market value, as
of the consummation date, of consideration other than cash to be
received pekr share by holders of outstanding Shares of common
stock of that resident domestic corporation in that business com-
bination is at least equal to the higher of the following:

(a) the highest per share price (including o_ny brokerage com-
missions, transfer taxes and soliciting dealers’ fees) paid by that

interested stockholder for any shares of common stock of the

'same class or series acquired by it (i) within the five-vear period

immediately prior to. the announcement date with respect to that
business combination, or (ii) within the five-year period imme-
diately prior to, or in, the transaction in which that interested
stockholder became an interested stockholder, whichever is higher;
plus, in either case, interest compounded annually from the earliest
date on which that highest per share acquisition price was paid

through the consummation date at the rate for onme-year Umted

States Treasury obligations from time to time in effect; less the
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aggregate amount of ar‘iy' cash dividends paid, and the market

value of any dividends paid other than in cash, per share. of

common stock since that earliest date, up to the amount of that
inferest‘; and ' | R v o

(b) the market value per share of common stock on the an-
nouncement date with respect to that business combination or on
that interested stockholder’s stock acquisition date, whichever is
higher; plus iﬁteresf— compoﬁnded annualljf from that date through
the consummation date at the rate for one-year United States

Treasury obligations from time to time ilvlje'ﬁ'ect; less the aggre-

' gate amount of any cash dividends paid, and the market value of

vany dividends paid other than in cash, per share of common stock

since that date, up to the amount of that interest;
(2) the aggregate amount of the cash and the market value as ‘
of the consummation date of consideration other than cash to be

received per share by holders of outstanding shares of any class '

- or series of stock, other than common stock, of that resident

domestic corporation is at least equal to the highest of the fol-
lowing (whether or not that interested stockholdér has previously-
acquired any shares of that class or series of stock): ’

(a) the highest per share pr‘ice‘(i‘ncluding any brokerage com-
missions, transfer taxes and soliciting dealers’ fees) paid by that
interested stockholder for any shares of that class or series of
stock acquired by it (i) within the five-vear period immediately -
prior to the announcement date with respect to that business

combination, or (ii) within the five-year period immediately prior

_to, or in, the transaction in which that interested stockholder

became an interested stockholder, whichever is higher; plus, in

either case, interest compounded annﬁall}f from the earliest date
~ on which that highest per share acquisition price was paid through

‘the consummation date at the rate for one-vear United States

Treasury obligations from time to time in effect; less thé aggre-
gate amount of any cash dividends paid, and the market value of
any dividends paid other than in cash, per share of that class or

series of stock since that earliest date, up to the amount of that

interest; 7
~ (b) the highest preferential amount per share to which the
‘holders of shares of that class or series of stock are entitl’ed in

the event of any liquidation, dissolution or winding up of that

resident domestic corporation, plus the aggregate amount of any

 dividends declared or due as to which those holders are entitled
prior to payment of dividends on some other class or series of




74 stock (uhless the ag«gregafe,amouht» of those dividends is included
75 in that preferential amount); and 4

76 (¢) the market value per share of that class or series of stock
77 on the announcement date with respect to that business combina-
78 tion or on that interested stockholder’s stock acquisition date,
79 whichever is h1ghe1 ; plus inter est compounded annually from that
80 date through the consummation date at the rate for one-year
81 United States ,Trevasury obligations from time to time in effect;
82 Ies'srthe aggregate amount of any cash dividends paid, and the
83 market value of any dividends paid other than in cash, per share
84 of that class or series of stock since that date, up to the amount of
85  that interest; | ‘ . v

86 (3) the consideration to be received by holders of a particular
- 87 class or series of outstanding stock (including common stock) of
88 that resident domestic corporation in that busmess combination
89 is in cash or in the same form as the interested stockliolder has
90 used to acquire the largest number of shares of that class or series
91 of stock previously acquired by it; , '

92 (4) the holders of all outstanding shareé of stock of that resi-
93 dent domestic corporation not beneficially owned by that interested
" 94 stockholder immediately pi‘ior to the consummation of that busi-
95 mess combination are entitled to receive in that business cowmbina-
96 tion cash or other consideration for those shares in compliance
97 \\"hh paragraphs (1), (2) and (3) of this subsection; and

98 (d) after that interested stockholder’s stock acquisition date
99 and prior to the consummation_ date with respect to that business
100 combination, that interested stockholder has not become the bene-
101 ficial owner of any additional shares of stock of that resident
102 domestic corporation except:

103 (a) as part of the transaction which resulted in that interested
‘104 stockholder becoming an interested stockholder;

105 (b) ‘by virtue of proportionate stock splits, stock dividends or
106 other distributions of stock in respect of stock not constltutmg a
107 busmess combination under paragraph () of subsection e. of -
108 section 2 of this act; V

- 109 ' (c) through a business combination meeting all of the conditions
110 of paragraph (3) and this paragraph; or :
111 (d) through purchase by that interested stockholder at any
112 price which, if that price had been paid in an otherwise permis-
113 sible business combination, the announcement date and consumma- -
114 tion date of which were the date of that purchase, wounld have
- 115 satisfied the requirements of paragraphs (1), (‘2) and (3) of this

116 subsection.
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*I5.)* *6." a. Unless the certificate of incorporation provides

votherwxse the pIO\lalOIlS of this act shall not apply to any business .

combination of a- re~1dent domestie corporation with an interes ted

stockholder if the resxdent domestic corporation did not have a

class of voting stock xem\tered or traded on a national securities

exchancre or registered with the Secuutlea and Exchan've Commis-
sion pursuant to sectlon 12( r*) of the Exchanve Act, 48 stat, 892,
(13 T. 8. C. 78b.) on that interested atockholder s stock acquisition
date. .

b. Unless the certlﬁcate of 111c01p01at10n provides otherwise,
the provisions of this act shall not apply to any business combina-
tion with an interested stockholder wlo was an interested stock-
holder prior to the efte(tue date of this act unless subsequent
thereto that 11_1t.e1ested stockholder increased his or its interested
stockholder’s proportion of the voting power of the resident -
domestie corpqration"s outstanding voting stock to a proportion
in excess of the proportion of voting power that interested stock- -
holder held prior to the effective date of this act.

“*[ec. The I)lO‘lth]lt of this act shall not apply to any bl’lallleas

combination of a resident domestic co:pomt;on the original certifi-

cate of incorporation of which contains a provision, or whose

board of directors adopts an amendment to the resident domestic

2 c01porat10n s bylaws prior to 43 days after the enactment of thls

,acf expressly electing not to be governed by this act. ]*

*c.. The provisions of this act shall not apply to any business
combindtion of a resident domestic corpo}ation with an inteiested
stockholder of that corporation which became an interested stock-
holder on or after Junuary 12, 1988.% o

d. The pr'ovisions ‘of this act shall not apply to any business
combination of a resident domestic corporation with an interested
stockholder of that corporation which became an interested stock-
holder inadverbte,‘htly, if such interested stocklolder (1) as soon as

practicable divests itcelf or himself of a sufficient amount of the

“voting stock of that resident domestic corporation so that he or it

no longer is the beneficial owner,_directly or indirectly, of 10%
or more of the.yoting power of the outstanding voting stock of that
corporation, **or a subsidiary of that resident domestic corpora-
tion** and (2) would not at any time within the ﬁve-yeavr period
preceding the announcement date with respect to that business
combination have been an interested stockholder but for that in-
advertent acquisition. |

*e. The provisions of this act shall not aple to any buszness
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,co;nbumfzon of a resident domestic cmporataon **[subject to regu-

Iaz‘zon n whole or ii part, pursuant toJ** **which is a “banl. hold-
g company’’ as defined in** the ““Banl: Holding COmpanJ Act of
1956,”” 70 Stat. 133, (12 U. 8. C. § 1841 et seq.) **as amended, or a
subsidiary o'f the bahl;ﬁolr.’inq couzpdm/“ with am interested stock-
holder of that resident dosicestic corporation.

7. The Office of Economic Policy, created pursuant to P. L. 1966,
c. 129 (C. 52.,18“—12‘; et seq.), shall e@.»aluatc thie economic impact
of this act on the economy of this Stale, on resident domestic
corporations and other corporations located in this State, and on
wdividual and institutional stockholders in this State and shall
report its findings to the Legislature on or before September 8,
1987.* :

*[6.3" *8.* a. If any clause, sentence, sﬁbparagraph, paragraph,
subsection, section, or other portion of this act or the application

thereof to any person or circuinstances shall be held invalid, such

“holding shall not affect, impair or invalidate the remainder of this

act or the application of that portion held invalid to any other
person or circumﬂahces, but shall be confined in its operation to
the clause, sentence, subparagraph, paragraph, sulisection, section,
or other portion thereof flirecti-y invoived in that holding or to the
persoﬂ or circumstance:s therein involved. ,

b. If any provizion of this act is inconsistent with, in conflict
with, or contrary to any other provision of law, that provision of

this act shall prevail over. that other provision and that other

provision shall be decmed to be aniended, supersceded or 1epealed

to the ‘extent of that mcon lctenm or conflict.
*[7.]J* *9.* This act shall take effect unmedmtelv and shall be

retroactive to January 23, 1986.

COMMERCLE AND INDUSTRY
Enacts ‘‘Shareholders -Protection Act’’ to discourage certain

hostile takeov'ers.






SENATE LABOR, INDUSTRY AND PROFESSIONS .
COMMITTEE -

STATEMENT TO

SENATE, No. 1539

with Senate committee amendments

STATE OF NEW JERSEY

DATED: MAY 12, 1986

" This hill would encourage any person, before acquiring voting stock
of a resident domestic corporation (i. e., a corporation organized under
the laws of New Jersey with its privm-i‘pui executive offices and sig-.
nificant business operations in the State) which would entitle that
person to cast 10% or more of the votes entitled to be cast 1n the
election of directors of the vesident domestic corporation, to seek in
~advance the approval of the resident dowestic corporation’s board of
dirvectors for any contemplated future business combination between
that person and the resident domestic corporation, or for the pm'c-‘uase_.
‘of the xtock. The hill would not prbhihit any acquisition of stock, but
without -advance approval, no pevzon who acguires 10% or more of
the voting stock of the resident domestic corporation could thereaf‘.ef
engage in any business combination with the resident domestic cor-
poration for a period of five years from the date the person first
acquired 10% or more of tue voting stock of the resident domestic
‘corporation. S

After the expiration of such five-year period, that person could engage
in a business combination with the residint domestic ecorporation ouly
if it is approved by the affirmative vote of the disinterested holders of
two-thirds of the voting stock or if he pays at least a formula price
designed to ensure that all Lolders (other than that person) of stock
of the resident domestic corporation receive at least the highest price
per share paid by that person.

The provisions of this bill would apply to a business combination
of a resident domestic corporation (the target of a takeover) which
has a class of voting stock registered or traded on a national sceurities-
exchange or registered with the Securities and Exchange Commission
pursuant to section 12(g) of the Securities Exchange Act of 1934’
Also, the provisions of this bill would not apply to any business com-
bination in which the person acquired 10% or more of the v\'otingvstock

prior to the effective date of this bill, unless subsequent thereto that



2
pei“‘sonincrcased his proportion of the voting power of the resident
domestic corporation’s oﬁtstanding \fot'uig stock to a propértiou in
excess of the prbportion of voting power that peréon held prior to
“the ci¥eetive date of ‘the Lill, or unles< the c.'or‘.S"u to of incorporation
of the resident domestic corporation provides stherwise. oxpomumh

’(maml\ _privately- held . resident dome~m coiporation=), other than

tno-e referred to at the bezinuing of i parasinph, may viect to be

covered by the pro{'isions of this bill hy s0 providinz in their certifi-
cates of mcorpomhon Fin: 1\- the provisions of tlix bill would nor
apply to tlie inadvertent acquisition of 10% or wmwie of the vesident
domestic c’orporatlon s voting stock pi'ovldcd an amount of stouk:

necessary to -deerease such inadvertent ownership to less than 10%

- is promptly divested.

The committee amended the bill to require that the Giice of lco-

nomic Policy study thie ecoromic npact of the bill and report to the .

1

" Legislature approximately 120 days hefore the application of the bl

to hostilc takeovers no longer z-ypliw fom or after Jeuuaiy 1% 19m8),

The committee amewled tie Bill to clidiate the providon which

“allows a resident ‘domestic corporation to opt out of the manditory
covlerﬂagerof the bill by inchuiing in the viizinal certiiicate of incor-
_poration a provision e'\:nres’tl\' cleting net t0 Le geverned Ly s
bill, or by the Doard 0; divectors adopiing an amendment to the cor-
p01at10n 3 b\'la\v: within 45 days aiter the enachiaent of e BT ex-
pressly electing not to he governed by this bill. The couiitee also
exempted bank holding conipanies from the provisions of the bill.
destl\’ the comniittee adoptul & pun.xc poliev statement of the need

for the legislation.
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SENATOR RAYMOND LESNIAK (Chairman): The public
hearing will come to order. This being a public hearing, a
quorum does not have to be present., It is past one p.m., the
scheduled time of the hearing, which is to be held on Senate
'Bill 1539. For those of you who are interested, there will be
no vote on the bill today. . - : o

Our first witness will be Gregg A. Jarrell, Chief
Economist, U.S. Securities and Exchange Commission.  Mr.
Jarrell, first let me thank you for taking the time to appear
before the Committee. ,
GREGG A. JARRETLL: Thank you very much. I
appreciate it. The lawyers of the SEC told me to be sure I
started off by saying that I represent myself as a profe551ona1_
economist and as an expert on tender offer economics, as
opposed to representing the Commission itself. That is a
fundamental difference; however, I would be happy to answer
questions on the SEC's role in regulating tender offers in the
course of my testimony. I will try to keep this to 15 minutes.

I want to start of £ by saying that the value of a
share of equ1ty' has two components. Those of us who study
takeovers usually like to think about the value of a share of
equity having two components: One is the market value of the
corporation under incumbent management. ' This is, in a sense,
the predicted future net cash flows baSed on the past
performance and expectations for the future. The second is the
market value of the control premium.
' The vote that goes with a share of common equlty has
value if -- and only 1f -— the alternatlve management policies
can yield superior cash flows, and if -- and only if -- there
are certain mechanisms in place that will facilitate a
controlled change, should the incumbents prove unwilling or
unable to implement these desirable changes. Therefore, the
market for corporate control, which is what we are proposing to
requlate here, is critical for ensuring the optimal allocation



of scarce resources and ensuring this allocation to the highest
valued uses. 7 _ |
- Now, this is more than just some theoretical mumbo
jumbo from ivory = tower academics. This is real world
_economics. It is in action constantly, and it is manifeéted in
several billion dollars a year's worth of mergers and
acquisitions activities yearly. ' R ‘ |
- We can quote Justice White from the Supreme Court when
he struck down the first generation of anti-takeover

amendments . Justice White . held that these, "Sweeping
extraterritorial regulations, if adopted by most states, would
stifle takeover activity." He wrote that these regulations

would inflict substantial cost by distorting, in his words,
"the reallocation of economy resources to the highest wvalued
_usé, a process," he goes on to séy,v "which can improve
efficiency and competition by providing incumbent managers with
the incentive to perform well, so that stock prices remain
high." S | - _ \
That is the fundamental theory that we depart from
~when we analyze a bill like the one which is before the
Committee. tThe direct evidence on the control premium is all
around us. Proxy fights are shown to increaée'share prices.
Poison pilis,’ which reduce the probability of takeovers,
decrease share prices. Some dual voting plans, which reduce
the probability of takeovers, reduce share prices. Tender
‘offers and mergers actiVity provide the best evidence for
control premiums. We see tremendously large premiumsvgding to
target shareholders ‘and other equity ‘owners, and we see no
'evidence that, on average, bidders overpay. |

| It has 1ong been recognlzed that a basic problem of

the modern diffusely held corporatlon —— and this problem was
perhaps first recognlzed_ by Berle and Means -- is what is
~called "the separation of ownership and control." Although

there is a vote attached to equity, it is only the ability to




secure the - votes without the approval of incumbent
management-- It is only this ability which ensures that those
in control will do what the owners want them to do, which is to
maximize value, within tolerable limits. Not only is it — to
"~ most of us -— morally wrong to, in a sense, steal the value of
this vote from shareholders without their approval, but it is,
I think, a bad idea from an economic standpoint. It is bad
,national-policy,'as'the SEC has recognized and as the courts
have recognized, and I think, as well, it is bad policy for New
Jersey. ' ' R

; Let me take a xnoment to explain. I think everyone
agrees that thiS‘legislation willvvirtually eliminate hostile
takeovers. That is its purpose, and it is a fair bet that it
will be very effective at this. It essentially denies the
value of ownership and the value of control for five years
- after someone crosses the threshold. Imagine doing this to
someone in the automobile market.  After you buy the car, you
can't really use it for five years. If a dealer were to adopt |
a position like that, I would imagine that his sales would
- plummet dramatically. ,
, Not only that, however, I think it is important' to
recognize that this legislation will reduce significantly the
incidents of negotiated mergers for firms that are covered by
this law. This is obvious because it reduces the negotiating
leverage of bidders in friendly deals. No longer'will a bidder
have the option to go directly to shareholders with any‘of the
terms, should management balk. This, of course, dramatically
changes the negotiating 1leverage, and will result in a
reduction in the number of negotiated mergers. o

Third, and perhaps most 'important, this legislation

~will discourage the beneficial kinds of restructurings that we
see everywhere that are, at least in some measure, prompted by
a properly functioning market for corporate control.



It seems to me that there is an opinion behind this
~ bill that this bill will deter takeovers that would be harmful
“to New Jersey; that it is going to eliminate bad takeovers. I
think this is incorrect. I haven't seen any evidence to
‘support this. I would be delighted to take a look at it, but I
think that the existing evidence on the national scene supports
the"bfollowing kinds of conclusions, at least indirectly: I
think the bill will stifle economic innovation. It will allow
unproductive use of New Jersey resources.

After this bill is passed, what is to stop 1ncumbent5'
from wastlng corporate resources? Not that they are going to
- willy-nilly do this, but where is the disciplining mechanism
that_'remainS? I think it will restrict, dramatically, the
ability of New Jersey corporations to compete in the nation's
capital markets. Lenders of capital will insist of higher
‘rrates of returns to. compensate them for the obvious risk they
fact of unproductive corporate behavior. They have many, many
alternatives in the national and international capital markets,
and it 1s guaranteed that they are going to 1n51st on somethlng
to compensate them. _ ‘

It is my opinion that studies five years from now will
'show that this was probably a bad idea for the State of New
Jersey. I see no evidence to support the idea that these kinds
of protectionist measures will deter bad takeovers, while'
~ allowing good takeovers.
o _ Related is the idea that host11e takeovers are more
- harmful-- v .
SENATOR»DiFRANCESCO: Could you stop for a minute?
MR. JARRELL: I'm sorry? o | R
SENATOR DiFRANCESCO: Since nobody is listening to
~you, wait until I-- Has the hearing started? | -
| SENATOR LESNIAK: I'm listening.
SENATOR DiFRANCESCO: Have you started the hearing?
SENATOR LESNIAK: Yes. ‘




SENATOR DiFRANCESCO: By yourself?

. SENATOR LESNIAK: Yeah. This is a public hearing,
Senator. It is not a meeting; _ Lo o
SENATOR DiFRANCESCO: Yes, but give me a chance to be-
 here, though. R :

' SENATOR LESNIAK: Do you know what time it is?
SENATOR DiFRANCESCO: I was here before you were here.

- SENATOR LESNIAK: Do you want to start from the
beginning? ' ' ' - ,
: " MR. JARRELL: I could start again. I am like a
recording, sure, what the hell. _ ‘

SENATOR ~DiFRANCESCO: No, don't start from the
‘beginning. Does he have written testimony? (no response)

MR. JARRELL: Shall I continue?

SENATOR LESNIAK: = Yes. ,

SENATOR DiFRANCESCO: Okay.

MR. JARRELL: Ready?

' SENATOR DiFRANCESCO: Yes. »

MR. JARRELL: Related is the idea that hostile
takeovers are more"harmful or are ill-motivated relative to
negotiated mergers. I think that this is a myth and has no
empirical = support. The charges that the capital market
undervalues »long—term  investments such as research and
development, largely because of the growing influencé, of
institutional stockholders-- This idea has been around for
several 'years, ~ The SEC has taken this argument very
seriously. Indeed, if it is true, the least of our problems is
the high incidence of hostile takeovers. Capital markets are
the'most important engine in our economic machine, and if they
are misfiring in this fundamental way, we have serious problems
indeed. ' ' ‘

, The Office of the Chief Economist and other outfits

have studied this, and the results of the study are that there
is no merit to this charge. I can briefly mention the evidence




as follows: First off, institutional investors are attracted
to high reseafch and development firms, not the reverse. There
is no decline in research and development intensity as the role
of institutional invéstors increases. That tejects the
theory. Targets are not high research and development firms on
average; 'indeed, ‘the reverse is true. ~Targets are not firms
that-have high institutional investor roles, and they are not
firms that have had growing institutional investor roles.
Contrary to the theory, stock prices rise on the announcements
of large research and development . projects. Again that
contradicts the theory. There is no significant difference
between hostile and negotiated takeovers on any of these
dimensions. | - 1 : ' .

. Another common belief behind this bill is the
allegation that the stock market is unappreciative of clean
balance sheets. The idea is that responsible low levels of
‘debt enable raiders to take over these firms, financing the
acquisitions with massive amounts of leveraging. These, again,
are very valid concerns, but there is no evidence to support
them. The Office of the Chief Economist and the IRRC -- which
is the Investor Responsibility Research Center f—'studies‘show
~ that targets do not have low debt relative to other firms in
their industries. | . |

I would be happy to answer any questions.

SENATOR DiFRANCESCO: Did you read a statement which
you distributed, or did you just read it, or what?

MR. JARRELL: I just read it. It's notes. -
|  SENATOR LESNIAK: You don't have a statement for the
Committee, do you? | |

MR. JARRELL: No. ,

- SENATOR DiFRANCESCO: What is your name?

MR. JARRELL: Gregg Jarrell. , .

'SENATOR DiFRANCESCO: Why are you here?

MR. JARRELL: I am the Chief Economist of the
Securities and Exchange Commission. o




SENATOR DiFRANCESCO: Why are you here’
'MR. JARRELL: Why am I here?
SENATOR DiFRANCESCO: Did someone ask you to be here?
MR. JARRELL: Yes.
SENATOR DiFRANCESCO: Who? .
MR. JARRELL: I believe it was Mr.-— I believe I
talked to Dale Davis. v ‘ ' ‘
- SENATOR LESNIAK: We requested the FTC--
SENATOR DiFRANCESCO: Oh, we did? | |
MR. DAVIS (Committee Aide): The Securities and
Exchange Commission and the FTC. ' ‘ '
SENATOR ~ DiFRANCESCO: Well, I don't know what he
said. Could you supply us with a copy of what you just said,
since you read what you had written out pretty quickly? ’
MR. JARRELL: Oh, I would be delighted to.
, SENATOR DiFRANCESCO: Unless you want to read it over
more slowly. I mean, I am not really attuned to these kinds of
terms. I walked in in the middle of it, and secondly, you read
the rest of it as quickly as'you could. I am not even sure the
record will pick him up that clearly. o _
| SENATOR LESNIAK:  Unfortunately, this bill will
probably come up for a vote before the transcripts are prepared.
 SENATOR DiFRANCESCO: Do you mean, like, today?
SENATOR'LESNIAK: No, no, no. It will not come up for
a vote today. '
SENATOR DiFRANCESCO: We're not doing this today?
SENATOR LESNIAK:. No. o : v
SENATOR DiFRANCESCO: Seriously, we're not doing this
today? ‘ - :
o SENATOR LESNIAK: Seriously; very seriously. That is
ndt with reference to when the bill will be posted, but with
reference to how long it takes transcripts to be prepared.
If I may ask a question-- I totally agree with your'
economic phllosophy, ‘but there is another concern here that I



have as a State iegislator; that is, other states are paSsing
bills similar to this -— New York being one, Kentucky, ;o
Indiana. I don't know what is happening in Pennsylvanla
, .MR.' DAVIS: Pennsylvan;a has the other type of
takeover law. . _ s
o SENATOR LESNIAK: Well, in any event, my concern is
how the passage of laws in those states will be viewed by
businesses, in terms of their decisions either to incorporate
~or locate their home offices in the State of New Jersey. Do
you have any comments on that" - . _ .
MR JARRELL: ’}Well two comments. One, I have not
_seen—— I think it is a valid~concern) of course. If I were a
VState Senator, that would be one of my top questlons I
haven't seen any evidence to support the notion that there is a
f11ght of _corporat;ons, to the states that have the most
protectionist laws -- the "race to the bottom" theory. Second,
if there is some flight by corporations to those, you-— Well,
Ifjust_haven'r seen any evidence that there is. I think that
if I were in your shoes, what I would do would be perhaps take
California's_example., They put forward a bill that was similar
- to this and, in the course of the hearings, and, you know, the
sessions they had where they would elicit opinions of other
folks, they decided that they would put this on hold and that
‘they would study it a lot more carefully to answer questions
such as that one, and to try to come up with a bill that would
perhaps protect legitimate concerns without going too far. |
SENATOR LESNIAK: Senator DiFrancesco?
SENATOR DiFRANCESCO: Have you been involved in any
testlmony in other states involving this kind of 1eg1s1at10n°
' MR. JARRELL: No, I haven't. '
SENATOR DiFRANCESCO: 1Isn't thls-—
; MR.  JARRELL: I'm sorry. Let me give you a better
answer than that. The SEC and the Office of the Chief
sEoonomist in the SEC talked to the people in Governor Cuomo's




office. We didn't testify, but 1t would 1n 1naccurate to say.
that we d1dn t have any 1nput _ ‘

SENATOR DiFRANCESCO: ~ Isn't this really a State
respons1b111ty, a State concern we are talking about here?

MR. JARRELL: Well, I think that ideally you are
trying to protect State interests, and that it is no one else's
business. But, I think that is one of the problems with the
bill, that it goes well beyond that. I think it has the same
kinds of difficulties that the first generation of state
anti-takeover laws had, which caused the Supreme Court to
invalidate them. These are national corporations. The
stockholders are everywhere in the U.S. and, while there may be
some local benefit from protecting 1local corporations from
unapproved offers, the costs are borne not only by New-Jersey
‘residents, but by out-of-state people. | |

SENATOR DiFRANCESCO: My question was, isn't this our
role to determine what our laws should be with regard to an
area llke this, and not your role?

MR. JARRELL: That is a dlfferent questlon I agree.
‘with that, sure. ‘ '
SENATOR DiFRANCESCO: Isn't that traditionally what it
has been? | | - |
, MR. JARRELL: If you folks vote it in, it's in. We
don't get a vote. ‘ o o ‘

' - SENATOR DiFRANCESCO: You don't get involved in this
under normal circumstances-- | ’ ' '

MR. JARRELL: We don't get—-— -

SENATOR  DiFRANCESCO: --unless we are seeking’
information? ' '

MR. JARRELL: Yes, if someone asks us, we are more
than happy to get involved. You,kﬁow; we are considered to be
an expert agency, "and we do what we can. I will say that we
get involved on the l1tlgat10n side a lot, so if this b111 is

challenged or if other bills are challenged it would be very ‘7

surprising if the SEC were not involved in it in an amicus role




SENATOR DiFRANCESCO: Has that happened?
MR. JARRELL: Oh, yes.
SENATOR DiFRANCESCO: In many places? v
MR. JARRELL: 1In fact, the SEC was very v1gllant in
many, many instances in this activity. It has consistently
opposed these kinds of laws, yes. ’ |
- . SENATOR LESNIAK: Do you want to ask him any questions
about Bob Brennan? . _ ’ ” o "
_ SENATOR DiFRANCESCO:"No;_ Who's Bob Brennan? Do you
»know who Bob Brennan is? | ' .
MR. JARRELL: He has a helicopter. (laughter)
SENATOR DiFRANCESCO: I thought he rode a horse.
MR. JARRELL: He rides a horse, too, I suppose. He
' keeps a lot of our folks busy. ‘
' SENATOR LESNIAK: Senator Van Wagner7
‘ SENATOR VAN WAGNER: Yes. I recently read in The Wall
-Street Journal -- about a month and a half ago -- that the SEC
had indicated at that time that they were very much

overextended and, in fact, had a great deal of difficulty,
particularly_with field investigators,‘in pursuing many of the
~ situations which you indicated you have been very vigilant
about . I’vwondered what your frespdnse‘ might be to that,
particularly in 1ight of the fact that the Chairman of the SEC
himself, I believe, indicated that the SEC was vastly
understaffed. . : | :

' MR. JARRELL: Well, certainly the Chairman of the SEC
 never indicated that. P o
D 'SENATOR VAN  WAGNER: Well, perhaps it was a
" high-ranking staff member then. ‘ o . .
. MR. JARRELL: Well, this got all threshed out a couple
5 of weeks égofat a hearing before Chairman Wirth in the House.
‘I think that there were some charges that the SEC was
understaffed. It is certainly one of the things the Chairman
is very concerned about. It is not a question of

10




understaffing. It is a questlon of how much fraud 'is out
there. We have a booming stock market, and we have a lot of
booming bu51nesses, and—— - : o
| SENATOR VAN WAGNER: But, what I am getting at —- as
Senator DiFrancesco said earlier —- is, our concern -- and I
think Senator Lesniak had originally articulated it -- is
developing some type of level playing field, if you will, as it
‘relates to our State —- as it relates to the 124 corporations
that are incOrporétéd in New Jérsey.' It 1is our feeling,H
perhaps, as legislators -- assumihg' that this bill receives
positive attention -- that, in fact, it is our responsibility
to address this issue and the concerns that are raised. v
You, yourself, indicated there are, in fact, some
legitimate concerns. That was the only point I was making.
, MR. JARRELL: I understand; I understand. The SEC
regulates national tender offers, disclosure, and anti-fraud,
and there is no evidence, and I have not heard anyone make any
serious accusations that the SEC has been dropping the ball in
this area. . ‘ » |
' SENATOR LESNIAK: Well, I guess that is for another
day and another time, when we have the merit review bills
. again. Somebody introduced them -- Senator Pallone, I think. |
Senator DiFrancesco, do you have any other questlons°
SENATOR DiFRANCESCO: No, thank you. ,
SENATOR LESNIAK: Thank you very much for your
testimony. ’ o ‘
MR. JARRELL: Thank you very much. I appreciate it.
; SENATOR LESNIAK: James Balog, from Drexel Burnham
Lambert? , |
. SENATOR DiFRANCESCO: What happened to the other guy?
The other guy didn't show? . . ”
SENATOR LESNIAK: I don't think so. Roland Machold
was listed to speak next, but he is not here. He did submit a
letter, by the way, that we will include in the record. The

11



letter basically said -- if I may summariZe it——  Well,
theoretically, this bill will have a negative impact on the
price of shares -- the fact that it has such limited
application in terms of the holdlngs in the pension fund many
' of which have to be d1vested in any event--

SENATOR DiFRANCESCO: ~Many of these companies?

SENATOR: LESNIAK: Right. (continues above statement)
——and that the 1ncrementa1 effect of the proposed bill would be°
negllglble. So, I submit ‘this letter from the Division of
Investment for the record which basically says that the bill
would have a negllg1b1e impact on the stability of the pen51on
fund.. ’

: - Mr. Balog?, : ' ‘

'J AMES BALOG: Thank you,isenatot Lesniak. My name is
- James Balog. I am Vice Chairman of Drexel Burnham'Lambe:t. I
would like to thank you for. extending the invitation for me to
be her today. I am a resident of Spring Lake, New Jersey. I
have a graduate degree in business from the Rutgers Graduate
School of Business, and for 10 years of my working experlence
—-— from 1951 to 1961 -— I was with Merck and Company in Rahway,
. New Jersey. ‘ :

I am here representlng Drexel Burnham Lambert today.
Drexel Burnham Lambert is the country's second largest private
investment banking firm, with over  $1 billion in capitai
'Dtexel Burnham is often credited W1th developing the public
‘market for high y1eld securities, and is a major partlclpant in
_the mergers and acquisitions area. ' ’
, You received from me -- I believe, last week -- a full
paper on my views. Today, I am just going to comment on some
highlights of the positions we have on this very important
~ issue confronting the New Jersey State Legislature.
o We are testifying in opposition to the proposed
_anti-takeover - legislation. We believe the bill 1is not
benefiCialyto the economy of New Jersey. It endangers jobs and
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economic growth, and will disrﬁpt community affairs. it is, at
the bottom, a ménagement protection bill, not a shareholder
protection bill.- We believe it will have the following major
effects: |

First of all, it will endanger jobs in the future
economic growth in New Jerséy. The essence of the free market
system is that it allows competition to force changes in how
corporations are managed. Takeovers -- even their possibiiity
—-— create an atmosphere which spurs management to operate
companies more effidiently and remain competitive in world
markets. Good and vital company management is essential to a
strbng State and local economy. Jobs are created by a dynamic
company which adapts to COnstantly‘changing market conditions.
‘Legislation which protects management from the disciplines of
the free market system endangers jobs and future growth.

Secondly, we believe this bill would produce a
contrary féffect on the economy of New Jersey. Although the
proposed 1legislation 1is intended to make New Jersey a more
hospitable place to do business, the bill would actually have
the opposité effect. Investors will be reluctant to contribute
capital to New Jersey corporations, and strong incentives will
be created to take whatever action is ‘necessary to free
corporétions- from the strictures of the  bill -— by
reincorporating in another state or by moving' the company's
headquarters and operations out of New Jersey. The ability of
New Jersey corporations to raise capital in the public markets
~would be adversely affected, as 1investors recognized the
long-term problems this legislation would engender.

Further, we believe it would be disruptive to
community affairs.  Now, this is kind of a contrary point of
view from what one generally hears, because sometimes takeovers
can have very dramatic near-term effects. But, more often, the
absence of change will so debilitate an industry or a company,
that massive job’loss is the eventual conséquence of failure to

13



adapt over‘_time. ‘No ‘amount of community involvement'_is as
critical to the long—term health of the community as a strong,
dynam‘ic management foCusi_’hg on job creation and 'growth., How
many jobs might have been saved in the steel industry, for
example, if the management in that industry had been challenged
25 years ago? Would it not have been better for them to have
faced a "Made in America" competition, instead of competition
from abroad? S _ _ B
' » We11¥run companies should not be regarded simply as
' profltable investments pfor their shareholders, because a
healthy corporatlon is 1likely to provide a community with
‘employment opportunlties and tax revenues commensurate with its
success. Legislation’which_erects barriers to acquisition and
rejuvenation of poorly-run companies would produce far-reaching
soc1a1 and economic losses to the community and its residents.
‘Next, we believe ‘a b111 of this sort would
disenfranchise shareholders. Shareholders, not managements,
own the company: -Managements' obligation is to see to it that
VShareholderS'evalues are optimized, both in the short- and in
~ the long—term. The proposed leglslatlon would cover all New
Jersey headquartered corporatlons Whether they wanted the
sofcailed protection or not, the f1ve—year freeze on merger
activities, unless voted in advance by incumbent management,
would lock up assets for five years, thereby d1senfranch1s1ng
shareholders, the true owners of a corporation.
In recent congress1onal testimony -- which went beyond
the letter that Senator Lesniak just referred to-—- :

‘ SENATOR DiFRANCESCO: = Excuse me. Are you dgoing to
‘quote the guy who was on the list to restify, who sent the
letter which Senator Lesniak just summarized? ' |

‘ MR. BALOG: Right. I think it is considerably more-
detailed,.and perhaps more relevant to this group'than some of -
.the points I am making. _ 7

~ SENATOR LESNIAK: Are we talking about Roland
Machold's letter? |
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SENATOR DiFR_ANCESCO; Yeah

MR. BALOG: Right. I am going to quote some of the
testimony he gave before Senator (sic) Wirth's Committee some
months ago. In that congressional testimony, Roland Machold,
Director of Investment for the State of New Jersey, and
Cochairman of the Council of Institutional Investors, addressed
the issue of shareholder rights. Mr. Machold is a fiduciary
for 380,000 beneficiaries of the New Jersey Public Employee
Pension Fund system, and is responsible for invésting 99 State
funds with total assets of about $19 billion. The number of
beneficiaries constitutes over 5% of the population of the
State of New Jersey. _ B .

o In his remarks before the U.S. House Subcommittee on
Telecommunications, Consumer Protéction, ‘and Finance, Mr.
Machold stated, and I quote: "It 1is my view that the
manégements of many American corporations are acting against
the interésts of shareholders by initiating changes in
COrporaté governance prqcedures ,which protect management,
abridge shareholder rights, and réduce the value of securities
"held by shareholders."” Continuing the quote: "It is my
contention that limitation of'Shareholders' voting rights will
- serve to entrench management, to limit the maximum realization
'»of shareholder values, and to inhibit the vitality of capital -
markets in the United States' :
SENATOR DiFRANCESCO: = Did you add'someth‘ing to that,
or—-— | - '

MR. BALOG: Pardon me, did I add something?

SENATOR LESNIAK: No, let me comment on that, Senator
DiFrancesco. =~ I don't think that the statements are
contradictory at all. ' o , :

SENATOR D1FRANCESCO I didn't say that. :

SENATOR LESNIAK: Okay. Mr. Machold points out that
New Jersey pension funds have gained from merger actiVity to
~ the tune of $107 million, but those gains were basically from
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,companies' which were ~not  incorporated in New Jersey.
' Therefore, this bill would not affect that activity. |

‘MR. BALOG: I think the Senator is alluding to my
1summary remarks —- which would be page 3 in the thing I think
he is follow1ng—— I went on into the attachments, the further
testlmony on page 10, which is where I am reading from now.

SENATOR DiFRANCESCO Oh I see.

MR. BALOG: I thought that since so 1little was put
-1nto the record on this subject, I would give the full expanded
commentary that he had in the back. _ ,

SENATOR DiFRANCESCO: Oh, okay. I thought you were

’reading this word for word. B R ,
‘ MR. BALOG: No, I mnot. I am kind of adding a little
bit. And here I think is a very important point that is made
‘about all of bthESeu things: Beneficiaries of pension funds
would‘ also be hurt because the proposed legislation would
-reduce the market value of shares of New Jersey‘corporations S
and others -- by rendering them unattractive to large investors
and, in many respeCts; takeover proof -- to the detriment of
'1nd1v1dual shareholders and benef1c1ar1es of pension plans.

In many direct ways, the benef1c1ar1es ‘of pension
'plans'—é»that is, firemen, policemen, teachers, and all State
employees —-— are the beneficiaries of the best possible price.
A very startling example of what this means took place with
respect to the Unocal transaction in 1985. Under the threat of
takeover, Unocal restructured its -capital and paid its
shareholders substantial‘premiums over the preexisting price.

" ~ The result of this to the Unocal pension and profit-sharing

plans for currently retired employees and future retiring
employees was a net gain of some $220 million of new value for
their assets. ;

A way to protect shareholders agalnst management
actions wh1ch may limit max1mum realization of shareholder
values is 'to‘adopt‘sunset provisions on management's actions.

v
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Whenever shareholders grant management authority to make
decisions on their behalf, this authority should be subject to
regular shareholder review. o o | ,

The need for management review has been ‘raised by
Roland Machold in his testimony before the House Committee, in
which he stated: "Ten years ago, I was concerned that the
government was intruding upon shareholder values and management'
initiatives through pfice controls, mandated nonproductive
expenditures, and government régulation. Now, in the present
laissez-faire environment, I am concernedA that. corporateb
managéments are taking advantage of investors, with the
cooperatlon of 1local governments and the 1nd1fference of the
Federal government » _

SENATOR DiFRANCESCO: When was this testimony given?

MR. BALOG: I have a copy here; I think it was about
four or five months ago. ’ o ,

SENATOR DiFRANCESCO: Would you give the Committee a
copy of what you quoted from? -

MR. BALOG: Sure, I would be glad to. Continuing with
another point I would like to make, I believe that this kind of
legislation is unnecesséry in the context of the current
“business environment. Shareholders already have the ability to
bolster their defenses against takeovers. The bill does not
provide a New Jersey corporation with any benefits, or
protection, that could not be secured by the corporation itself.
through properly adopted amendments to the certificates of -
1ncorporat10n and/or by the bylaws. | o

A recent study by the Investor Respon51b111ty Research
Center reported that almost 80% of all Standard & Poor s 500
‘companies had adopted some form of anti-takeover measures by
the end of 1985. In fact, in New Jersey, there must be a
couple dozen companies, including Becton Dickinson, Merck,
Johnson 'and Johnson, Campbell Soup, and so on, that have
adopted anti-takeover measures. Since the Delaware Supreme .
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Court decision in the.Household‘International'case, some 150
companies have adopted the poison pill defense. Moreover,
despite all the headlines about corporate takeovers, many of
the largest Fortune 500 companies are voluntarily restructuring
themselves in response to changlng market conditions brought
about by competitive pressures of an interdependent world
economy, and not in response to a takeover. |

The stock market rally this year has also produced a
slowdown in takeover activity by making many prev1ously
undervalued companies less attractlve as takeover targets.

My final p01nt The proposed leglslatlon may be

unconstitutional and disruptive. Similar legislation in
Michigan and Indiana has been declared unconstitutional -- at
least in part -- by the courts. The proposed New Jersey

legislaiton may be unconstitutional, and could lead to lengthy
and coStly‘ court ~challenges, and even dreater - economic
uncertainty within the State.

In addition, this bill could encourage large 1nvestors

to seek control of corporatlons through means other than stock
- acquisition, such as costly proxy battles. It could create an.
’unhealthybatmosphere in the board rooms of New Jersey, in which
a frozen "interested stockholder”yhas board representation and
can't do anything about it. '
‘ In conclusion, the anti—takeover legislation proposed
by the New Jersey Leglslature is not a “shareholder protection
bill, but rather a ma_nagement protection bill. It will not
enhance or increase assets or protect job formation in the
State, but will be detrimental to the overall economy of New.
Jersey. The best defense for the State's economy is good and
v1ta1 company management Good management is what creates jobs
‘and tax revenues. No leglslatlon should inhibit this process

Thank you very much. ,

, ~ SENATOR LESNIAK: Mr. Balog, we have heard a lot of
‘testimony about—- | '
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“MR. BALOG: - Incidentally, Senator, the testimony of
Mr. Roland Machold was March 19, 1986, so it is much more
recent that I even remembered. | t | '

SENATOR DiFRANCESCO: Will you give us a copy?

MR. BALOG: Yes, it is right here.

SENATOR LESNIAK: By the way, I don't think there is
any doubt that shareholder proteetion provisions approved by“
shareholders, or these laws, depress stock prices. That, quite.
_frankly, may be interesting to you, and very important to you
or the Securities Exchange Commission. It is interesting to
us, and important to us, but there is another thing that is
important to us; that is,’ the 1mpact on. New Jersey's economy
and jobs in the State of New Jersey.

There has been testimony about hostile takeovers -
bust-up, hostile takeovers -- financed by junk bonds. There is
a derogatory meaning,vl guess, to the words “junk bonds." You
know a lot about junk bonds. How do you feel about that? =

MR. BALOG: Well, first of all, Senator, I really do
believe that what happens in a share price is important to New
Jersey. ' » o
'~ SENATOR LESNIAK: Oh, it's important. I didn't mean
to say it is not important. ' | ,

| MR. BALOG: It is important in a very direct way. I
don't mean just for pension beneficiaries. I mean from this
standpoint: = If the average price of a New Jersey chemical
company, or what have you, is lower than its compatriot iﬁ some
other state -- or some other country for that matter -- its
cost of capital goes up. So, when it goes to the capital
market it’pays more in share of equity for the same amount of
dollars to build a new plant. That is what is important.
That's why the cap1ta1 cost ultlmately gets that benefit.

SENATOR LESNIAK: What you re saying is that you know
more than the corporate managers then, who would decide to take
action, would like this protection, to keep their stock prices
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depressed, even though 1t may cost them more to get into the
capital market. '
MR. BALOG I don't believe that is the motivation. 1
:don t believe that is the motivation at all. : -
SENATOR LESNIAK: Oh, I'm sure it's not the motivation.
} MR. BALOG: I think that the free market and the free
operation of the corporate governmeht system are probably
better than me, than the management, and perhaps than any
" Legislature there is. 'So, I am making an appeal for the free
market system to determine what is the right behavior.
'SENATOR LESNIAK What do you think about Junk bonds’
MR. BALOG: I am not familiar with the term,
actually. (laughter) , _ N
~ SENATOR LESNIAK: You could either be a legislator or
a lawyer. N I :
- MR. BALOG But, I'm learning. Well, we call them, of
.course h1gh y1e1d bonds. I think it_is'very'important to make
that distinction, Senator, because a junk bond is really a bond
that once had a high grade rating, but for some reason -- some
change in technology, some inability to adapt to a change in
world Competition, what have you -- ‘it fell from grace, and
fell down into the below-investment-grade category. There are
good examples of that. Lockheed, the Ford Motor Company, and
Chrysler Corporation where excellent examples of 3junk bonds.
They were once Triple As, but fell into some kind of a‘problem
and went below the investment grade category. That is what is
 typically called a junk bond. ‘ | o
- We simply took that notion of below investment grade,
and adapted it to new companies that never had an investment
grade rating. We call ‘those high yield bonds. You may be
interested to know that there are, in America, 19,000 companies
- with assets above $25 million. ' Of those 19,000 companies, 600

- have investment grade ratings, and the rest of the almost

19,000 couldn't get an investment grade rating if they tried.
It is that group of companies that we finance. '
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‘ _ 'So, this notion-- I think what you are getting at,
Senator, is that the issuance of high yield -- or junk bonds,
"whichever, just so that everybody stays on track --— has been -
adapted to takeovers, which is the subject of your Committee's
interest, and I think justifiably so. Very few junk bonds, or
high yield bonds are used in takeover activity. I think we had
‘a study out that tracked the takeover financing for the last
two years. I think they found $239 billion of financings that
were involved in takeovers of companies across America. Of
that $239 billion, 4% was in below-investment-grade bonds. The
rest. of the takeover financing was insurance company financing,
bank financing, high grade bond financing. This is a very
small part of the takeover mix, and yet it_is a very easy one
to focus'on —— that something about these instruments causes
 takeovers to occur. , -
Ninety percent -- or thereabouts—- Of all the high

‘Yield bonds that have ever been issued in this country in the

last 10 or 11 years, 90-plus percent have gone to build new
jobs, new companies, new factories in your State and in every
other state. For example, I have a 1list of New Jersey
companies that are high yield bond issuers, going f:bm affluent
industries -- Bally Park, Carlton -- some of the compaﬁies I'm
afraid I don't even know myself-- Hovnanian Enterprises is an
excellent example of the kind of thing that can happen when you
get access to the capital markets denied to a small
below-investment-rate company. 'Horizon Corp, Midland Glass,
Peoplef Express—— These are marvelous companys that are
-creating the jobs. As you know, in our economy, the Fortune-
500 -— even the Fdrtune 100 compahies —-— are net 1losers of
jobs, have been for the last decade. These are the companies
that are growing jobs. I think it would be really foolish to,
in some way, inhibit the issuance of this kind of instrument to
build jobs in this State and in every other state. |
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So, that 1s what I think about high yleld bonds. I
_Vthlnk they are marvelous devices to raise capital for a company
whlch can't get it anywhere else.

'SENATOR LESNIAK: Senator DiFrancesco?

SENATOR DiFRANCESCO: No questions.
SENATOR LESNIAK: Senator Van Wagner has a question?

- SENATOR VAN WAGNER: The investment grade. bonds you
are talking about, though, are issued as a matter of course in
many cases —- right?,_(Mr. Balog'nods affirmatively) I mean in
terms of the use of these high yield'bonds -

" MR. BALOG: Below investment grade, Senator. Do you
mean the kind we are talking about?
» SENATOR VAN WAGNER: Below 1nvestment grade, right,
' when 1t relates to an acquisition. I would assume that in
order for the issuer to be in a position to issue the bonds and
for an underwriter to be in a position to market them, there
has to be some type ofvialcredit‘enhancement along with that
bond, even though it may be below investment grade. Is that a-
‘correct assumption? . o |
MR. BALOG: Do you mean an inducement for the buyef to'
buy? o _ - : '
SENATOR VAN WAGNER: To buy, yes.
MR. BALOG: Yes, sir, absolutely.
SENATOR VAN WAGNER: Okay. And, in most cases, isn't
‘part of that inducement the possibility not only of a high
~yield, but a relatively short period where there is a capital
return? | o . : , : o
- MR. BALOG: I don't think so. I think that most of
the buyers of these instruments are institutional ' investors.
They are not speculators, not individuals. = They are mutual
- funds, corporate pension plans, insurance compahiesé—
, 'SENATOR - VAN WAGNER:  They are not your. average
‘ everyday shareholder kind of a person7 |
MR. BALOG: They_surely are not.
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SENATOR VAN WAGNER: They are really the large—-

MR. BALOG: I would say it is a 98-plus pércent
institutional marketplacé. o

SENATOR VAN WAGNER: They are primarily the people who
are purchasing = these - high yield  instruments -
below-investment-grade instruments—- ‘

MR. BALOG: To get a better return for the
beneficiaries of their pension plans. _

SENATOR VAN WAGNER: To get a better return, enhance
their own-- | o

MR. BALOG: I don't know if the State of New Jetsey
- buys them or not, but many pension plans do buy them. _

SENATOR VAN WAGNER: But the goal is to enhance their
own portfollo ’ :

MR. BALOG: _Corréct. , | |

SENATOR VAN WAGNER: Is that a correct éssumption?v' ‘

MR. BALOG: That is correct. And, they trade off a
perceived, o:'pethaps'even real, hlgher risk for a much hlgherv
return. You generally get a 4% or a 5% hlgher return.
B SENATOR VAN WAGNER: How does the issuer usually
retire those bonds; I mean, you know, ultimately that is what
the goal is? How do they usually retire them?

'MR. BALOG: Generally-- _

SENATOR VAN WAGNER: I mean, they wouldn't get
involved,'for example an issurer, in order. to retire that kind
of a below-investment-grade issue. They wouldn't be tempted to
sell off an asset, or anYthing like that.

MR. BALOG: It's possible.

SENATOR VAN WAGNER: It's possible? |

MR. BALOG: Sure. That can happen. If it were a
takeover, for example, that would be a very important part--

' SENATOR VAN WAGNER: In a takeover—-
MR. BALOG: Sure. ‘
SENATOR VAN WAGNER: --situation?
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A , MR. BALOG Taklhg a normai courSe company, it would
generally retire the h1gh yield bonds from earnlngs - '

SENATOR VAN WAGNER : nght . , _

MR. BALOG: -Or, 1t will refund them. If the 1nterest
rates when they 1ssued them were 14% or 15% and that is what
- they paid, and now they can do them at 11%, they w111 refund
a them, and we would be happy to do that for them.

SENATOR VAN WAGNER: But, 1n a takeover,vwouldn't you -
say 'thaté- Geﬁeraily speaking, in a takeover, the tendency.
‘would be to sell off, perhaps, the more valuable of the assets
of that company belng taken over to retire that debt as qulckly,
as possible. _ , :
| ‘MR. BALOG: I think the first thing that the

“successful takeover -- the aggressor does :when he does a:
v.takeover,tis to look over the assets to see which of them are
being underutilized, and then he sells them off. He may go to.

~ the crown jewels as well, but his first inclination would be to
- take divisions whichvwere not relevant to the strategic plan of
‘the company, find a buyer, and sell them off.

I think 1t is important to note that these d1v151ons
don't go into a black hole. Those jobs don't dlsappear,
Generally, the people who buy those spun-off divisions are the
managements of those divisions. ‘They can probably run the
company a lot better than it was run before. The overheads are
a lot 1lower. And, out of those spin-offs, come very, very
-viable companles in this State and in every other state.

o I think the idea of leverage buy-outs -- that is what
I am talking about-- Those are tremendous rejuvinating aspects
' of companies. Many people focus—- o o

' SENATOR LESNIAK: And have absoluteiy no disruptive
effect. A ' _
1 MR. BALOG: Absolutely not =- I couldn't say that. I
- couldn't say absolutely not. But, it's clear that if we get a
division that is being owned by the management, generally they
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put money into the new cbmpany They mortgage the1r homes -
wherever they get it -- and they've got capital on the line
- besides their own sweat and tears. And I think they turn out
to be good companies as a result. , . o
| SENATOR VAN WAGNER: It seems to me what you have
~created—- From what I've read, at least the literature seems
to indicate that Drexel Burnham was particularly'a leader in
this field; is tantamount to motherhood and apple pie for the
entire economy. It sounds to me from some of the reports I
read -— for example, some of the poison pill strategies that
you talked about earlier -- the accumulation of debt, and the
defensive measures taken and everything by . corporations,’
really, in the long run, are gdoing to have a very positive
effect on this economy. ' 4 o
 SENATOR LESNIAK: You're not in favor of those poison
pill mechanisms? Did you say that?
v MR. - BALOG: No, no. I think that <anything that
inhibits the free workings of the business society is a bad
idea. No, I am not in favor of poison pills at all.. o
SENATOR VAN  WAGNER: Yeah, but you acknowledge
somewhere in your testimony‘that this, in fact, was avallable
to companies and, in fact, you listed a whole bunch of
companies that had already taken on those types of defens1ve
measures. | | |
MR. BALOG: Yeah. 4
SENATOR VAN WAGNER: So, obviously, whether it is
shareholders protection or management protection,' there is
something occurring there that is saying to COrporations’that
they have to take certain steps, that they might, otherwise,
under reasonable management conditions, might not take.
MR. BALOG: Yeah. Senator, you're absolutely right.
This gives me a chance to make a point which perhaps I didn't
make as well as I should have, and that is the following: The
question that Senator DiFrancesco was talking about before,
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"Where 'i_n the spectrum of defense for corporatidns does all

this fit?" -- in other words, is it a Federal question, is it a
State question?-— In my humble opinion, the place where the
company can erect all the defenses it needs is at the
shareholder level.  Poison pills are introduced by

shareholders. I happen to think that they are wrong. I think
there"are} too many poison pills that inhibit and defend
management. But, if the shareholders want to do it, it is
their perfect r1ght to do it.

I believe that most of the anti-takeover prov1s1ons -

‘that are put in, should be put in by the shareholders,through a
proper vote. As I have indicated to you, 80% of the S&P 500
have already done it, and a number of your New Jersey
corporations have already done it. This raises the question
of, why have a State law that covers all companies, when those
“that need the protection can get it from the shareholders?
o SENATOR VAN WAGNER: But, as you pointed out, that
really doesn't happen, because most of those little
shareholders who we are talking about in these corporations,
‘really aren't 11ttle shareholders. These votes are generally
taken tar institutional shareholders who have control of the.
llargest amount of stock in that particular corporation.
In addltlon, it would appear, from ‘watching on

television —— for example the RCA/Westlnghouse takeover——
MR. BALOG: RCA/GE. |
 SENATOR VAN WAGNER' -—the RCA/GE -- I'm sorry, I have
Westinghouse on my m1nd -- which, I guess, was beneficial to
all of the shareholders in that company, they were still there
at that publlc meeting -- at that shareholders' meeting --
where that merger was- approved—— ’There were still shareholders

there who were very upset with that whole thing.
MR. BALOG: Yes. :
| SENATOR VAN WAGNER: And yet, they do not have the
benefit of any type of law yet; in fact, they had no voice,
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apparently, in what was decided before they arfived at that
meeting. | | | - | | .
MR. BALOG: See, Senator, I think, following your line
of inquiry, certain of the shareholders of RCA Corporation were
disenfranchised. They were a minority, so whatever happened
wasn't to their liking."This bill would make every shareholder
subordinate to this bill, which disenfranchises 'all of them.
‘That is what I find so onerous about this kind of a bill.
Every corporation in New Jersey which meets these standards and
criteria would be covered by this bill, whether they wanted it
or not. Moreover, the assets would be frozen for five years.
Moreover, if I bought 11% of a New Jersey company under this
- bill, and four years from now, or two years from now, you were
the board of directors and we decided it would be a good idea
if I took over the company, I cannot change 1t, you cannot
change it, the shareholders cannot  change 1t For five years
those assets are frozen. ' |
I think anybody in elected offlce would love not being
called back-- .. : v
SENATOR VAN WAGNER: But, those shareholders could go
' to the other members and, through a friendly acquisition—-
MR. BALOG: No, not under this bill. I could not
combine them if-- ) o
SENATOR LESNIAK: If that is done prior, but not after.
MR. BALOG: 1If it were done before I made my purchase
— if we all agreed it was a good idea for Balog to come and
bﬁy into this company -- yes, we could. But if at the time we
were 'hostile,‘ and a year from now we became friendly, I
couldn't do a thing and you couldn't do a thing for five
years. I think that is a bad idea —- to freeze assets in place
that way. o ' - | |
SENATOR LESNIAK: Senator Van Wagner will amend the
law if that happens. B '

27



MR. BALOG: But, you see, I think it's freezing
assets, freezing shareholders, disenfranchising. That is what
I object to. Shareholders can do all of--— o

' SENATOR LESNIAK: It will never happen. It will
never happen, because, well -you wouldn't be that stupid to buy
11% if thls law were in place. :

v MR. BALOG: Well exactly, and the company would not.
get the beneflt of the jUICe that comes from respondlng to

v competltlve rea11t1es

SENATOR LESNIAK: Doesn't Merck wish now that theyv-

- 'gave you the raise? (laughter) v ‘ .

] v MR. BALOG: It's a marvelous company. They putein a

1ot of'anti—takeover devices. : I

SENATOR VAN WAGNER: Are they still in favor of this

bill? B N o o

MR, BALOG: Yes. I can't understand why, to be honest .
with you. They go back to the shareholders and they get more
anti—takeover>devices Do you know why? Because it is a good
company. Bad companles need thls kind of leglslatlon, good

: companles do not. o o ‘

A SENATOR VAN WAGNER: It seems to me that just about
all of the 124 New Jersey corporations have, by ballot,
approved of this measure. : _ . ' _
| SENATOR LESNIAK: Well, they haven't notified this
Committee, Senator Van Wagner. As a matter of fact, two of the
1argest ones —— Johnson and Johnson and Campbell Soup Company
+=— have not taken a position at all on the b111 as far as this
’Commlttee is concerned.

| - MR. - BALOG: Senator{yvif 'I were an insider in

'management, I would certainly do this, too. I would do all
that, and some more. Why not? That is the point of it. It is
a management protection bill. Why would I be against it?

) SENATOR LESNIAK: Is that the same reason you are
‘agalnst the bill as a member of Drexel Burnham?
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'~ MR. BALOG: Exactly. I have a vested interest,
absolutely. ’ o ' -
SENATOR LESNIAK: You know, let's face it. You're
here, and everybody else is here_bécause it is the marketplace—-
‘ SENATOR DiFRANCESCO: He's like a member of the Trial
Lawyers Association coming here on no-fault, right? ‘
 SENATOR VAN WAGNER: If we want to argue that point--

' SENATOR LESNIAK: All right, wait, wait. I don't know
how we are going to get a record out of five people talking at
once. No other questions? (hegative résponse) Thank you very
much for your testimony. ’ |

MR. BALOG: Thank you very much;_gentiemen. -

SENATOR LESNIAK: I am going to read a letter now into
the record from the Department - of Commerce and Economic
Development) Office of Economic Policy, 'f‘rom Dr. Adam Broner,
dated'May 12, 1986, stating: "I am authorized by the Economic
Policy Council to comment on the proposed new vsection 7
concetning an evaluation of the economic impact of §-1539."
That is the famous proposed sunset‘provision. That was my own
pa:enthetical_theré; |
' ’ “The Council and Office will be glad to provide such
an evaluation. However, it will be difficult to _find
appropriate data as requested in new section 7. Therefore, our
evaluation will have to be based on other economic studies of

this issue and on the opinion of the Council members."

Actually, that is exactly what I had intended them to do —-
another parenthetical.

.,"We also think that our opinion and evaluation would
be more wuseful 1if provided before the enactment of the.
legislation.” I don't know how we are going to be able to to
‘that, but in light of this letter, I think we should ask them
to get on it right away. I'm sure they are not going to have
‘that ready by two weeks from the end of the day. ’
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Okay, thank you, ‘Senator Van Wagner Now we will have
] W1111am Van Buren, Vice Pre51dent, Merck & Co., Inc. Are you
any relation to Bob? A o | '
WILLTIAM VAN BUREN: Yes, blood brother.
(laughter)' I'm speaking for ‘Merck today, however.  Good
afternoon, Chairman Lesniak and members of the Committee.
Merck seems to have been spoken for already, and we will vote
for that salary 1ncrease (laughter) | ‘

- Let me give possibly a more sem1—off101a1 reactlon I
'amvwi111am Van Buren, Vice Pre51dent and Secretary of Merck &
'Co., Inc. It is my pleasure to speak to you this afteroon on
behalf of Senator Van Wagner's bill -- §-1539. I urge your
support of this 1mportant legislation. ' ' -

~Merck is a world-wide organization engaged primarily
in the business of dlscoverlng, ‘developing, producing, and
”marketlng products and services = for the maintenance or
restoration of human and animal_health; With sales exceeding
'$3.5 billion in 1985 Merck places in the top 20% Of “the
Fortune 500. The company s income, before taxes, topped $857
million. Merck employs 31,000 people world-wide, 4500 of whom
presently work in_New Jersey. Merck's world-wide headquarters
‘and a major research facility are 1located in Rahway, New
Jersey. The company has" add1t10na1 research, manufacturlng, or
"administrative facilities in Hawthorne, Woodbridge, Three
| Bridges, and Branchburg. Consequently, we play a vital role in
New Jersey's economy. )

As a leader among New Jersey's research-intensive
-health care 'industries,'fMerck believes ‘that its economic
vitality and the benefits it can bring to mankind depend upon a
conStant flow of new and better products coming from its'
sustained research and development act1v1t1es at the leadlng‘f
edge of science.

, -Our: commltment to long—range research and development'
~is reflected by the app01ntment in June of 1985 of Dr. Roy
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Vagélos,-a physician, to the Chief Executive position in the
company, after seven years as head of our research and
development operations. The continued success of many of Néw
Jersey's health products companies is premised on a similar
commitment to major future investments in research and
development, and in capital renewal and expansion.

As you know, §-1539 addresses the issue of hostile
takeovers of New Jersey corporations and the organizational
dismemberment methods used by raiders to retire debt once they
have gained control. We - in Merck are concerned about the
process itself and its potential impact upon our efforts —-
yours and mine -- to establish New Jersey as the premier
science and technology State. o

Even. when unsuccessful, hostile takeover efforts
directed toward research-intensive companies may be expected to
have at least two adverse effects: They can deplete financial
resources which chérwise could be directed into research
activity, and-they can unsettle our principal resource -- our
scientific staff. | - S

A creative, innovative staff is at the heart of the
efforts of a company like ours to’devise nbvel and effective
medicinés to alleviate suffering and eliminate disease. Full
innovation flourishes best in a .stable environment. Hostile
takeovers upset the kstability, of such a dgroup, disrupt
scientific programs, and prompt scientists to seek better
environs in which to work. | '

o Peter Drucker, a world-respected author on business
practices, concerned about the recent rash of hostile -
takeovers, has Jjust written an article in which he states:
"The fear of the raider demoralizes and paralyzes. The impact
on the morale of management people and of professibnal people
in a company can hardly be over-estimated. Worse still, after
'a successful takeover, the morale in a company is destroyed;
often forever. The people who can leave, do. The others'do
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their minimum. -Henée,'the impact of altakeover on morale is
total catastrophe." o o
, >He‘goes on to say, "Ciearly, hostile‘takéovérs cannot
be justified as leading to a more efficient allocation of
resources. The fact that the result of the hostile takeover,
almost without exception, is also a demoralization and severe
impairment of the human organizatidn, disproves the argument
‘that hostile takeover results in a more efficient allocation of
resources. Actually, all it proves is that resources in the
" modern business enterprise are not primarily bricks and mortar}
or even o0il on the g:ound. They are human organization."
~In 1986, Merck will increase its commitment to
innovation by spending $450 million ~on research and
development. Well in excess of $100 million of that amount
will be spent here in Newaetsey alone. Other New Jersey firms
are also spending signifidant sums on ‘research - that will
benefit medicine. Our vitality as innovative companies is
based on our financial commitment_to novel research -- and not
- on fighting raiders whose primary concern is their own profit.
| New Jersey ranks fourth among the states in terms of
money'its companies spend on research and development. It is
- the site of dozens of Fortune 500 corporations' research
,cehters. New‘Jersey scientists hold the third-largest number
of patents on a state-by-state fanking. Our State is perhaps
Dbest known"for the strong presence here of the nation's health
care products industry, which does about 29% of its research in
New Jersey. | , | |
o This concentration has benefited the‘State'sveconomy
as well as the corporate bottom line. It has also contributed
to the State's distinctive character in business, affecting
‘both government and corporate planning. The network of
economic benefits to New Jersey from health products
- manufacturing extends well beyond the private sector to a
variety'bf institutions -- schools, colleges énd universities,
hospitals, and other health service organizations.
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The 18 major drug firms doing,business.in New Jersey
now comprise the State's largest industry, but the pefennial
question facing the industry is whether it can sustain a 1level
of financial performance sufficient to continue -the"heavy
commitment to research and development necessary to maintain
growth and vitality. ‘ _ | |

- The Shareholders Protection Act is very important in
this regard, as it will help keep our earnings available for
added support to research-relatéd activities, and will lessen
- the need to fight off expensive, debt-financed hostile takeover
~efforts. | _ , _ |
' Senator Van Wagner's bill does not stop all mergers,
but it does encourage potential acquirers to negotiate a
proposed merger with the target company's board of directors.
The,bill sets ground rules which we believe are fair to both
sides. So, most important, from the perspective of
research-intensive companies and companies that are concerned
with the community, the bill creates a stable environment for
‘negotiation and allows both parties to consider the public
interest. | | '

'Again, as Peter Drucker stated in his article: “The
shareholders' interest is important, but it is only one of'many
competing interests. An enterprise has functions well beyond
that of producing returns for the shareholder. It functions as
an employer, as a citizen of the community, as a ¢ustomer, and
as a supplier. If the speculator's interest" -- never mind
that the speculator has legal title as an owner -- "is the only
interest to be considered, the free enterprise system is
unlikely to survive. It will rapidly 1lose public support.
Most peopie, even though they do benefit, however indirectly,
frbm the speculator's game, stand to lose more from the hostile
takeover as employees, whether blue-collar or managers, and as
citizens of a community. And, more and more people are
- concerned with‘ the hostile takeover as a moral issue. It
deeply offends the sense of justice of a great many Americans."
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Again,AI urge you to support Senate Bill 1539, and to
encourage other members of the Senate to support it as well.

The bill is "good public policy that will serve the needs of New -

Jersey, as well as the needs and best interests of the
shareholders, employees, and the other important stakeholders
in corporate America.
Thank you very much for cons1der1ng our pos1tion on .
this. , ‘ ' |
. SENATOR  LESNIAK: Senator  Jackman? Senator
DiFrancesco? (no response) Mr. Van Buren, I have two things.
that really bother me about this bill that I would like to ask
you about. '
MR. VAN BUREN: Right. o

, ‘SENATOR LESNIAK: One is, what happens if the day
‘after we enact this bill one of the companies that is. given its
protection just dec1des to sell off one of its d1v1s1ons to
some forelgn country or other state, .and d1splaces 50, 150, or
~ 500 workers? We don t have any protection for those workers at
all, do we? _ .
' MR. VAN BUREN: Not in this legislation, sir
'SENATOR LESNIAK: And, this bill does not include any
of those protectlons7

MR. VAN BUREN: That is correct.

: SENATOR LESNIAK: Which leads me to my next concern,
which is, the same people who are promoting this bill -- who
are in favor of this bill —— vigorously lobbied against three
months notice to workers. A '

SENATOR JACKMAN: Plant closings. M

SENATOR LESNIAK: Three months notice to workers.
Yet, under this b111 I can own a company and not be able to—-
I am tied up for five years People behind this bill,
‘jincluding Merck, were against giving workers -- by legislatlon
—— three months notice before they lost their jobs. I have a
real hard time accepting one position and then the other.
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MR. VAN BUREN: Well, I am not trying to be

unresponsive, Senator, but I am not prepared on what the terms

and provisions of that legislation were, so I don't know
whether there are equal equities on both sides. I understand
the point you're making, but I am not equipped to argue whether
that was a reasonable and realistic bill in its own right.

SENATOR LESNIAK: You're right;k it's unfair to ask you.

that question because you weren't here tes'tifyihg against it.

SENATOR JACKMAN: No, but your company-- Excuse me —-

with your permission—-
~MR. VAN BUREN: Sure. ‘ :
SENATOR JACKMAN: Your company was well notified by -—-

and I know your industry, because I have checked with Merck on

a couple of occasions -- but your company was no_tified to the
‘extent of what the plant closing bill personified. I'm not
saying that you-- You may not have participated, but all of
‘industry was well notified around this State. . '

At Business and Industry, they do a remarkably good

job in disseminating the kind of legislation that comes before

this Committee, especially, and they let that get back out to
their committees. I guess it is an unfair question to ask you

to make an evaluation on it, but I can tell you -- as my
colleague mentioned -- it doesn't sound plausible to me that
when people want certain things for their “own protection,” and
then "don't worry about the little guy," the guy who helps to
make that so-called company what it 1is, then it becomes a

little distufbing for people who sit in the positions we do.

They come to us later on, and say, "Well, Mr. Lesniak, Mr.
Jackmén,’ how can you go with that bill, when in essence you
didn't pursue our bill to the extent you are doing with this
one?" That's the difference. : R

MR. VAN BUREN: Well, 1look, I am not trying to
challenge what you say about Merck's position. I just don't
know what it was based on, is what I am saying to you.
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 SENATOR JACKMAN: Yes, I agree with you; I agree.
| 'MR. VAN BUREN: Our position here is not to protect
the big stiffs; it is to protect everybody, including the

. hourly' worker. - So,"wev are not being inconsistent there, I
don't think. . | | o .
o  SENATOR LESNIAK: But, there is nothing in this bill

that prevents_Merck from —— and I know Merck is not going to do

- it; they just made a big investment in my district, so let's
not say Merck. But, there is nothing to prevent a company. from
01051ng down tomorrow.

MR. VAN BUREN No, there is not. .

'SENATOR LESNIAK: Without notlfylng 1ts employees

'MR. VAN BUREN: That is correct.

SENATOR JACKMAN: The steel company just did 1t in
this State. They notified them at two. o'clock in the
;afternoon, "There's no work tomorrow. We'revout of business."
ohe, two, three —- two o'clock in the afternoon —- everybody
went home.. That' s all; that was the end of it. Wiped out;
completely w1ped out. People had nine ‘and a half years, sum
total"901ng on to their tenth year to get pen51on coverage -—-—
wiped out. : _
SENATOR LESNIAK: I think we will have to reintroduce
the plant closing bill. Instead of three months, give them
'flve years. (laughter) Thank YOu very much, Mr. Van Buren..
Don t anybody have a heart attack That's negotiable.

May we have Michael Jensen, a Professor from Rochester
Un1vers1ty" By the way, this 1s a summary of his testimony
(referrlng to statement he is holdlng) R ‘

. SENATOR DiFRANCESCO: In all the years of being on
committees, you have brought morevpe0ple from the educational
community to this Committee in three months-- ‘

'SENATOR JACKMAN: Professor, if this is a summary, I
wouldn't want.to see what the whole statement is going to be.
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SENATOR LESNIAK: Chris, if you came all the way'from
Rochester to here, you would want to be heard, so-—-—

SENATOR JACKMAN: Well, I have to be honest with you.
Rochester is one of my districts. (laughter)
| SENATOR LESNIAK: Okay. -

SENATOR ~ DiFRANCESCO:  Chris, what isn't your
district? What don't you have? _ v

SENATOR JACKMAN: Well, now, it sounds facetious, but
that happéns to be the district that I cover with my union. I
‘have New York and New Jersey, and Rochester is in my district.

- SENATOR LESNIAK: Okay, let's hear the Professor.
MICHAEL C. JENSEN: You should see what I can do
if I have chalk in my hand. Fortunately, the summary bnly goes
for three pagés. I won't bore you by dragging you through all
the rest of it. 7 v - ' k

My némeris’Michael Jensen. I am an ecOnomist_andvI
serve on the faculties of two universities -- the University of
Rochester Graduate School of Managementf and the Harvard
Business School. = I direct something called MERC -- the
Rochester version of it -- the Managerial Economics Research
Center at the University of Rochester, and I am a founder and
Co-editor of something called "The Jourhal of Financial
Economics,” which is one of the leading scientific journals in
its area. - | -

I was invited here today by the Securities Industry
Association, I gather from conversations with Mr. Davis. | '

' The proposed anti-takeover legislation,  the "New

Jersey Shareholders Protection Act" -- which I will hereafter
refer to as the bill -- does not protect shareholders. It odes
not protect New Jersey corporations. The bill does protect

top-level managers of New Jersey's largest corporations because
it shields them from effective competition for their jobs. ‘The
bill will harm shareholders and, in the long run, it will harm
employees of New Jersey companies by transferring power from
shareholders to managers. | | -
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_ , During the 50 years since the publication of Adolf
Berle and Gardner Mean's book on the modern corporation, there -
has been great concern about the separation between ownership
and control engendered by w1despread small stockholdings in
large_corporations. Corporations were then sa1d to be run by
managers who were not owners. Large stockholders were then
considered desirable. Now they are a pariah in many quarters,
~and there 1is a . great longing for something called the
.flong-term" investor, who, as far as I can tell, is somebody
who knows little or nothing about the corporation and doesn't
care, because his holdings are, in fact, so small. '
The change in these attitudes has come after two
decades - of development of the takeover market, development
~which has gone a long way toward solving many of the basic
conflicts between managers and boards of = directors and
Shareholders that were properly elucidated by Berle and Means.
This progress is now threatened on a number of fronts,
vincluding the Shareholders Protection Act which you have before.
YOU today. That act -— the very essence of that act -- is a
discrimination against large shareholders. ’ |
The_takeover market is an effectiVe agent for change
in corporate America that is increasing efficiency. Imposing
the severe limitations contained in this bill will make it
difficult and expensive for anyone to take effective control of
~a New Jersey. company, without the permission of that company's
board. This will weaken the incentives for efficiency and
'innovation.faced by New Jersey companies.v Let me illustrate it
with maybe a simple homelyapoint;. Let's consider the effects
of a "Warehouse Manager Protection" bill that would. give
- warehouse managers the identical powers contained in the -
current bill. ‘Such a bill would remove many of the forces
motivating the renovation and discovery of creative new uses
- for underutilized warehouses that have Dbeen wunder. way
throughout this . country. Indeed, in the presence of such
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blocking'powers, developments such as Harborside in Jersey City'
would be less likely. ' '

' Supporters of the bill c1a1m it is de51gned to protect
only against "junk bond -bust-up takeovers," which is a great
piece of emotional 1language ' that, unfortunately, has no

analytical or substantive content.. Those arguments are .

incorrect for several reasons: First, in fact, the bill
restricts all takeovers not approved by management and boards,
~ not just those financed by debt. Secondly, divestitures are a
‘highly desirable private marketrforcerlimitihg exoessive growth
and ~ inefficient concentration of assets in ‘corporations.
Moreover, divestiture of a subsidiary, division, or plant means
that the ownership of the assets changes, not that the assets,
and the employees that go with them, are thrown on the junk
pile. , : | ,
Divestiture does not inevitably lead to loss of jobs.
In fact, it can result in exactly the opposite, as new life and
new management talent and a new corporate strategy are. 1nfused

in these divisions or plants. ‘
Lastly -- and we can talk more about this -- debt

plays a very important, but poorly understood role, in .

~motivating efficiency 1in organizations that are otherwise
wasteful. : o _ '
; I see this bill as one more salvo in a campaign by
- top-level managers of many of the  country's largest
corporations to protect themselves from effective competition
for their jobs. I think the point was illustrated very well in
the conversation and the question I just heard Senator Jackman
ask the gentleman from Merck: "Why do you take a different
attitude on this bill than you take on plant closing
notification?" The point is obvious. This one affects them
directly. ‘ '

There have been a number of studies —- the most'recent
of which was covered in The Wall Street Journal just last week
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by M'it-chéllv and Company' - that 'indicated that within three
- years of acquisition —— and, incidentally, this turns out to be
independent of whether it isrr hostile or voluntary — roughly
50% to 60% of top-level tnanagers are gone. It has becomev
c':ommo’nv for these advocates to argue that all we want is a level
playing fi_eld._" The ché‘mges that have already occurred in,the
regulations in this area have tilted the field dangerously in .
the direction of management, in my opinion. Some of the
changes which I havé‘ reference to that have already occurred
include: Extensions of the offer period under the Williams Act_
—— some of the other'wvilli'ams Act restrictions; stringent 134
,di_s’closurex requirements -- which give an enormous upper hand to
management in Vthese cont‘exts;_ authorization by the courts for
boards to issue poison pills without the vote of ,shareholders
- poisbn~ pills that deny shareholders very im_pbrtant rights;
the rights to make discriminatory repurchases that impoverish a
’potentia-lvacquviirer -- the kind of thing that was done in the
Unocal ’tranSaction, and is nbw being incorporated in many of

the poison pills that are being introduced at the rate of-—-

Well, since November's Delaware decision, something like 150 of
the nation's largest firms have introduced such pills; and,
~ charter amendmént_s - wh',i_ch are voted on by shareholders and,
therefore, which I have less objection to, but I will come back
to some problems there -- that include fair price,
- super-majority, and -Staggered board provisions.

| I believe that shareholders, and the public who depend
on efficient corporations to deliver goods and services at low
~cost, can benefit by a shareholders' protection act, but not
~ this one. ' : o |
~ If the Senate is interested in  protecting
shareholders, ‘I recommend that you give 'very serious
consideration to the problems caused by the lack of secret
ballots in ’proxy voting procedures. The problems in this
- process are directly due to the fact that managers know who
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votes for and against every proposal. It has become
increasingly clear that top-level managers are using ‘this
information to distort the voting process in favor of
themselves. They threaten retribution to institutional money
managers, banks, and others who vote against managemeht.’ There
was a very interesting report by the Investor Responsibility
Research Center in last year's'proxy season, which has a fairly
extensive discussion of  these = problems. Some
stodkholder/employees have told me, in private conversation,
that they throw away their proxies rather than face potential
retribution from managers who, they believe, are prdposing
inappropriate changes for the corporation, rather than to risk
punishment. , ' - » -
' I recommend that you do not implement this bill but,
if you‘must, I implore you to pass one that covers only those
firms'whose’shareholders électgby majority vote in a sectet
ballot to be covered by the act. And, let them'do that at any
time, not simply the 45-day provision -- the opt out provision
—— that is currently there. If the proponents of the act
‘oppose this secret ballot as a condition for coverage under the
act, as I eXpéct they will, I believe it will be clear that the
act is not designed to protect shareholders. 1Its effect will
be to exploit them. Given the way the tabies»are now tipped in
favor of management proposals in current proxy votes, mahagefs
must believe shareholder opposition is so strong that they
cannot get these provisions approved, or they wouldn't be here
asking the State of New Jersey to impose them on their
-shareholders. There is evidence, however, that it can be done
voluntarily, since at least one company -- R..J. Reynoldé -
has received shareholder approval for chérter amendments that
impose restrictions that are very similar to those in this bill.
The remainder of my statement contains a discussion of
many of the 1issues associated with the corporate control
market, and I think I would like to mention one issue before I
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- close my formal remarks and take your questions. The so-called
Junk»bonds - the hlgh yield bonds -- that Drexel Burnham and
others have been involved in promoting recently-- This 1is
probably one of the most 1mportant changes that have occurred
in the capital markets in the last two: or three decades. It
has gotten a very bad name because. of the unfortunate language
- the'name'—— that was attached to the bonds early on, and .
because of the activities of some people who want to stop
 takeovers.
ngh y1e1d bonds, and their'use in takeovers, are not
- bad. They allow someone -- an entrepreneur -- who sees that an
organization is being mismanaged in a way that its assets are
 less valuable, that they are being employed at a lower benefit,
both to the owners of those assets and to society than they
otherwise might—- It allows such an entrepreneur to make an
offer for that company, and to finance it in the same way that
“you and I finance the purchase of a house. Nobody would say
‘that when we buy a house and go to the bank -- we sign a
purchase offer for a house and go to the bank to get financing,
and put up the house as collateral on the issue, that that is a
juhk bond. And yet, that transaction is 1dent1ca1 in structure
to the use of high yield debt in takeover transactlons, which,
incidentally, has not been very much. But it is the
' poss1b111ty of that financing which, in fact, removes mere size
as a defense against takeovers, that has so drastically upset
the CEOs in the very largest corporations in this country.
| It wasn't until Boone Pickens' takeover attempt“on——

' jActually, it wasn't a takeover attempt. ‘He wanted Gulf

Resources to turn itself into a royalty trust. The fact that

he could get the f1nan01ng to make it a viable threat shocked

the business round table -- a group of people who generally I

'don t disagree with very often '
Furthermore, it is very important to understand that

these takeover activities are a very important external force
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that motivates change, which is never easy in a large
organization. You see_it in your owniorganization in the State
government of New Jersey, I'm sure. We have it in New York
State, and I'l1l guarantee you that it exists at Harvard and
'Rochester, and any large organization. '
The shock that can come -- and it does upset people,
but we never get anything for free —eefrom an outside offer —-
an unsolicited offer, can be and has been of enormous benefit
to revitalizing companies which had become sleepy, been stuck
in strategies that were no longer appropriate, and who were
‘busy eroding their franchises and not doing the State of New
‘Jersey -- 1f it happened to be here -- or any other state that
they were located in, or their employees any good. | o
. High yield debt can play an 1mportant role, although a
~very small one, in doing that. Debt, itself, can play a very.
important role in helping top-level managers in such
organizations  who = face  tremendous  opposition  from
middle—management"people ‘to cut out wasteful expenditure
programs, in fact, to institute those efficiencies. ’
’ We don't very often hear people arguing in favor of
‘debt, and I thought it was 1mportant to add it here. Let me
Stop here. I would be happy to answer any questions you might
have. : ' o
SENATOR LESNIAK: Any questions? | |
SENATOR O'CONNOR: Professor, your suggestion that
before the bill is 1mp1emented there be a secret ballot by the'
shareholders-- Isn't it true that most corporations  are
controlled by institutional shareholders? | '
PROFESSOR JENSEN: That's an assertion that is often
made. The fact of the matter, though, is, it simply. isn't
true. I have spent -- in the last year or two -- some time
talking to institutions about the processes that are involved
here. The costs to these individuals are so high that they
. refused to allow their names to be used. The horror stories I
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hear of the réw‘ use of power by CEOs and chief financial
officers in proxy contests to force institutions to vote in the
way that they want to vote—- | ‘ |

Now, they cannot - put  that pressure on all
1nst1tut10ns, and if you look at the ones that are able to be
~ independent-- If you find them and they speak out in public,

it affects the investment banklng community as a whole as
well. Drexel is probably the only one that is brave enough to
~ come down here. Nevertheless, they all feel the same way about

" this b111

The only 1nst1tut10ns that really are not subject to

these pressures are public pension funds, and it is not by

accident that you see the Council of Institutional Investors
primarily composed of those organizations —-- organizations like
.Cdllége Retirement Equity Fund, which has my pension, but
doesn't answerito anybody, and other university nonprofit kinds
of organizations. Even those, thoﬁgh"4— I have spént time
talking with them -- are  subject to non-trivial retribution
that causes some of them to be unwilling to speak out and, what
is more important, to vote their proxies in a way that they
belleve 1s in line with their f1duc1ary responsibilities.
 The reason that even some of those are afraid to vote

it — although there is no threat of direct removal of business
‘relations, as there is in the case of pension fund management
-—- has to do with the fact that top-level managers - often
threaten and will institute policies to refuse to talk to their
security analysts, and to refuse to make them part of the
normal flow of information, which substantially handicaps their
‘task. This is a big problem, and I don't see any way to solve
"it_other:than through the institution of a secret ballot. I am
very reluctant to call for legiSIation_to impose it on people.

- I much prefer to see it happen voluntarily, and I think there
'_ are ways to begin to get that ball moving. |
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| - But, if you'were'to_pass a bi11‘1ike this -- and'if
~you really are concerned, as I think you are about shareholder
welfare, as well as jobs -- give very serious consideration to
making an opt-in provision. It is very important there, then,
to make it subject to a secret ballot, and we will find that
this market works much more effectively. ' | :
SENATOR JACKMAN: :Let me ask you one question on that
secret ballot. How could you have a secret ballot vote? Would
it be a weighted vote? If I owned 150,000 shares of a stock
;and you owned one share, are you going to have the same vote as
I}have?' v o ' S |
PROFESSOR JENSEN: No, no, no. You would make the
secret ballot simply by having the trustee who normally
accumulates the proxies and votes—- |
| SENATOR JACKMAN: - But, it's not a secret. If I am
going to—- .
PROFESSOR  JENSEN: I understand. I understand,
Senator Jackman. It's perfectly legitimate. The only people
it need be secret from are the managers of the company. :
SENATOR JACKMAN: Oh. o .
PROFESSOR‘JENSEN: ‘You . do obviously have, because'of
the weighted voting -- one share/one vote-- You can't have me
send something in which doesn't have my name on it. It has to
be identified -- absolutely. Now, maybe you want to have bank
trust departments do that; maybe you want to have a publié
accounting firm. Price Waterhouse is good at things 1like
that. There are all kinds of ways to get it done, and at not
very much expense. : | _ :
SENATOR LESNIAK: I'm glad to see they are good at
something —- not at computers. |
PROFESSOR JENSEN: Yeah. _ _
| - SENATOR O'CONNOR: But, getting back to my original
‘question, if the majority of shareholders are institutional
shareholders, as oppbsed to individuals, your suggestion

W Jersey State Library
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woﬂldn't,_'in ‘any way, protect the real shareholder. Am I
right? I mean, the 1nst1tut1ons could still control how the
election came out. | . |

| PROFESSOR JENSEN: I understand. Let me try to meet
- that. ,The institutionalization of the equity markets is a very
important-phenomenbn that has been occurring. I think it is a
very desirablé one. The reason it is desirable is because if
we were to go back 30 years, or 40 years, to a situation in
which there were very little institutional holdings, and 1look

"pat,the situation when,YOu had widely diffused small ownerships,

the kind that concern Berle and Means in their book =- as 1I
said before, people with small amounts =- you had people who
were holding the equ1t1es d1rect1y with small amounts of money
in & any individual company,}relatlve ‘to what 1nst1tut10ns have
‘today, and peoplé, who were doctors, lawyers, truck drivers,
whatever, who did not have very much expertise in evaluating
p the kinds of proposals -and changes that we are talking about
here. _ '

- Now we've got——‘ Two things have happened, for various
reasons hav1ng to do with the fact that it is much more
efficient to do it this way. Those resources are still being
‘held in the ihtereSt(of those individuals, but they are in the
hands of institutions which specialize, with experts, in both
doing the investment —- the buy/sell decisions -- and, now, the
,vevaluation of the kinds of proxy proposals that come before

them. ‘

o Those organizations have-—- For two major reasons,
. they will be better at doing that voting than individual
shareholders -- the small shareholders of 20 or 30 years ago.

”The reason is why? They have much larger positions; therefore,
it pays themftovinvest'the non-trivial time and effort to find
out how to vote -- what really are the'implications of their
~votes. Second of all, they have people who are experts at it.
The result is, we will get a much better éystem- if Qit is
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allowed to work. What has happened, though, is that because of
that evolution and because they are not only acting in a
fiduciary responsibility to the beneficiaries of those funds,
but they are also acting as agents for the CEOs or CFOs throught‘
the pension plans and other kinds of relationships,‘for many of
the same companies. o | | |
That putskthem in a very severe conflict of interest,
in which they cannot exercise the fiduciary res_pdnsibilities
without threat of retribution. Frankly, I didn't understand
until a yeér or a year and a half ago what an important problem
this is. It is a majdr problem. Mark my words, it will
‘become, obviously, a much more major problem in public
discussions over the next year. '
| SENATOR LESNIAK: Professor, you said that hostile
takeovers target mismanaged corporations. That 1is not always
the case. ’ v . o
PROFESSOR JENSEN: Absolutely not. Somehow the way I
put that-- I mislead péople. thentimés, organizations that
are recipients of  hostile -- unsolicited offers are
organizations that have fine managers and which are in
basically good shape. It may be, though, that somebody else
perceives' that there is a way to use those assets -—- a
completely different way. It doesn't mean that the managers
are incompetent. They are doing a fine job of running them as
they cufrently are, but it is a way'to change the use of those
assets that will benefit both themselves and everybody who is
involved. , ' R o
"I spent last Thursday at a conference at the National
Bureau of Economic Research in Cambridge -- all day. At times
‘I thought maybe it had been organized just for me, because I
have ended up speaking on these issues on the unpopular side,
at least it seems to me, quite a bit. That conference was
designed to have some of us who have been working on these
‘topics -— to give us an opportunity1 to listen to CEOs of
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companies which had been taken over in the last four or five
‘years There were four of them there to’ talk in a very‘
personal way about what had happened and what went on. It was
a very ‘educational day for me and, “without revealing
‘confidences, at least'let me”tell'you that three out of the
four CEOs who were there, when they got finished telling thelr
storles, basically made it very clear that the takeovers —-- one .
“had been 1nvolved in two companies that were taken over -- but_
the'takeovers’basically benefited their companies, even though
: they lost their jobs. They chose to leave, not that they were:
 fired. | A S |
| | In one case, the individual who ‘had been involved in
- two, 51mply sald after the fact, that he then realized had the
Ftakeover not occurred, both’ ‘of ‘those companies would have gone
right down the tubes; that at the time they got done, or right
after they got done, things became clear to him - by his own
words -- that he didn't see because he was a zealot. He was
‘committed. Things became clear to him that made it obvious
" that both of those companies would go down the tubes if they
had stayed under his control. He was a remarkably brave man to
say this. ‘ o |
| On the other hand, in their summary'remarks, all of
~them opposed hostile takeovers, even though three out of four
of them said it was basically good for their companies.

Now, I don't find that surprising. 1It's easy for me
to éay this, having tenure not in one place, but in two
- places—-— Tenure is something that I have also opposed. When
it was first given to me at the University of Rochester 15
years ago, I resigned it. They didn't know what to do with
me. I resigned it for the same reasons that 1 am mak1ng a plea
for not shutting off this takeover process. |

, There are problems in the process. There are costs in
the process. . Nothlng} comes for free. But, when you are
’”vcon51der1ng a bill like this, and especially when the people
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who are promoting it to you are the top-level managérs, there
"is no evidence that I know of -- maybe it is true, but there is
no evidence I know of that indicates that plant closings.ahd'
layoffs are associated, in a dlsproportlonate way, -with
51tuatlons where there have been acquisitions and takeovers.
There is some evidence ——,we,are,only now beginning to get the
numbers-- There is some evidence that they are not. I expect
that when we see things unraveled and we really get a clear-cut
studies-— Unfortunately, it will probably take"a' couple of
| years{ because the numbers are very hard to get. I expect we
- are not going to find that prohibiting takeovers does anythlng
to save jobs. ,

I also believe -- and I think it is g01ng “to be much
harder to document this because of the subtleties involved-- I
also believe that by enacting a bill like this, which builds
brick walls around these companies, you are going to set in
place -- almost in concrete —- a set of managements that, while
they may be very good now-- New Jersey companies are not
companies that are, in my short study of the problem,
especially liable to takeovers. While they may not be subject
to it now, you are removing a very potent force that keeps'themv
on their toes, and that will not do your constituents good.

SENATOR JACKMAN: You and I don't know -- and I don't
think any one of us could be an authority on this -- that if I
want to make a deal with you for a takeover, I can make a deal
on the basis that you say to me, "In order for me to take you
over, you shut down your plant in Edison, and you shut down
your -plant in Rochester. Then when you do that, then'we'will
talk about a takeover." Now, that's been done heretofore on
- plant takeovers. '
| ~ I'll tell you how I know it, because I was part of
it; Understand? Because I happened to be where companies took
- over a paper mill. ‘They said, "You shut your mill down in the
South. You shut down the one up in Albany, New York, and then
we will take you over." | '
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PROFESSOR JENSEN: This was a voluntary acquisition.

SENATOR JACKMAN: Well, sure, but the point I am
trying to make to you is’, somewhere along the line—— I don't
want to be facetious when I say this. '

PROFESSOR JENSEN: That's all right.

‘ SENATOR JACKMAN: You don't recommend this bill as you
-~ see it now. Is that right?

PROFESSOR JENSEN: Yes. I don't.

'SENATOR JACKMAN: What would you -- as a Professor of
Economlcs, with a good background and everything that goes with
- it-- What would you suggest? What would you recommend to a
Committee like this, which is endeavoring to do something that
we th:Lnk ought to be corrected? What would you recommend?

’ PROFESSOR JENSEN: I would pass a bill that would
provide for effective secret ballots for shareholders. By
doing ‘that, you could do more to ensure the vitality, the
”vibrancy, and the further growth of the companies in New
Jersey, than anything else I can 1mag1ne It would have a huge
effect. | ' o

 SENATOR JACKMAN: Would you support a plant closing
bill? S | |
PROFESSOR JENSEN: Would I support a plant closing
bill? What do you mean by a plant closing bill?

SENATOR JACKMAN: 1In other words;-i—

~ SENATOR LESNIAK: Mandatory notice. »

' SENATOR JACKMAN: Mandatory notice to the employees
before you shut the plant down -- 1like a small period, six
months. | o b' -
"PROFES_SOR JENSEN: Well,' I ‘haven't studied plant
~closing bil»ls like I haVe stud‘i'ed takeovers. My reaction to
‘that —— and I urge you not to take it too seriously because it
isn't the product of a large amount of study -- would be that
we would want to be very careful about passing a law which
~ seriously ‘inhibited"the shutting down of plants which were
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uneconomical. Businessmen -- nobody, to my knowledge -- do not'
very often shut down profitable plants. That doesn't make
sense. You might want to pay attention to whether or not there
is appropriate compensation, and whether or not there is
appropriate help in aiding people to go back into the 1labor
market. | ' | N
~ The essence of shutting down a plant, though, is to

release those resources so that they can move to higher valued
uses. ' _ o '
SENATOR JACKMAN: But, who makes that decision?- »
PROFESSOR JENSEN: The people who are bearlng the |
costs of keeping it open. v o

SENATOR JACKMAN: No disrespect, Professor —— I don't
mean to  interrupt you -- but you don't remain open, or you
-never even got where you were ‘without me ‘being in that plant
making that product that you were selling. |

" PROFESSOR JENSEN: I understand.

v SENATOR JACKMAN: = So, evidently, nobody puts a value
on me until it'eomes down, again, to that dollar sign -- "the
dollar sign" that says, "Well, now, let's move out of Jersey,"
or, "Let's move out of New York. The energy costs are going to
be cheaper down South, and the hell with them up here. Close
it down and move." No secret ballot vote. No nothing._'DOWn
they go. v | ' _ ' |
PROFESSOR JENSEN: Well it's true that that problem
owill not be resolved by a secret ballot - vote. That is a
different issue. It's the kind of-- If you had a secret
‘ballot, I think you would have far more companies that would
never get to this position. Many times, when plants get in
that situation, it is not the fault of the people who ate out
" there worklng on the line. It is the fault of the managers,
who followed bad policies, who got the th1ng so far underwater
that it was impossible to bring it back.
| SENATOR JACKMAN: Yeah.,

51




‘, PROFESSOR JENSEN: What I am arguing is that this
bill-- I don't believe any of you or, in féct, any of the
proponents want the bill because it will do this. I believe it
"will do . this, and the results won't be attractive. It won't
'happen next year. | . ' ,

SENATOR JACKMAN: I like what you say. I would like
to have the secret ballot vote, with the people voting to get
rid of the general managers. (laughter) , :

' PROFESSOR JENSEN: There is a lot to be said for that.
SENATOR JACKMAN: Maybe that might be the-- _
PROFESSOR JENSEN: In Rochester, we have been going

through sbm'e major readjustments with Kodak and Xerox with
‘major cutbacks. Those organizations—- - SR _

~ SENATOR JACKMAN: I know you have. I know. I make
the—- In case-"y'ou don't know it, Professor, we make the
boxes. Everything that Kodak ‘makes, we package. That is the
industry I am in charge of. : -

- PROFESSOR JENSEN: I see; I see. | |
SENATOR LESNIAK: = Maybe you Iguys can negotiate a
contract. : ' :

' SENATOR JACKMAN: No, no. |

PROFESSOR - JENSEN: Anyway, they have followed very
"enlightened and, I think, ‘sensible policies for very good
reasons. The pe‘dple'they have been laying off have gone out
‘with substantial warning, in genéral, and substantial
separation benefits —— their own little golden parachute, so to
speak. And, the economy seems to be dding very well in the
environment. Those ' people are finding new Jjobs in other
organizations, and it has been healthy. I don't think it has
‘been as major an édjustment as I think parts of New Jersey has |
faced. But, it is possible to do that, and do it in a way
which ,accomplishés “this shift, and which generates social
,benefits,'_which., are of non-trivial amounts, withoui: imposing
undue hardship'- on individual employees who had nothing to do
‘with getting it there. |
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SENATOR LESNIAK: Senator Cardinale, you are curiousiy
silent today. No questions? = - ‘ ' _ -
SENATOR CARDINALE: I haven't been here for very much
“of the hearing, Mr. Chairman. No questions. |
'SENATOR LESNIAK: That wouldn't have been on the
record but for your saying it. . :
Thank you very much, Professor Jenéen.
PROFESSOR JENSEN: Thank you. ‘
SENATOR LESNIAK: Dr. Glenn Yago, Labor vEcoanist,
State University of New York. (inaudible comment by Senator
Jackman) Do you know Dr. Yago? | , |
" SENATOR JACKMAN: No, I don't know him.
 SENATOR LESNIAK: Do you know Senator Chris Jackman?
~ SENATOR JACKMAN: No, he doesn't know me. I went up
to their labor courses at the State University. They have good
courses, yes. ' o |
SENATOR LESNIAK: ©Oh, wait until you hear this.
SENATOR DiFRANCESCO: You took courses up there?
SENATOR O'CONNOR: It's a l4-week course. |
SENATOR LESNIAK: Dr. Yago? | o
D R. GLENN YAG O: Thank you, Senator. Let me
introduce myself a little bit more. ‘ o B
' SENATOR LESNIAK: May we have a little quiet in the
room, please? (audience complies) . v | .
'DR. YAGO: I am a member of the Management Faculty at
the State University .at Stony Brook, and Director ~of the
Economic ,Reseafch Bureau there. I have a Ph.D. from the
University of Wisconsin. This is my colleégue, Gelvin
Stevenson, who is a Research Associate at the Economic Research
'Bureau; whose Ph.D. is from the University of Washington in St.
Louis. He covered economics and corporate finance at "Business
Week" for seven years, and is Research Associate with us on
this project, and other projects at the Economic Research
Bureau.
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Our Bureau has been involved, over the last two years,
in aj'study that was spOnsoted by the National Science
_ Foundation on the causes and consequences of plant closings. I
spent 1last year asA‘av'Marshall‘ Fellow looking at economic
adjustment policies 1in the 'European ~community, and other
economlc adjustment problems in other states in this country. ’

‘ We have a completed a report on the problems of plant
‘closings and corporate reorganization for the Director of
Eoonomic,Development and the Industrial Cooperation Council of

the State of New York, and are Jjust completing a
_soon—to-beereleased’ strategic plan entitled, "Project. 2000,"
‘which - was commissioned by the Governor and the ‘State

: Leglslature in New York.

The Securities Industry Association asked us to look
at the empirical exerience -- at the factual experience of‘
; takeovers,nmergers, and acquisitions in New Jersey. The type
of picture that really emerges from our study, I think,
provides, hopefully, some basis to inform your decision-making -
at this point. ' . ‘ o , .

' SENATOR LESNIAK: May I ask you a pre11m1nary question?
DR. YAGO: Yes, sir. '
- SENATOR LESNIAK: Did you do a similar study for New

York? . _ _ o ~ _ o

DR. YAGO: Interestingly enough, we have done this
over the 1last six months. @ We have 1looked at mergers,
acquisitions, takeovers, and the 1like, in anticipation-- If

you are referring to the anti-takeover measure that was enacted

in New York, t’he answer is "no." We were asked our opinion,
and the opinion Iigave to the Department of Commerce at that
point, is similar to the opinion that I will give here.
Unfortunately, however, no empirical study at that time -- last
summer; I am referring to last July -- was commlss1oned though
=Y did recommend it, as you m1ght 1maglne - ‘

- SENATOR JACKMAN: I notice in your statement that you

“took over one of my oompanles —- one which I referred to before.
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DR. YAGO: At the Economic Research Bureau, we are not'
involved in takeovers. (laughter) -

SENATOR JACKMAN: No, no, I'm just saying— It's
funny that my friend on the other side there mentioned the fact
-— and I notice in here that the Boorum & Pease Cempanye—

DR. YAGO: Which one is that -— I'm sorry? v _

SENATOR JACKMAN: The Boorum & Pease Company -- it
says "an acquisition." I know that was one of my companies.

'DR. YAGO: Right. - . o
v SENATOR JACKMAN: And it was taken over. It's ironic
that—— That company,_ of  course, " is shutting down their
installation over here, and.meving South. I was talking to you
about it. Okay? It's funny that you mention this, and here it
is. It's in his statement. ‘

DR. YAGO: Well, we have a list —— as you will see in
the tables there—- that includes all of the major acquisitions
that we covered'in the study. 'Basically, what emerges is that
the popular image of voracious corporations gobbling up one
company after - another, liquifyingv their assets, laying off
workers, and dominating markets is largely'a myth. If we look:
at the structure of"corporations within the country -- and
within New Jersey -- the average concentration 1levels have
‘remained relatively stable, and ‘the market share of the largest
'corporations have been eroding. _

Merger and acquisition activity, and takeovers, are a
response, not a cause of structural economic changes in
technologies and international markets that  are occurring.
Metger ‘and acquisition activity is "a means of restoring
international competitiveness, by extending product lines,
creating efficiencies within different firms, obtaining larger
shares of the market, leading toward 1larger and better new
product development, improvements in distribution, and the 1like.

- If we start, I think, to try to de-mystify what merger
and acquisition activity is, and try to understand its impacts,
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. we find abnumbér of typés of merger and acquisition activities
that occur. 71 Many of these combinations can increase
competiti?eness —— and I think that point has been made here.
repeatedly -- and not diminish it. The one we are currently
observing»——}a hostilevtakeovervin the Sperry Burroughs case —-—
~is a typical example of an industry that has been dominated by
 IBM, and the p0551b111ty of a combination within that case may
lead ‘to a greater chance of competitiveness of a Sperry
Burroughs combination, than ‘any one would have been able to
vélone. ‘ . ’
_ Acqu1s1t10ns are really an attempt, and work toward
vtr1mm1ng down the type of corporate girth that has emerged in a
‘number of firms, that hides a multitude of sins and has led to
a lack of . competiveness in U.S. industry., New Jersey, like
many other ‘states, is in the throes of a major ‘economic
transformation. From 1980 to '85, total employment increased
- by 11.7%, but at the same time manufacturing employment fell by
- 7.9%, ~costing the 'State' 62,006 jobs. Permanent 1layoffs
occurred 913 times during this period because of plant
- closings, contractions, or relocations, idling 95,215 workers.
There was no evidence in our sample of plant closing occurring
as a result of a hostile takeover. Only six of the firms that
we looked at —- six of the takeover transactions that we looked
at -- were hostile. None of them WQuld/have been covered under
this legislation = in terms of being incorporated and
headquartered within Néw~Jerséy. So, if this legisiation had
been in effect, it would have had no effect, basically only a
symbolic réaction' to what ,is’ a fundamental economic
restructuring problem within the State. |
‘ . The" tran51tlon that is occurring occurs as a result of
increaéed international competltlon, high value of the dollar,
‘changes - in technolbgy,‘ and not by merger and acqu;sltlon
~activity. According to original ‘survey data, less than 1% of
- the tbtal jobs lost in New Jersey were associated in any wayv
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with'acquired firms and, again, I would like to empha51ze that
none of those were hostiles or unfriendlies.

There is no evidence that the change in ownership had

,anything to do w1th these reductions in employment
-ﬁAcqulsltlons increased the wealth of owners and stock in New
Jersey firms by $1.2 billion. Merger'andbacqulsltlon.act1v1ty
involving New Jersey firms made up only 2.2% of the total
number'of transactions in the country at large, and only 1.9%
of total U.S. transactions. Most of New Jersey mergei and
acquisition activity was friendly, ‘reflecting‘ the mutual
economic benefits of consolidation. Moreover, the merger and
vacquisition activity that did occur in New Jersey was
~concentrated in the hard-head tnanufacturing sector, and]'only
21% of New Jersey jobs are in manufacturing. The 55.6% of
major merger - and acquisition activities in the State occurred
in manufacturing. _ . ' _
o In some instances, selling the plant to new owners was
~ clearly an alternative to closing the plant and laying off
workers. More generally, merger transactions appeared to
facilitate the adjustment to structural change, and help
restore industrial competitiveneSS in some of the cases we
. examined.

Increasing State takeover regulations is, we‘believe,
an ineffective way to prevent plant closings and retard job
loss, this according to international domestic studies, as well
as the evidence we found in New Jersey. The preferred strategy
is to integrate legislative responses into a broader program to
- assist and to enhance structural adjustment. Takeovers are not
done largely in order to shut down a company, but in order to
operate it more efficiently. Merger and acquisition activities
are an alternative to plant closings in many cases. Basically,
to try to look at takeover regulation as an instrument for job
retention 1is, I believe, an ineffective and meaningless
appﬁoaéh to the problem.
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. States have granted corporations ample opportunity to
defend themselves, as I think has been amply discussed here
today, and states should not preveht corporate takeovers or
mergers. that may result from inefficiencies or changing
corporate strategiés and market conditions. Well- formulated"
p011c1es should interact, not interfere with market forces.

That is basically the substance of our statement here
today" My colleague, Dr. Stevenson, could certalnly elaborate
a-little bit on some of the employment cases that you may have
questlons about. -

SENATOR LESNIAK: Your study doesn’'t distinguish
between.hostlle_takeoyers and friéndly ones, does it?’ '
| DR. YAGO: Yes, sir, it does. | |

SENATOR LESNIAK: What are your conclusions on that
distinction? You probably testified to that —- I'm sorry --—

but could you repeat it if you did? o -

DR. YAGO: ©Oh, that's okay. Basically, no hostile
takeovers were associated with plant closings.

"SENATOR LESNIAK: You're talklng about New Jersey’

‘DR. YAGO: In New Jersey.

A SENATOR LESNIAK: ' How many hostile'takeovers did you-
look at? ‘ - . .

DR. YAGO: We looked at-- Out of the total sample,"
only six were unfriendlies. ' ’ |

' SENATOR LESNIAK: What was the total sample?‘

- DR. YAGO: The total sample we were looking at -- that
we studied in-depth -- was 61, 51 of which were completed
successfully. Only six of those 51 which were valued at over
$35 million and accounted for a little bit more than hélf»of'
the total merger and acquisition activities within the Stéte,
were the ones we looked at closely. | o

SENATOR LESNIAK: How did you choose your sample?

DR. YAGO: Ba51ca11y, we looked at all merger and
acqu1s1t10n act1v1ty in the State.
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SENATOR LESNIAK: From when to when?

DR. YAGO: From 1978 through 1985. » : :
DR. GELVIN STEVENSGON: For which there is
public data available. One can never know. I mean, the State
- does not have any independent 1list of those, so we had to go
with the sources that were there. Then ‘we picked the most
significant —- the largest ones of those to focus on in-depth.

SENATOR LESNIAK: Senator Jackman?

SENATOR JACKMAN: No, thank you.

SENATOR LESNIAK: Senator DiFrancesco?

SENATOR DiFRANCESCO: No. |

SENATOR LESNIAK: Senator Cardinale?

SENATOR CARDINALE: No. _ '

SENATOR LESNIAK: 1I'm sorry, you had something to add,
Dr. Stevenson? | ‘ ; '

SENATOR JACKMAN: That was a good report.

DR. YAGO: Thank you, Senator. -

DR. STEVENSON: No, I think Dr. Yago hit the things I——

SENATOR LESNIAK: You should give it to Governor Cuomo.

DR. STEVENSON: Excuse me? ’

DR. YAGO: He's getting a copy.

DR. STEVENSON: Tonight, I think. | |

We agree that the plant closings and permanent layoffs
are a critical problem, and there are times when mergers and
acquisitions, you know, are associated with companies that have
layoffs, and times when mergers and acquisitions are associated
with companies that have employment growth. | '

SENATOR JACKMAN: I have no problem with that because
it is'part'of my contract. You shut me down, you pay me—— For
every year I worked there, you pay me one week. You pay me one
week for every year, right up to date. That's number one. If
I'm there 20 years, that's 20 weeks for which I get paid. And,
anybody who served less than 10 years-- You've got to pick up
" the difference between the fifth year and the tenth year in
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. much.

pension programs)'so that person has . coverage. So, you don't .
shut me down at nine and a half years, and then shove it to
me. I have it in the contract that after f1ve years—— By the
way, it's ironic, the Federal government is now going to come
'up'with a’five;year}program, instead dfrlo years, for vesting
rights. It's going to be a five-year vesting. It's ironic.
We already have five guaranteed you've got to pay 10. So, we’
covered that. Boorum & Pease is one of them; that's why it's
funny ‘that 1t is in this book that you-— | '
~ DR, STEVENSON: They lost some headquarters staff.
 SENATOR JACKMAN: Yes. ' - , |
, DR. STEVENSON:  Are they closing dovn the warehouse, -
too? , ' | o
| SENATOR JACKMAN Yes, they're closing down the
warehouse, too. - | '
DR. STEVENSON: But not manufacturing?

SENATOR JACKMAN: ~ Not  manufacturing,  no.
Manufacturing-- They cut me back, and I can accept that. You
understand? I understand their reasoning. When you are
talklng in terms-- I am not being disrespectful, but when you
are talking in terms of the rentals in New York today, you
know, in some of those factories-- They were paying $3 and $4

v a'square'foot, and'they're now making them waltz, and they are
 getting $17vto‘$35 a square foot. S

_ ' DR. STEVENSON: - Are those the ones in Brooklyn that
are moving over here? :

' SENATOR JACKMAN: Yeah. |

DR. STEVENSON: They're moving to New Jersey, right?

~ SENATOR JACKMAN: That's what we are going to do,
- yeah. We are going to move to Jersey. You know, I'm not
selfish. I'm just only doing that-- | .
SENATOR LESNIAK: Sounds good to me. Thank you very

~ Raymond Sweeney, Sheet Metal Workers' National Pension
Fund and the Council of Institutional Investors. ‘
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RAYMOND SWEENEY: M. Chairman, fellow Committee
members, members of the staff: I am grateful for the
opportunity to speak with you this afternoon.
SENATOR LESNIAK: Do you have a prepared statement? 7
MR. SWEENEY: I do not, but I will provide one for you.
As noted by the Chairman, my name is Raymond Sweeney
I am neither an 1nvestment banker—— '
SENATOR JACKMAN: Automat1cally, that is a good name.
SENATOR LESNIAK: I wasn't the one who said that, now.
MR. SWEENEY: Nor am I a college professor.
SENATOR JACKMAN: My mother was a Carrigan. ,
MR. SWEENEY: Nor a president or a CEO. I hope I can
share with'yOu, perhaps, a differenf perspective on the issue
that is now before this Committee. I am, however, the General

- Counsel for the Sheet Metal Workers' National Pension Fund},a

multi-employer pension plan representing approximately 150,000
sheet metal workers throughout the United States. The plan now |
has assets in the v101n1ty of $1 b11110n, and represents
- approximately 5000 sheet metal workers in the State of New
Jersey. o _
| ° SENATOR DiFRANCESCO: Does Chris Jackman represent
‘those people, too? , |
SENATOR LESNIAK: No. .
SENATOR JACKMAN: I know them; they are a good group.
They're good friends of mine, so don't talk. | |
," MR. SWEENEY: I'am also‘a member of the Council of
Institutional Investors, a group of approximately 40 members
with aggregate assets to the tune of $160 billion.
Howevef,‘today I am not here to speak on behalf of the
Ceuncil, nor am I presenting you with the views of the trustees
of the Sheet Metal Workers' National Pension Plan. On the
‘contrary, I will try to share with you one concern I have with
respect to your bill. As has been noted here today, I spoke to
Governor Cuomo a year ago —— unsuccessfully, unfortunately.
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My concern is 'a very simple one. My analysis of
mergers and acqu151tlons is somewhat 1dent1ca1 to the Professor
" who spoke prior to my speaklng In fact, I had the opportunity
~to review the Professor's report prior to its submission to
_ this'body.' If plagiarism is the greatest compliment there is,
the Professor may note that some of my comments are very
similar'to those that you will find in his report.

When I spoke to Governor Cuomo ov,er a year ago, my
position then -- however, without the empirical data -— was
that mergers and aoquisitions do not have a detrimental effect
upon a state's economy. They do -- we have found in the sheet
metal industry -- have two effects: One, in representing the

participants in the pension plan, we increase the assets in the
| plan; and two, we find that the open marketplace increases job
opportunltles for our members. | »

- We look at ~mergers and acquisitions —- or hostile
’takeovers -- from two perspectives at the same time: One, we
are representlng the beneficiaries of the pen81on plan. That
is our. primary interest. However, if our members do not have
jobs, there is no money fiowing into the pension plan. So, we
"have a dual purpose when we analyze hostile takeover provisions.
_ My fear is very simply this, in a nutshell: When you
have a generalized restrictive regulation on corporate mergers
~and acquisitions, it is inappropriate, because you are going to
- be penalizing the good'as well as the bad. The appropriate
way} I feel, - deal with economic problems, is not to
legislate a certain problem out of existence; it is to attack
it directly. Legislating an end to takeovers, for example, may
only'reduce investment in this State, and I believe, will lead.
to 1neff1c1enc1es and the reduction in the compet1t1veness of
. your corporatlons. _

EfflClency and competition are adjustments which I
believe can and should be made more efficiently by
participating in, and facilitating capital and 1labor market -
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adjustments. What does that mean essentially? Labor and
' management getting together. They realize'there is a problem;
and each one‘éf them realizes -- to use the parlance of the
street —- that-eachione has its own stick. Management knows
they are there at the behest of the shareholder. And, when you
take away the strength of the shareholder -- and in my’casé,
the shareholder is not -- as many people have said today -- an
institution-- An institution, yes; on paper the Sheet Metal
Workers' National = Pension Fund. But' that institution
represents 150,000 small shareholders, and that institution
uses its stick, namely its $1 billion worth of assets.

_ ~ So, I think it is a misnomer, or perhaps people
mislead others when they say, “All these stocks are owned by

institutions." But, go beyond the institution,- I submit to
this Committee—- If you go beyond the institution, you have
150,000 small shareholdefs. That 1is the entity that I
represent. 5 ' o |

To emphasize once again, policy responses to

structural economic changes in firms, industries, and regions
rely too heavily upon restrictive reqgulations that embed market

rigidities in labor and capital markets. I interpret‘that as
saying essentially, “"When ~you have a bill which entrenches

‘management, labor cannot exercise the muscle -- as weak as it
‘may be at times —- as it should. In this case, you are taking
‘away the right of 150,000 sheet metal workers to exercise their

.right in yoting their shares. Once you do that, you are, in

effect, not stripping the institution of its power; you are

stripping the individual shareholders.

| I submit that takeover regulations, such as are being
posed in the bill now before this Committee, are, at best,

redundant. Given the self-protection corporations have
themselves inherently -- in corporate governance —- they do not
need your anti-takeover legislation. I also submit that at

_worst, anti-takeover ‘legislation attempts to ascribe a very
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simple and a single ‘clause to plant closings and job losses
that are misleading, and result in symbolic, I submit, rather
than substantive pollcy changes to deep—rooted economic changes
w1th1n an industry. '

In closing, I would like to submit to this Committee
‘one note that wasn't even in the remarks that I was going to
- prepare, but came up again and again. It appears that people,
think that when an institution holds the stock, an individual
does not. I submit that that is wrong. In my case, in.
particular,vas I am notihg, we have 150,000 members. Yes, the
stock is owned by the Sheet Metal ‘Workers' National Pension
Fund, but when" you take aWay that stock's right to remove
management, or you take away the value of that stock when you
_do take away its break—up potential, you arevtakihg away the
value to . the individual shareholder —— the individual, in my
case, the sheet metal worker. v |

SENATOR LESNIAK: Are the sheet metal workers an
independent member of the AFL-CIO? |

MR. SWEENEY: They are affiliated with the AFL-CIO.

'SENATOR LESNIAK: The'AFL—CIO'has come out ih'favor of
this legislation. | | - | | |

MR. SWEENEY: Well, the AFL-CIO also came out in favor
of Governor Cuomo' s legislation, ' and we opposed it for two
reasons: One, we do not think-- I should put it in the .
‘positive. We think that anti-takeover legislation decreases
job opportunltles, and it also decreases the value of the stock.
| - SENATOR JACKMAN What would happen on a takeover of
one of the companies you are dealing w1th where, for example--
"~ You have the vestlng rlght after 10 years, I assume, like
everybody, or do you—-

MR. SWEENEY We have immediate vestlng —-— one year

SENATOR JACKMAN One year. Well, then, you are ahead
of me. I have five. In other words, you have vesting after
one year? ' ' ' |
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~ MR. SWEENEY: Yes.

SENATOR JACKMAN: And the individual (1nd1scern1b1e)
are vesting on jobs all around--

MR. SWEENEY: All over the country. :

SENATOR JACKMAN: All over the country. So, there is
no big problem on that one on a plant closing, because‘all he
does is just go to the next company, and they p1ck it up.

"MR. SWEENEY: I wouldn't want to mislead you though
Senator. Some companies -- for example, Carrier Corporation,
Lenox Industries -- have their own pension plans where there is
no quotability of credits. o | '

 SENATOR JACKMAN: Okay.

MR. SWEENEY: But, the majority of the—— _ :

SENATOR JACKMAN: I have the same th1ng ‘with. Crownf'
 Zellerbach and I.P.-- They have their own pension programs.
But, when I say, in essence, nothing is less than five years,
even they have to abide by our five-year thing. You don't have
quotability there; we don't have quotability. I want you to
know that, too. I gotcha, okay. _ o _

- MR. SWEENEY: The majority of our employers do
contrlbute to the national plan, not to individual employer
'plans, ' '

SENATOR JACKMAN: Yeah, I gotcha. Okay.

SENATOR LESNIAK: Senator O'Connor? |

SENATOR O'CONNOR: But, isn't there, Mr. Sweeney, a
difference between the investor you are talking about, who is
part of the institutional investors, and the average guy on the
street? Let me try to tell you how I perceive that there is a
difference. If I'm wrong, correct me. If it has been answered
valready, forgive me, because I have been in and out.
, The person who is one of the individual shareholders
—— part of an institution -- isn't it true that basically what
he is 1nterested in, pr1mar11y, is getting the most money for
his share? ' |
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MR. SWEENEY: Yes, I would say 0. _ :

SENATOR o' CONNOR Yeah - And the other guy, who  may
- be, you. know, the average guy on the street kind of investor—
Doesn't he have an 1nterest not only in the share, but perhaps -
~in the cont1nu1ty of that company, and the company staying.in
business? o
- MR. SWEENEY: Would thlS be a shareholder who is also
employed by ‘that company? o

SENATOR O CONNOR: Well, it could be.

MR. SWEENEY: I guess if ‘you had that dual loyalty.
dne,vthe value of’the share, and the continuity of the company,
in that case, I would agree with you. But I think the average
shareholder who-- Let's say Raymond Sweeney owned five shares’
dfv Carrier Cdrporation. I would be more concerned with the
value of the stock, as opposed to whether Carrier Corporation
remalned in Syracuse, where it is today, or in Taiwan, where ‘it
 is moving most of its operations. N | |

SENATOR O CONNOR : So, in the situations  that this
bill is directed to, where there is a reid,fand’the ultimate
purpose is to liquidate the company, don't you see a difference
in the interest that the individual -- the person who I am
caliing‘the indiVidual shareholder -- has and the individual
‘shareholder who is part of the ihstitution that you describe?

| "MR. SWEENEY: One comment I have on that-- My
'experience has been when-- Let's say they are in a hostile
'takeover,,ahd the suceessful raider then liquidates parts Ahand
B of this corporation. Usually that liquidation is in the form
ofethevmanagersfof that little segment of the conglomerate keep
"the'corporation funetiening on the local level, and isvusually

" more efficient, and usually more labor-intensive -='which is
more ~in my interest -- than ‘when it was part of the
congldmerate;, My 5experience in that-- Let's say Carrier
Corporation. Carrier Corporation is now in the process of |

moving a substantial amount of its operations‘ out of the
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country. What we are finding, in that case, is that we are
vehemently opposed to what Carrier's management is doing, and
we are trying to exercise our economic clout to 'stop them from
moving jobs out of the country . _ . '
But, in the case you posed, where in the 'hoStile
takeover they iiquidate‘one‘or two facets of it, usually in my

experience, Senator -- and I am not positing this as being
‘universal -- the managers of that small segment take over the
company -— a 1leveraged buy-out -- and they keep the company

functioning, usually more efficiently than it was when it was a
part of the conglomerate.

So, my experience has been -- even though I will 
submit it has been somewhat limited -- that when there is that
spin-off, it is actually more labor-intensive —— the resulting
corporation -- than it was prior'fo the'spin—off.‘

SENATOR LESNIAK: Senator =~ Cardinale, ..Senator

- DiFrancesco? (no response) - , , v
| SENATOR =~ O'CONNOR:  You're right ~about Senator

Cardinale today.
| SENATOR LESNIAK: He's curiously silent.
~ SENATOR DiFRANCESCO: Very subdued.
SENATOR CARDINALE: I'm turning over a new leaf.
SENATOR DiFRANCESCO: You represent who? ‘
v MR. SWEENEY: The -Sheet Metal Workers' National
Pension Fund. : .
SENATOR DiFRANCESCO: But not today? v
4 MR. SWEENEY: Well, I am General Counsel, and I am
‘here at their behest, but I am not necessarily representing——
 SENATOR DiFRANCESCO: You confused me when you opened
up. Are you giving your personal opinions, or are you here
because someone has decided -- or some company, or some union,
or some pension fund has decided -- that you should represent
their 1nterest in opp051ng this leglslat10n7
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. MR. SWEENEY& Yes. If I misspoke-— I said all of the
. trustees of the Sheet Metal Workers' National Pension Fund may
not agree 100% with my comments, but the Chairman of the Board
of the Trustees does, and I am here at his direction. -

SENATOR LESNIAK: That's good enough for me. Thank
you very much. We are going to break until 3:30.

 (RECESS)

~ AFTER RECESS:

 SENATOR LESNIAK: If there is anyone in the audience
who has written testimony, we will be happy to accept it to be
made a part of the record. _ ‘
v _ I will now call upon Senator Van Wagner, the sponsor
of Senate Bill 1539. _ ‘ ,
SENATOR VAN WAGNER: Some of the comments made by some
of the people testifying today could probably be duplicated on
the other side of the iSsue'——'arguments‘against the positions
that were articulated today, and vice versa:. The purpose I
- have, as sponsor of this bill ——,regardless of whether or not
‘the t1t1e ~- as some have claimed —- is m1slead1ng, or whether
or not it does, in fact, protect shareholders, or who, in fact,
are the shareholders, or who, in fact, is being affected by
this bill -- is a qpestion that I suppose we could argue into
the middle of next year about. However, it is my feeling that
in the analysis, at least, that I have had avallable to me, and
from my d1scuss1ons w1th both —-— not only the business
community in the State, but also members of labor, who have
indicated their 1nterest in this bill, that, in fact, taking
action of this sort, in this very limited way, will, in fact,
’pro_vi‘de, I believe‘,A a better atmosphere under which the 124
companies that are incorporated in this State can do business.
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I think if we allow, during that time, for a study to

be conducted by the Department of Commerce, at the same»time as
other information and data 'is developed that might lead us
toward other actions that might be necessary to either amend or
- change thisvbill;‘then we can do so. But, I believe it is, in
fact, in the best interest of the people of this State, and it
is in the interest of public policy, that we do take the action
‘that several other states have already taken, in order to
create a level playing field for the 124 New Jersey.
corporations and the workers in those companies, including the
‘management of those companies, which are affected by these
--takeovers. End of impassioned plea. ’, ' » )

I really do believe, though, Mr. Chairman, that it is
important for us, as a Legislature, to make our statement. If,
in fact, the courts are going to take the action that some have
suggested might be taken, then, in fact, the Legislature can
re-look at its own actions. Not to be facetious, butvceftainly
taking a potential unconstitutional action on 1legislation in
this Legislature has not been untraditional. I think that in
some cases there are enough gray areas that have been raised to
~question whether or not, in fact, this particular statute might
be upheld constitutionally. o ‘ W

| ~ SENATOR LESNIAK: Senator, as you know, you and I have
differences of opinion on this bill. '

SENATOR VAN WAGNER: Yes, we do.

SENATOR LESNIAK: < I am concerned with the letter we
received from the Office of Economic Policy, which asks for
time for a study of the economic implications of this bill on
the State of New Jersey. Quite frankly, if I had my way, I
~wouldn't be considering this bill todéy_until that study is
completed. However, I think it ' is fair to establish a
moratorium in the manner which you propose. My concern is that
if we put a bill like this in place and a study comes back from
our own Office of Economic Policy advisers, or, in fact, if it
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actually does have results’that-you do not intend it to have,
to dismantle the bill would be just about impossible.
'So I think the better way for us to deal with this,

'h51nce there is uncertainty -- and we have heard much testlmony
on both s;des of this issue —- ‘would be to provide for the bill
—— which I could support -- with a provision that it sunset on

the last day of the 1eglslat1ve session, with the understanding
that ‘what that means is that anyone who acquires a 10% interest
. between now and January 12-- :
' 'MR. DAVIS' The eleventh, I guess. If you want it on
 the 1ast day of the session, it would be the eleventh. |

SENATOR LESNIAK: --make it January 11, 1988 —— would
be subject to the five-year standstill and everything»else that:
is provided in the bill. Anyone who acquires a 10% or more
interest on January 12, 1988, if the bill is ‘not either
extended‘or permanently enacted,“would not be subject to the
‘provisions of the bill. | ' -
_ I understand you feel strongly about your views, and
‘you know that I feel strongly about mine. I would, at this
time, propose an amendment estab11sh1ng a new section. I want
‘to make it clear we are not mov1ng the amendment that was

drafted, because that would have Just sunsetted the entire

bill, which, in effect,,would ‘have made it, unless reenacted,
not operable to people who acquired a 10% interest within this
time period. B N

So, we are not voting on the sunset amendment that was
distributed, because that would have, in fact, gutted the
"bill. My amendment would be a new section which would state
that the provisions of this act shall not apply to any business
combination of a resident  domestic corporat1on with an
interested stockholder of that corporation--

MR. DAVIS: Which became an 1nterested——'

| SENATOR  LESNIAK: --which became an interested

stockholder on or after January 12, 1988. o
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SENATOR JACKMAN:  What about ' all of the other
amendments that you proposed? Are they‘éll eliminated? '
SENATOR LESNIAK: We'll deal with them as Senator
Jackman sees fit. |
' SENATOR O'CONNOR: Take them one by one, Chris.

SENATOR JACKMAN: Yeah, one by one; I don't want to
vote on them one by ohe. o | ‘ -

SENATOR LESNIAK: (inaudible comment)

SENATOR JACKMAN: Okay.

' SENATOR LESNIAK: Seconded?
SENATOR O'CONNOR: Seconded.
UNIDENTIFIED MEMBER OF COMMITTEE: Now, that will
include, also, the new section which calls for the study.
| v SENATOR LESNIAK: It would also include the study by
the Office of Economic Policy. ‘ o

SENATOR VAN WAGNER: I just want to make a point.‘
"Obviously, as you pdinted out, this ‘is not an amendment that I
am wild about. Okay? o | o
| ' SENATOR'JACKMAN: Neither am I, so you've got nothing
to worry about. | | - | |

| SENATOR VAN WAGNER: Neither is Senator Jackman.
- SENATOR JACKMAN: Right. | |

SENATOR VAN WAGNER: But I think it would be-- I know
it would be palatable, or more palatable, if, in fact, the
language relative to the study is included.

~ SENATOR LESNIAK: Oh, absolutely.

SENATOR VAN WAGNER: And if we could, perhaps,
prescribe a date by which the Office of Economic Policy
‘committee would report to us-- ‘

MR DAVIS: It is preScribed. : .

' SENATOR VAN WAGNER: It is prescribed? (no response)
So, in effect, if the Legislature =-- either under my
sponsorship or someone else's sponsorship -- saw fit to provide
a longer life to this bill, they would, in fact, have a study
already completed at that point.
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' SENATOR LESNIAK: Senator, you have my commitment, if
that is the case, that we will take it up forthw1th just as we
have this bill. . ‘

, SENATOR VAN WAGNER Yes.

- SENATOR LESNIAK: Do we have a second?’

SENATOR O'CONNOR: Yeah, but before—— I am going to
second that, but I just want to say that I, too-- I am sort of

n—between your p051t10n and Senator Van Wagner's. I think the
bill is a good bill, but I can see ‘the point of hav1ng the'
study and, in the meantime, imposing some typer of a-
moratorium. So, I am going to support the suggested amendment .

'SENATOR LESNIAK: Dale, will you ca11 the roll?

- MR. DAVIS: For the amendment’

' SENATOR LESNIAK: Yes. '

MR. DAVIS: Senator DiFrancesco?

SENATOR‘DiFRANCESCO; Yes.

MR. DAVIS: Senator O'Connor?

SENATOR O'CONNOR: - Yes.

MR. DAVIS: Senator Jackman?.

SENATOR JACKMAN: Yes.

.MR. DAVIS Senator Lesn1ak° ’ :

SENATOR LESNIAK ~ Yes. Now, we - have other .
‘amendments—- AWe have a public policy amendment that was
distributed. May I have a motion to move the public pollcy°

SENATOR O'CONNOR: Motion moved. ‘ 7

SENATOR LESNIAK: Seconded by Senator DiFrancessb.
Call the roll. ‘

MR. DAVIS: Senator DiFrancesco?

SENATOR DiFRANCESCO: Yes.

MR. DAVIS: Senator O'Connor?

SENATOR O'CONNOR: Yes.

- MR. DAVIS: Senator Jackman?

SENATOR JACKMAN: Yeah. '




MR. DAVIS: Senator Lesniak?
SENATOR LESNIAK: Yes.
MR. DAVIS: Okay, so moved.

(HEARING CONCLUDED)
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State of New Jersey
DEPARTMENT OF THE TREASURY

IVISION OF INVESTMENT

N-290

RENTON. N.J. 08623

May 7, 1986

Honorable Raymond J. Lesniak
651 Westfield Avenue
Elizabeth, New Jersey 07208

Dear Senator Lesniak:

~ Director Forrester has forwarded to me your recent letter'
to him which requested an opinion as to the effect of S- 1539 on

New. Jprsay S retl*ement funds.

Your lﬂtter enclosed 2 memorandum from uomptroller Regan of

"New York to Governor Cuomo wharein the Comptroller disapproved
of a similar bill before ths New Yorx Legislature and cited in-

stances where the pension funds prof1ted from hostlle, sharehol-
der actions.

A similar analysis for the New Jeréey pension funds would
show the state pension funds realized gains of $107 million from

‘the companies which warz subject to the shareholder actions that

were cited by Comptroller Regan. These gains, of course, weres
subject to considerable variation, depending upon market con-
ditions at the time and thas chzanging status of various tender
offers. To my knowledge, non2 of the compznies (Conoco, Getty,
Superior, Gulf Cil, Philips Petroleum, Unocal) were incorporated
in New Jersey, so none would have been affected by the earlier
passage of a bill 1like $-153°

Comptroller Regan also noted in his letter that the New
York state pension funds had not supported management proposals
to modify <corporate by-laws to provide for wvarious forms of
"shark repellants", including anti-greenmail provisions, fair
price amendments, ©blank check preferred stock authorizations,
staggered boards of dir=ctors, and super majority votes to ap-
prove mergers. The Division of Investment has also consistently
opposed such by-law modifications in the interests of plan
beneficiaries. :

- New Jersey Is An Equal Opportunity Employer
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Honorable Raymond J. Lesniak o -2- - May 7, 1986

- The Division has not made a study of its holdings to deter-
mine which would be affected by the proposed law. The great
" majority of the <corporations represented in the pension fund:
portfolios are incorporated in other states,  particularly

Delaware, and thus would not be affected by the bill.  Fur-

thermore, many of the affected New Jersey corporations have al-
ready adopted anti-merger provisions in their by-laws, so that
- the incremental effect of the proposed bill would be negligible
in these  instances.  Finally, the great majority of the
- Division's holdings of New Jersey corporations will shortly be
sold under the provisions of the South African divestme 't legis~

lation enacted last year. :

. I
iVery truly yours,

: v o : "Koland M. Machold
RMI /KD : : S Director.

cc Michael R. Cole
Susan M. Connell
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SUMMARY STATEMENT b&f( YA
Roland #. Machold. 7

Remarks before the United States House
of Representatives, SUbCOmPltt—Q on Telecommunications,
Consurme Finance '

March 19, 1986

I am Director of Inves e State of New Jersey and
co-chairman of the Council of Institutional Investcrs. I am a
fiduciary for 380,000 beneficiaries of the New Jersey public er-
ployee pension fund systars.

It is gy view that the renazgements of many American cor-
.porations =erz2 eacting eageinst . the interssts of their own
g2s
nt
o

l.'

shareholders by 'niti~t1n5 c in corporate governance
procedures which protect managern , abridge sharenoldsr rights-
and reduce ths vzlus c¢f securit h21ld by shareholders.

o

I belisve thzt shzrzholdsrs should ba pretactsed by a bill
of rights, whicn would provide thzt zzch share of common stock
would hzve onz vote for svery cshars of stock; ‘that all common
snereholders should bz  treatzc< egually; that a vote of a
m2jority of shzrzhcolders should be required in certain instan-

‘CQS' and thzat corrorzts compsnszticn end th2 choice of auditors
hould be subizct to tns zpproval of cutside directors.

It is my contantisn thnzt limitztion of snzranolcdars! voting
rizhts will ssrve Lo esntrsnch rmzrnzgzosnt, to limit the maximun
rzelizeticn 2% ghzrehglizr valivze 2nd to innibit tre vitality of
czoitzl mzErkets in tne Unice? Z:i:ztzs.

: Zolznd it. “azheld
RUiM/uz Dir=cter
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Roland 1Ii. Méchold

: Remar¥%s bzfore the United States House
of Reprzsentatives, Subcommittze on Talecommunlcatlons,.
Consumer Protection and Finance
March 19, 1985

ChéifmanIWirth,_ fellow Representatives and members of the .

staff, I am very grateful for ths opportunity to address you

today.

[t

I 2m Roland M. Machold Directecr of the Division of In-
[} | . .

- vestment, State of Naew Jersey. I am responsible for investing
- ©9 state funds with totzl =zssets of about $19 billion.  Of this
amount 2bout $16 billicn repressnis ths holdings of ga2ven state

adninistered pension funds h2ld in trust for ‘80 000

- —~ . -~ -~ - hy S -~ - Loy "‘.
2w - Jerssy p2nsicn  funds regressznt elmost 211 of - tha 1life
savincs of public employsss whiss evarzgs znauzl szlary is 2p-

g - Th2 rurmzer of Dbznsficizriss c¢on-
stitutes ovar 5% of tre pepulzticn of ths Sizts of Neow Jsrse'.
rurthermor2, since trne piansicn plans provide for defined
tenefits, =2ny shortf2ll in Invsstzznt rsturns must b2 fundzd by
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I am éppoihted by a noh-bartisan State Investment‘Coﬁncil
and, in my role as Director of InveStment,' I havérno affilia-
ticns witb'any pglitical ‘party. I am also ¢o-chairmaﬁ of ths
Council of Institutional Investors. However, my remarks today
are my own, acting as fiduciary for the funds under my Super-‘
vision, and vdb}not‘ reflect .fhe' views of New Jersey ‘6r thé

present administration in New Jersey.

Issuesrof corporate governance and effofts to inﬁreasé,in-
vestor protecticn ars the primary concarns of.the Council of In-
stitutional Investors, which waé formed in response to the
nctorious Iexacokand Disney "greenm2il" share repurchasés. I am

one of thz threz co-chzirmzn of +this organizaticen, 2an or-

gzanizaticn which was formed specifically to protect security

0.

holders rights and to exercis2 our in ependent fiduciary respon-

Our crzznizzticrn hes zbout 40 5embaés,. whose investmsnt
raspensidbilitiss agygregate sbout 3130 billion, The Council is
o= ts =il instizZutionszl inwssttzat plzn sponsors, including
corgcrztie  psnsion Iunas. it iz not our intention to bs adver-
szrizs ¢of corporsts Amzrig¢z,  but, =2s invsstors, to be partners
wvith corporzats manzgsmznc. mowevar, 1T eppezrs thzt soms cor-

porz2tions view us and thesir otner sharsholdars as =2dversaries
cand hzve taien many initiztives to limit and =2tridge our rights

= c
e

0n
1Y

curities holdars.
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Thévcouncil Of}lnstitutionai»InvestOrs'is hot_in a position
" to engage ih concerted political acfion. As fiduciaries, our
}ccﬁcerés and*individuél authority ars limited to :fiduciary is-
sues, 2nd ﬁone df,u; is in a position to support the political
- agenca ofylanother party, inclUding'eaéh‘ other;« Ve employ no
lobbyists or"public relatiéﬁs professionals and haVE‘vno'
bolitical action committee.'f In appezring bsfore you jand your
COmmissiOn;  I am preSenting my individual point of'view and not

a collective point of view.

 I>¢annot;addr§és individuaily the myriaﬁlforms~ of abuses
kthat corporatidnsvhave‘initiataﬁi - the shark repellents; green#
mall, goldenj parachutszg, poiscn ﬁills, tha iSSEQﬁ:e of non
'voting shares of ’stock,' staggeré:‘bCarés of directors, etc.
,However,‘éolléctively, they represant en zssault on the value of

our sscurities. Studies by the Sscurities a2nd EZxchange Con-

hzve a cdirsct negztive =Ifzct on  the mzrhst rorices for  stocus,
and this effact mzy be 2 1dsz In vzluszs of ba2iween 15 and 55;
depending 61 trne nzturs ¢l Tns ;:"-i;e~éﬁt. In my own
2yp2riance tn2 vzlus 0of =z vcois mzy t2 evsn higher‘ih ‘certain

I recognize that thesz moiificztions of srzrsholder 'rights

ar2 often approved by 2 mzjority of the shara2holders; - never-
theless, in every czs2 2 =minority of snaraholdars is disen-
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currsnt shareholders. Furtharmor2, corporate - proxy voting

procedures, and the close relationships between corporations,

corporate .pansicn erids a2nd th:  b2nks and rmon2y managers who
sarve corporations, together mobilize to advance the interests

of corporate managars ovar shareholder interests.

In the abéence of voting rights,'a éhare of‘cqmmon stock is
merely a feeble security, no more than a perpetual loan without
‘the assurance of any return. The value of the share is‘at'the

, @ managemant who is no longer ac-

t

mercy of corporzte mznag

&

[

r

W

n

countable to the investor. It is my contention that the limita-

.

tion of shzreholder voting rights will serve to entrench

1
[}
3
W
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D
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[
3
ct
ct

9 limit the  mzxirmum rezlizaticn of shareholder.

velues and to innkitit the wvitzlity of capitzl markets in the

Unitzd States,

To dzte thz Council's prizzry funcition has bzesn to inform

tz1l initiatives which af-

O
)

1
3
i
1]
I
ct

fect sharenolisrs' rightis. vz wet witn =211 pzrti=zs in the
Prilics Pzirolsurm contzzl; c zrowviZsl z Zforum {or discussinag
poiscon pilles; w2 met witn reprezzntstitives 0 tha stocil exchanzes
to express our supzert for ths osne-shzre, one-vote rule; we mat

procecsed statz lzw which woull nzve changad the parcentagse of

the shareholidar vote racguired to approve a2 marzer and w2 met

witn tn2 S=2curities znd EZxchzngzs CTemmissicn to discuss these is-

Su2g., Ve intand to promulsgzte e dreft of 2 Sharsholder Bill of
=4
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Rights for consideration by all interested parties, including-

cheb investors, corpcrate managers, the Securities and Exchange

: Coj:isSidn eand any intarested members of Congress and the
" public. This draft Bill of Rights will propcse that all holders

of common stock should have one vote for every share they own,

that all "common sharéhdlderé ghou1d b2 treated equaliy: - that
cerfain cdrporate isSues should bevsubject.to a majority vote of
'cémmonfshabeholders; and that the selection of auditbrs»and the
establishment of co:pehSéticn standards_shOUid'be subject to the
approval of outside dirgctors._ | | |

Still, we are overwhelped by the variely and ingenuity of

corpo

"3

r

-

ct
(/]

acticns which er2 dzsizned to lirit our voting rights
and which have recuced ths veluz of cur sscurities. ¥We ere

shocked thzt the business judgmsnt rule would bz construed so

‘broedly that =zn exscutive cen cleim 2 835 million "golden

- 3 - - ~m) _~ss -~ P

mechanisn which, if sfocted brozdly, vwoulld effsctively =ntrencn
-~ -~ - —~ - - -~ PR - Y ¢ ~ o~ - hi ~ -~ - P

ccroorzcs znzgzmznts znl snzroly recdules the vV2iUugs nzvo mligintc
- - N - ~ - -~y -~ ~ - - - <

accrue  to . tnz shzrehclisr tnrcozn corporzte restructurings or

ovarnanca,

‘09

c

the Jjudzmants of stzte ccurts 2nd the enactment of stzte laws
which protzct corporzte intsrszsisz, hava unbzlanced the covenant

which exists batwsen investors, corporate management end  the




public interest as represented by' the Government. This con-

vanant is the cornerstone of our system of privats enterprise

v

and th2 essesntial ingredient for dynamic cepital mzarkets.

Ten yearé ago I was concernad thzt the government was in?
.truding  upbn shareholder valuss and mahagement initiétives
through price controls, méndated non-pfoductive expenditures;
and government'regulatiOn. Now, in the present' laissez faire
,environmeﬁt, ‘I am concerned that corporate managements are
taking aannﬁage of ihvestors, with the Vcooperation “of 1dca1
Cgovernrgents aﬁd the indifference of the Federzl governmént.: I
am ‘here today to esk ycu to support the investof - all in-
' 1

11 - to restain this essanti

vastors, ‘beth lzrzs z2nd so

[\))

Ry

covenant bestwz2en investors, corporate mznagamant and the public

interest,

I 2am oftan zzit2l whazthzr it 1is z2porezrizte thet corporz-
tions shoulsd bz controllsd by irsitituiicnzl investors znd othsr
shzranoldsrs, =2znd I - rzply trnzt, within thz2 contaxt. of ths
zforeznentionzd convenzrnt, woull vou prziar trnz zltsrnztives ¢f
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many y22rs 220, 248 th2 second would be 2 radiczl change in our
free enterpfise systenm., The investers =zre ths owners of
Americen corporaticons, =anZ corporats rznagerent should be
responcsive to tham znd should act toc presarve 2a2nd improve
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porat= managements at the prasznt tirs, bu

I am asked whether the investor's goals are too. short term

“to préserve ths continuity of curpor:tlons, and I reply that in-

vestors can and do mzXe lon term ﬂudomants.  In my o

instance, I have on. o3 casion voted against Boone Pickens's

‘proposals, and 1n almost all instancas I have supported cor-

poratev managnmonts agalnst corporate raiders. However, 1

believe that such decisions should be subject to the consent of

‘the owners of the corporations and shduld not .bé the sole

prerogative of corporats mznagsrents, vwho would otherwise be

frée_to sarve their own pebsonal interests. I would like to add

~that there is nothing wrecng with judgment s over ths shorter tern

as well, " The oil industiry wzni thrc ugh very shzrp - cyclical
‘changes in recent yesrs, ani tns managsmants of “hese companie

ware slow to address the overcapitalization zand the 1nventory of

unproductive fzcilities which ensuzd, The good rznagerents in-

stituted shzre repurchzsa progrzos znd liguidataed unproductive

facilities. Th2 slow conss hsli bzcox z2nd wzitad for betiesr

TR, T AR e e —— g ———a o~ mman e e Wi,
times. Trs tzd mznagszments mads poor zcguisitions, which, for
p + o - mrern R e AR SUCHN T ey 2 .
th2 mest pzrt, hzrrsl tns shzrazszlisr, Iin evzry instance -the

vote. hAny ebridgment ¢f trzt wvoie will leave tha companies ac-

couhtable only to ths governmsnt., This mzy be npp2zling to cor-
t in th2 long run thay

may feel more comfortzble with t:

I am =asked whether it mzxes ssnse for institutional in=-

J0X




“vestors to have the authority and perr to affect'cﬁrporéte
busineSS decisions. Hy answer isfthat investors should not in-
truce ubon ‘ccrporate business decisions, but should have the
right of consent to any corporats acfioh which will have a sig-
nificant financial éffect upon a corporation and its shérehol—
“dars. I would liké to be ablé to vote on specific "poison pill"
and’similar provisions.  I Qould like to be able to vote on mer-
ger proposals which have a significant impact on shareholder
.values, and I would not like corporate governance proéedﬁres to
inhibit the presentation of.such proposzzls. I wduld.like to be
able to votev on programs wnich provide"for. the incurrence by
corporzticns of large aﬁounts of-low.quality cebt. I WOuid like
to be abls to vots on = $£35 million "goldan parachute".
Fowevar, I ﬁo notvtént to do thz Job ofhcdrporate_managens. To

the contrary, I would like corpcrzte maznagsrs to hzlp me do ny
Tr

- < - - ~ ~ o~ ] ~ - | -~

cob by being bstter finznciel mznzgers. Trz corporats mznagers
S ~ ~ - -~ - -~ ~ -~ 2 S - -~ '~ 45 3

0l tcclzy mugt e a:z soghigticztzl 1n m2Naging tnelr debt &nd

ezuitly - czzozcitly z2zs irnzy zrz in Tenzsging thsir plant czpacity.

d

o

jag
S

r exicsting state znd Federz2l prudsncy laws, such collusion is-

illegal., I 2n the fiZuciery fer thz funds unier my surpervision,

O

and I cannot delegate that respeonsibility to =z2ny cther group or
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~terests to the intsr

‘bzneficizries and ths tzxpzyers oI my stzte. VWe have very c

our nmoney internzlly, eand invz

individual.

I am asked whezinzr the méximization'of shareholder values

~ conflicts with a corpofation's obligations to its employees and.

'its_éommunity; My'reply:is that a healthy corporation and a

healthy community are inseparable’and that there are many state
and Federal laws alrezdy on the books which"define these

relationships. Still, the corporate manager's primary respon-

- 'sibility is to 1its ownsrs, and a sacrifice of shareholder in-

w .

sts of others will only haram all parties in

the long run.

By these responsss, - I have zddressszd many of the issues

e

raised in your invitetion to ms. Still, you have raiszsd several

other specific questions which I will address briefly. Proxy

m

votes are a significent rzsponsibility for the New Jersey pen-

: s ’ : PP o PRV s . myn
gion funds, =2 resgonsitility thnzt I tzke very ssriously. Thay
concarn rzttars whnish o glznificznily affect  the plzn
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zuidelines and gfrocedurss for voting proxises, 2ni ell cf my zc-
3 . PR i Fa A A= o - - el NP ’
tions are sutject to ths censsat of & non-partisan Stetz In-
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vestnznt Council, which is rzpresentzative of both ths
baneficiarizs 2435 <+rz prozd puciis intzrzst We mzanzge all
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T in both larzs and small conm-
panies. The sizs of our invesisznis and our trading do have an
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minimize our impact by diversifying our investments both over

time and across a large number of compznies. As a state agency

[}V

ué' ar= ‘nct directly subject to ERISA and the Department of
Labor. However,lI balieve that the law has done a great service
by promulgating‘avnational prudent. person law. Nevertheless, I
am’concerned thaﬁ powerful special interests are mobilized to
weaken this law and have shifted their efforts from the state_

level, where beneficiary interests are fully represented, to the

nationai level, where}beneficiary interests‘may be diluted.

In closing, I would like to thank you for the opportunity
of eppsaring vefore you today, and would welcome any questions

you might hzve.

13X
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APPENDIX A

PUBLIC POLICY CONSIDERATIONS

In evaluating Senéte'Bill No. 1539 from a public
: policy standpoint, the_focus shouidbbe'directed to whether
ithe proposedvlegiélation is necessary in the context
ofvthefcurrenﬁ business_environment andvadvisablé as

a means of attempting to address a legitimate concern.

7’Initially; it should be recdgnized that the .
bill’does‘not prévide.a Ne@ Jersey cbrporation that would -
be éovéred.by its prOvisions with any bénefits or-protections
1that the corporation could not by itself_éecure'through
propefly'adopted amencments to its certificate of incorporation

and/or bylaws. This is particularly significant in light

of the recent study conducted by the Investor Responsibility

Research Center which reveals that almost 80% of all

Standard & Pobr'é 5C¢ ccmpanies had adopted some form

of anti-takeover meésufes by the end of 1985. Presumabiy‘
due care and consideraticn were given ‘to the measurés‘
adopted by each of these corporatiors in order to tailor

the specific heasures seleCtéd'to the Specifié needs

and ¢ohcerns‘of the corporation, with appropriate shareholder

input.

Senate Bill No. 1539 tepresents a}very broad-brush
' approach to'cérpqrate takeovers that could be inconsistent
vwith’many df the actions already taken by New Je:sey
 corporationsvand'their shareholders. We question_wheﬁhef
New'qersey should'enaCt what would be perhaps thermost

restrictive anti-takecver law in the Nation at a time

14X
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when the vast majority of corporations have already proceeded
independently to adopt measures that they have determined

are best suited to their particular needs.

The enactment of Senate Bill No. 1539 could
have serious adverse consequenées for New Jersey corporations
and the environmeﬁts in which they dperate. By freezing
such corporations and their 10% étockholaers from‘engaging
in a wide variety of trarsactions, theAbill would:
(l).diScourage large investment in New Jersey

corporations

(2) encourage large investors to seek control
of such corpcrations through means other than

stock acquisition, such as costly proxy battles

(3) erncourage re-incorporation outside New
Jersey by large investors who succeed in obtaining

control

(4) create an unhealthy atmosphere in the boardrooms
of New Jersey corporations in which a "frozen"

interested stockholder has board representation

(5)vinVést incumbent management with the power
to prefer one out of multiple biddefs for a

New Jersey corporation By exercising the authérity
‘to approve or disappréve a suitor in advance,

and

15X
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(6) reduce the market value of shares of New
Jersey corporations by rendering them unattractive

to large investors and, in many respects, takeover-pr

The clear effect of the bill would be to discourage,
ifvnot fender imprécticablé, both unfrienaly acquisitions,
of 10% or more of a New Jerseyvcorporation's'stock and
tender offers for 100% of a'corpératibﬁfsAoutstanding.
shares. 'By prohibiting (and a five-year freeze is tantamount 
to é prohibition) é,sutcéésful offeror from merging Qith
the target ¢ompany; the'biil.would discourage all tender
. offers fof Néw Jersey'corporétionsv(other_than tender
offers»thatvprocéed with incumbent manaéement’s blessing).
Such a reét;icﬁion_serves no purpose other than preservation
of incumbent management, whéther_that managément is effective

or ineffective at running the corporation.

" Tender offers;(or:the potential for them) play

.~ an important role in‘aséuring that the managemenﬁrof

a corporation‘runs it efficiently and effectively. 'Well—rﬁn
’cémpaniesvshould not be fegaraed simply as profitable
investments for their»security holderé because a healthy
cqrpbratiéh is_iikely to pfovide a community with employment:
~opportunities and tax revenﬁes-commensurate with its
sucCess.‘ By the.same token, a poorly-rﬁn company can

éost'a commuﬁity jobs and financial support. While there
ére.many motivatiﬁg»factors that contriBute to tender

offer activity, it is clear that depressed stock prices

due to ineffective management preseht attractive possibilities

i
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to would-be acquirors. Legislation that would erect
insuperable barriers to the acquisition and rejuvenation
" of such poorly-run companies would have far-reaching

social and economic costs to the State and its residents.

The merger and consolidation prohibitions are

- by no means the only'objeCtionable'restrictiohs in thé

bill from a pubiic policy point of view. The prohibitidns
against salesfand exchanges of asséts between a corporatidn
and an interested stockholder preélude a broad range -
of transactions that could be highly beneficial to a
‘corporation and that would, absent the bill, proceed

‘with the overwhelming approval of thevcorporétion‘s

shareholders.

Consider, for example, a corporation with a
larce unprofiﬁable uivisicn located in New Jersey which
it must close down or dispose of at a distressed price.
An intereéted stdehqlder may be the_most familiar person
with ﬁhe éperétions of the division, the most confidént
with respect to its future prospects and the mést likely
to offer fair value for it. If, howevér, his acquisition
of stockv&as not~pre-appro§ed by the corporation's board,
a sale of the division to the interested stockholder
would be‘preclﬁded for severai years -- long enough to
assure ﬁhat the division and the New Jersey jobs it provided
disappear. Moreover, neither bo;rd nor shareholder action

could provide any assistance.

/77X
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'1The restrictionsvon the issuance or transfer
of stock to interested'Stockholders'are also flawed.'
An 1nterested stockholder might be a fertlle source of
adoltlonal capltal for a corporatlon whlch, for a varlety'
of reasons, mlght not want to finance in the public markets.
;‘The blll would eliminate the~opt;on of Such a corporatlon
to place additional equity,withian existing large stockholder

who years earlier had not been pre-approved.

The numbers and types of transactions that
would be prohibited or rendered unduly complex and
expen51ve by thlS leo*slatlon are 1eg10n. Moreover,
the power.to«control the corporat;on and to aCt,in‘its
best‘inter stvﬁodld be saddled with restrictions that
’will laSthor a mirimum ofvfiVe years and'cannot'be_removed
by action by the ccrporation’s‘board of directors or
shareholder Whether interested or dlSlnterested One
need ‘ ly con51cer the cramatlc changes in the f1nanc1a1
world over the past five years to apprec1ate how devastatlng

the proposed five-year pron;bltlons would be.

Theblikelydeffect of the’proposed restrictions
“is selfaeVident;_ Investors will be reluctant to contribute
1cap1tal to New Jersey corporatlons, and strong incentives -
will be created to take whatever action is necessary
to free corporatlons from the strlctures of the bill --
by re- 1ncorporat1ng in another State or mov1ng the Company

- out of New Jersey. The ablllty of New Jersey corporatlons
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to raise capital in the public markets could be'adversely
affected as investors recognize the long-term problems

this legislation would engender.

In summary, one must evaluaté the_coﬁcern that :
is sought to be addressed'by fhis legisiation, the
évailability’of othef, less dfécdnian means of dealing
Qith it and the likeiy adverse consequences of its
enactment. Wé‘believe that corporations have acted and
’will continue to act to provide their shareholders with
whatever protection they deem nécéssary in the conte#t
of takeovers. We believe that the State of New'JerSey
néedrnot and éhouldvnot inﬁervene in this area throﬁgh
legislation thaﬁ coulcd be seriously detrimental to its
corporations, their shafeholders and’thé communities-v

in which they operate.
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REVIEW & OUTLOOK

Takeover’s: The Market Test

Capitalism, then, is by nature
a form or method of economic
~change and not only never is but
necer can be stationary. . . . The
fundamental impulse that sets
and keeps the capitalist engine in
motion comces from the new con-
sumers’ goods, the new methods
of production or .transportation,
© - the new markets, the neuw formns
of industrial organization that
capitalist entcrprise creates. . . .
* . The opening up of new mar-
“kets, foreign or domestic, and the

organizational development from.

the craft shop and factory to such
concerns -as U.S. Steel tllustrats
the st process or industrial
mutation—if 1 may usc that bio-
logical ternc—that instantly reco-
lutionizes the econoniic structurc
Trouc within, incessantly destrou-
_ing the old, incessantly creating a
new one. This process of Creativ«
Destruction is the essential fact
about capitahisuy. It s what capr-
talisn consists in and what every
capitalist concern has got to live
m.oo.. .
[T)he problom that is usually
being visualized ts how capitalisni
administers erxisting structures,
whereas the relevant problen is.
how it creatcs and -destroys
them. ~
Joseph A. Shumpeter
“Capitalisny; Socialism
and Democracy'"

So the greatest economist of our-
-century described the essence of capi-.

talism. And after listening to the big
debate orn corporate takeovers this
year, we found our way back to his
* great book and particularly the chap-
ter-‘The Process of Creative Destruc:
tion.” For the longer we've thought
about the subject the less we've come
to fear a “takeover mania.

Instead

we fear some heavy-handed congres:
sional regulation, if indeed the Dela-
ware Supreme Court has not already

_gone ‘too far with its recent ruling

handing managements new defensive
powers. The danger in inhibiting take-
overs is cutting off Shumpeter S cre-

-~ ative destruction.

Readers of this page have been

‘able to follow a remarkable airing of

the sides of the takeover debate:
raider Sir James Goldsmith (Feb. 11},
poiscn-pill inventor Martin - Liptor
(Apri! 3!, investment banker Feiix
Rohaty: tApri] 18), Prof. William J.

Carney of- Emory’ University- (April
'29:, Gregg Jarrell and Kenneth Lehn

of the SEC (May 1), Sen. Pete Domen-
ici or. his bil! to regulate takeovers
tMzy 14:. Frederick Joseph of Drexe.
Burrhan: Lambert in defense of **junk
bonds ™ (May 311

Critics of takeovers like Mr. Lip-
tor;, My. Rohatyn and Ser.
have urdoubted!y been able to identify
some- problems. But many of them
are either nci unique to takeovers
thich: leveragei or already being

" soried outin the marketplace (greern-

maili. On balance we have been more
impressed by the arguments of the de-
fenders. Ir particular, they can show
that much of what is being criticized
is legitimate investment banking~
creating new financial instruments

" and new corporate structures more

suited
place.
This is perhaps most easily seer. bv

1¢ the contemporary market-

‘focusing on one issue, the “restructur-

ing™" of the oil industry. T. Boore
Pickers gave his views or this issue ir;

- a Jarn. 8§ letier. and it was addressed

quite independently of the takeover
battles 1, &¢ Feb. 21 article by John
Sawhill of McKinseyv & Co. The turbu-

+ lence of energy prices in the 1970s has

completeZ\' chanaed the environmer:!

Domenici -

for the oil industry, creating a glut of
refinery capacity, leaving producing
nations rather than international com-
panies in control of oil reserves and
greatly enhancing the importance of
the spot market for crude oil. In these

- new conditions, the traditional verti-

Creative Destruction—I
An Edstonal Series

“cally integrated_ oil company is no
~ longer necessarily the best answer for

either the investor or the consumer.

The problem is how to shed ineffi-
cient refinery capacity, take advan-
tage of the spot market, and return-
cash flows from oil production to the
capital markets so they can be redi-
rected to other opportunities. It is not
impossible to do this within the struc-
ture of present oil companies; refiner- -
les and retail outlets are being closed.
Exxon, surely not under any takeover
threat, has repurchased some of its
shares, a way of returning money to
the capitza! markets. But inertia at-
taches to any large bureaucratic
structure, and even when raiders have
not succeeded -in ousting manage-
ments they have often been the cata-
lysts for necessary restructuring.

This is certainly not to say that ev-
ery takeover proposal is economically
justified, let alone that the raiders are
motivated by a public:spirited desire
to improve economic efficiency. But
legislators or judges who have to de-
cide on takeover law ought to rezd
*“The Market for Corporate Control”
in February's report by the Council of
Economic Advisers, which concluded
that takeovers add to economic effi-
ciency and wealth, and should be not
discouraged but encouraged.

In particular, it's important to re-
member that greed is disciplined by
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Abuses, Real and Imagined

Nearly everyone agrees that a cer-
tain amount of corporate takeover ac-
tivity is a good thing, serving what Jo-
seph A. Shumpeter christened ‘'The

Process of Creative Destruction” - -

capitalism destroying old structures
and creating new ones. Even critics
who worry about the fairness of take-
over rules tend to agree that times do
change, that corporate structures

must change accordingly. and that the .

_takeover threat is a useful spur.

We have been seeing 1 lot of take-
over attempts because the economic

- Creative Destruction—I1
An Edistorial Series

environment has been changing rar:
idly, not least because of macroeco-
nomic blunders between 1965 and 195(.
The inflation wrought by a guns-and-
butter fiscai policy and a monetary
policy cut loose from: its previous goid
anchor created a bubble that was
- pierced by the near-collapse of the
dollar and the resulting appointmer:
of Paul- Volcker in August 1974, As
inflation went up we experierncec &
round of takeovers as part of the ad-
justment to the new environment. and

as it abates we are quite predictably

experiencing another for the sani
reasons.

So what's the problem” Number
one on most lists is the creation of
debt; no matter whether raiders or
defenders win, equity is usually re:
placed by debt. Some fee] that debt
for takeovers is nonproductive, and
will “‘crowd out ' borrowing for better
purposes. Yet when funds from the
newly acquired debt are paid to
shareholders, they do not put them in
mattresses. Most likely. they reinvest
‘them. If you believe in markets. ir-
deed; the funds paid to shareholders
will be directed intc more lucrative
opportunities. So future cash flow of
Target Company is being used to pay
down debt that was in effect invested
in Upandcoming Company. The capi-

tal markets have reallocated fund< o

better investments.
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Everything will be fine provided
Target Company's cash flows can

" service the debt, and markets are not

likely to accept debt they believe wil]
not be repaid. Of course, their expec-
tations may be disappointed, particu-
‘larly if there are further macroeco-

_nomic blunders. This is not an argu-
~ ment against takeovers, but against a

tax system that rewards leverage by
allowing corporations to deduct inter-
est payments but not dividends.

A second problem, now acknow-
ledged by many of the raiders them-
selves. has beer. greenmail. Strictly
defined. greenmiai! is the purchase of
the raider’'s shares by the target cor-
poration at a price not offered to other
shareholders.  Frequentiv
make big profits fron; failed take-

overs if the stock is bought out by

white knights or other bidders. So
long as theyv get the same price as

other shareholders. thev can walk -

away feeling theyv have beer catalysts
for creative destruction. But if the
raiders’ shares command a premium,
other shareholders’ funds have been
used to enrich the raiders and en-
trenchk the managemernt. Greenmail
strictly defined has by now practically
vanished: neither raiders nor man-
agements have found it worth the
lorg-rur price. But the suspicior that
raiders are out for greenmail colors
takeover attempts, providing much of
the impetus for proposed limitations
in Congress and the courts.’

Yet surely greenmail is more of an
abuse by the managers than by the

- raiders. If there is a big problem with
hostile takeovers, it is that as the big-

gest potential victims, the managers
of a target company, have interests in

" conflict with those of their sharehald-
" ers. So-most takeover critics at leas:

profess to wbrm about not only the
tactics of raiders but -those of de-
fenders. Indeed. the critics tend to

faster. on ‘‘golden parachutes,”
though ir: fact generous severance
contracts for management tend to
align its interests with shareholders’,

raiders

RIEVIHEW & @UTILOO]K

LRSS 7
actually working against the inherent
conflict of interest. _

As for defenses that actua!ly pro-
tect management, shareholder ap-
proval solves a lot. Who can really
complain if a company convinced
shareholders that their long-term in-
terest lies in protecting the present
structure? One example is our parent,
Dow Jones, which as a media com-
pany is potentially vulnerable to take-
over attempts based on noneconomic
motives. Nor is shareholder approval
automatic, as the rejection of Rorer
Group's ‘‘poison "pill"’  showed last
month. Given the inherent conflict of
interest, a certain suspicion should at-
tach - to the desperate measures
adopted in the heat of battle and with-
out shareholder approval, even if
these measures are defended as -at-
tempts to-even the odds against *‘co-
ercive'' tactics by raiders.

The coerciveness supposedly re-
sults from “‘two-tier" tender offers. -
The raider offers to buy 51% of the
company now, and 499 later. If the
prospect is that the 49% will get less,

~ the shareholder has a big incentive to

side with the raider or miss the best
price, and thus the deal is decided by
this tactical advantage rather than as-
sessments of long-term economic po-
tential. It's far from clear that this
problem is as serious in the real world

“as itis in theory; an SEC study of the

issue found no evidence two-tier offers

_ were effective in any coercion, and

they are frequently used in friendly as ,

» well as hostile takeovers.

In any event, any advantage
raiders got from two-tier offers has
been at least evened by the Delaware
Supreme Court decision in Unocal vs.
Mesa Petroleum. The court has in-
vited management under -attack to
counter with its own even more dis-
criminatory two-tier offer.-And given
this outcome, the present issue is not
whether raiders should be stopped but
whether regulators have already gone
too far in erecting obstacles to take-
overs, protecting current corporate
structures and thwarting the possibi}-
ity of Creative Destruction.
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REVIEW & OUTLOOK

In one of the biggest tender offers
of the vear, R.J. Reynoids is offering
to buy 51% of the shares.in Nabisco

for $85 a share in cash. A big hunk of

cash flow from tobacco-surely a dy-
ing industry—is being paid to share-

holders in a cookie company. Most of

the shareholders who receive this pay-
ment will no doubt invest it in other
opportunities, and probably . more
promising ones. Surely the merger is
a good example of Joseph A. Schum-
- peter's ““Creative Destruction.,”” cap:
talism creating new structures to
meet new market demands.

" The Reynolds-Nabisco case, of
course, is a friendly takeover. Revn:

Creative Destruction—I11

Last of a Seres

olds will achieve further di\lers,ifi(-a-
tion out of tobaccc. Nabisco CEQ F
Ross Johnson wili become number

two in the much larger company. Na-

bisco -shareholders. whose = shares
were trading at about $60 a month:
ago, -will 1ake home a tidy profit.
Though the bond rating agencies tut-
tutted and Standard & Poor’s marked
dowr Reymolds's bond rating. every-
one else 1s hapry. '

- Of course, not all shareholders wil!
get $85 in cash now. When Reymolds
gets its controlling 515, the remain-
ing 49% of the shares will be ex-
changed for $42.50 in senior debt secu-
rities and . preferred stock with a
**stated value of $42.50. The deal was
put together by Wall Street firms
whose very names reek respectabil-

ity-Dillon, Read and Co., Morgan
- Shearson Lehmar

Stanlev. & Co.,
Brothers Inc. And we've vet to hear a
. word of complaint about this two- ner
“offer.

Yet the same offer would sureI\ be
criticized as ‘‘coercive
- made without the permissior of the
target company's CEO. And if the of:
fer were made by someone who'd

~ “raider.”

if it were -

The Delaware Tilt

been in the news as a corporate
) advised -by racier Wall
Street types, the target company
could reply with an even more uneven
two-tier offer: as much as it wants for
shares owned by shareholders it liked,
but nothing for those owned by share-
holders it didn’t like. At least, so the
Delaware Supreme Court has just

"held.. This precedent in the state

where most corporations are char-
tered ought at least to end any allega-
tions that in hostile takeovers the
rules are stacked in favor of the
raiders: it tilts the tablie enormously
toward incumbent management.

. The Delaware case is Unocal vs.
Mesa Petroleurni, the first clear defeat
for T. Boone Pickens ir. & successior:
of oi! company tenders. In justifving
the Unoca! defensive counteroffer as a
valid “"business judgment™' with whick

‘courts should not interfere. the Deja-

ware ruling seems to represent a vas:
expansion of the rights of manage-
ment 10 deferd itself -against hosme
takeovers.

Mesa had offered Vo, a share in
cash for 51 of Unocal, with the other
49 to be exchanged for a combina-
tior. of debt securities and -preferred
stock. Urocal responded with an offer
to exchange 297 of its stock for §721n
debt securities, but stipulated that it

" would not accept the shares held by

Mesa. Lower courts ruled against the
Unocal offer, on the ground that all
shareholders must be treated alike.

The Delaware Supreme Court.
however, held that it was reasonable
for Unocal to conclude its shares were
worth more than §54, that Mr. Pickens
was primarily interested in ‘“‘green-

mail,”" and  that it had a duty to -

protect shareholders from the coer-
cive choice of accepting $34 in cash
or later receiving $5 in what the
boaréd  has concluded are junk
bonds.” :

" After the ruling. Mr. Plckem and

*Unocal Chairman Fred Hartley. nego-

tiated a standsti“ i whick Mr.

DO NOT MARK REPRINTS:
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Pickens gave up his takeover attempt
and agreed to sell his shares only
slowly, but was allowed to tender
shares for the $72 offer. In addition to
repurchasing shares, Unocal is also .
restructuring itself by spinning off its. .
reserve holdings into mnew partner-
ships with more favorable tax treat:
ment and thus higher value for share-
holders.

The notion that in the context of a
proxy battle a company can make
payments to some shareholders and
exclude others, though, breaks new le-
gal ground. Sensitive to the implica- -
tions of its own logic, the court re-
marked in its initial decision: *““We
caution boards of directors of Dela-
ware corporations that they do not
have unbridled discretion to defeat
any perceived threat to corporate con-
trol by any Draconian means avall
abie.” ,

It will be interesting to see if ‘this
big victory for incumbent manage-

_ment ends congressional proposals to

limit takeovers. At last count there -

‘were 20-odd bills in Congress to }imit -

tender offers, or at least ‘‘balance”

the rules of the game.

- We would be. astonished if Con-
gress showed any particular interes:
in tilting the tables back toward hos-
tile takeovers; what congressmen
bring to the table is the desire to pre-
serve industries and jobs in their par-
ticular constituencies. Their incen-
tives lie predominantly in impeding
the process of creative destruction:
politicians do not like an uninhlbnec
marketplace they cannot control. In
all likelihood legislation would lead to
overregulation. For our tastes, in-
deed, the Delaware ruling already
goes too far. But the justices are at
least sensitive to the problem, and the
law. evolves. under competition be-
tween raiders and managers.

For our own part, the more closely
we look at hostile takeovers the more
we are convinced that while there
may be occasional problems and
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ews of corporate takeovers and
‘mergers dominated the head-

: lines in 1985. Philip Morris
bought General Foods, Procter & Gam-
ble won a bidding war for Richardson-

- Vicks, and Pantry Pride pursued
Revlon—these were among the big
business stories of the year.

Critics of takeovers contend that
high-yield bonds—pejoratively dubbed
“junk” bonds—are the sole cause of the
current wave of takeovers. But curbing
the use of these bonds will not stop take-
overs anymore than breaking the ther-
mometer will eliminate a fever. The real
cause of all the takeover activity is di-
rectly related to the fundamental struc-
ture of the U.S. economy and the disci-
pline of the marketplace.

The U.S. ‘economy has always gone
through cycles of boom and bust—
unprecedented expansion followed by
years of low or stagnant growth. Corpo-
rations undergo cycles as well and are
tested every day in the capital markets.

Ifa company’s stock price goesdown far .

. below the underlying assets, the compa-
~ny has to restructure itself to surface

those values or else become the target of

a takeover bid. The undervaluation of
“stocks has made many top companies
vulnerable to takeover offers.

Over the years, companies experi-
ence growth, maturity and decline.
Strategies and balance sheets that are
sound for the growth phase aren’t com-
~ patible with maturation or decline. So
the very life cycle of a corporation de-
mands that a balance sheet be viewed as
a dynamic asset, one that has to be ex-

amined frequently and altered in re-
sponse to changing conditions. Thisis a
relat‘i‘vely new concept for most compa-
nies, one forced on them by the require-
ments and disciplines of the mpnal
markets.

Of the nearly 400 restructuring ef-

forts undertaken in the past 18 months

by some of the largest Fortune-ranked
corporations, only 52 were either direct
or indirect results of takeover threats,
despite all the headlines about hostile
takeovers. Corporations are restructur-
ing themselves in response to changing
market conditions brought about by the
competitive pressures of an interdepen-
dent world, by the need for low-cost
capital and by inflation.

A Case in Point

Just as financing structures follow
economic developments, industry fol-
lows certain cycles. The oil industry is a
good example of this pattern. As the oil
industry matured, it became a “cash

ow.” At the same time, the external
factors of the industry changed. Surges

1n price, shortages in supply. and pres-

sure to find more oil and add to re-
serves, all of which guided the industry
in the 1970s and during the OPEC price
shocks, are over. Today's plummeting
prices are roughly half what they were at

their peak five years ago. Indeed, some

analysts predict that the world may be

crossing a threshold, marking the emer-.

gence from a dozen painful years of
high-cost oil and skewed economies,

geopolitics and national and mdmdua.l
priorities.

Today, oil- companies know that
there isn’t any point in punching holes
in the surface of the earth when there is
a world surplus. It became obvious to
many that it was cheaper to drill for oil
on Wall Street than on the North Slope.
Because oil companies’ assets were un-
dervalued, many companies became
the target for takeovers, particularly

when they didn’t move fast enough to

improve the use of assets. ) Jx

The restructuring efforts initiated by
many oil companies have been caused
by real economic forces independent of
takeovers, although the timing and the
particular measures adopted have been
influenced by takeover activity. Phillips
Petroleum, Sohio and Sun Co. all decid-
ed recently to abandon a shale-oil ven-
ture because they felt that continued op-
erations of the leases were not justified
in light of declining oil and gas prices.
Corporate acquirers did not force the
abandonment of the shale-oil project, as
some maintain. The project ended be-
cause the companies themselves con-
cluded that it didn't have sufﬁcnent eco-
nomic value.

Companies that survive are those
that demonstrate a capacity for dynam-
ic change. Restructuring a balance sheet
is essential for a company trying to
maintain its competitiveness within its
industry and against foreign challeng-
ers. Thus, contests for corporate con-
trol, spurred by takeover activities, ben-’
efit the U.S. economy in a fundamental
way. This point was stated emphatically
in the 1985 annual report of the presi-
dent’s Council of Economic Advisers:
“The success of the American economy
depends on competition. Competition
breaks down entrenched market posi-
tions, unsettles comfortable managerial
lives, and provides incentives for inno-

- vative forms of business organization
“and finance.”

Unocal, Phillips Petroleum, Walt
Disney Productions and other compa-
nies that have been the targets of hostile
takeover attempts have stated publicly
that the takeover threat caused them to
do what they should have been doing
anyway—running the company better.
Are takeovers all bad? Centainly not. .
We believe that a certain amount of re-
structuring and shaking up of American
industry is necessary to keep us compet-
itive in world markets. . B

Mr. Balog 1s vice chaurman of Drexel Bumham
Lambert



In Pralse of Boone

-ROBEFIT J. SAMUELSON

Let us now praise the Boone Pickenses of

the world. ‘
. They're parodied as capitalism'’s juvenile
- delinquents: corporate ‘“‘raiders’ engaged
in “hostile” takeovers financed by *“junk™
_bonds. In fact, hostile takeovers are not
simply a giant Monopoly game played for
private gain and social loss. They represent
. a crude check on_the power of corporate
" managers to waste wealth and create ineffi-
" _ciency. I doubt those in Congress who
condemn Pickens and want to regulate
* takeovers understand the distinction.

The ultimate social role of business is to
enhance national living standards and com-
petitiveness. Mismanagement has social
consequences. In Britain, investment as a
proportion of national output has been
higher than in the United States. But our
investment is 60 percent more productive
because American companies invest more
wisely and use their investments more effi-
ciently. I am not arguing, therefore, that
most management is incompetent or that
most investment is made whimsically.

But hostile takeovers represent a healthy
reaction to flaws in our business system.
* When corporate managers-are not the ma-
jor owners of their companies—as most are
not—their loyalties become confused. They
may be less interested in maximizing profits
than in preserving and expanding their cor-
porate domain. By contrast. society’s in-
- terest lies in maximizing efficiency and liv-
- ing standards; profitability—which means

companies producing what people want
and doing so efficiently—is a soc:la] not just
a business, indicator.

Mature Markets: As long as a company's
primary business is thriving, the conflict
may lie dormant. Managers can maximize
profits and expand simultaneously. But this
happy marriage rarely lasts forever. Almost
all products have life cycles. Markets ma-
ture, and traditional products often gener-
ate more cash than-can profitably be rein-
vested in the same product. Corporate

_ management then faces a dilemma: to over-
invest in a mature business, or to diversify
into a new business, where the company
may have no special knowledge or talent.

Hostile takeovers arise mainly to exploit
profit opportunities created when corpora-

~ tions cannot cope with their growth dilem-

mas. Some firms can diversify successfully,

.others cannot. In some, the force of habit

compels them to invest in declining busi-
nesses. Given theimpulse for survival, man-
agements only grudgingly react to a paucity
ofinternal investment opportunities by pay-
ing more of their cash flow to shareholders,
who would then reinvest for themselves.
The oil industry epitomizes the process.
It has a huge cash flow and scarce reinvest-
ment opportunities. Plowing money back
into oil erodes profitability. Consider Phil-
lips Petroleum, a Pickens target. Between
1974 and 1980 its rate -of return on share-
holders’ investment averaged 18 percent; in
the last four years the return has averaged
13 percent. Some oil companies have ac-
knowledged this situation by buying back

Hostile takeovers are
morethanagiant game
of Monopoly for private
profit. They discipline
bad management.

-

their stock, which raises the price of the
remaining shares. In 1984 six firms, led by

_Exxon. repurchased $5.7 billion of shares

Pickens’s maneuvering has aimed at

achieving a similar result elsewhere. For

example, ‘Phillips ultimately gave existing
shareholders debt securities, which commit
the company to paying out much of its cash
flow as interest payments. Gulf was pur-
chased by Chevron for $13.2 billion. Gulf’s

shareholders were paid off, and much of the

cash flow of the new company will repay. the

‘loans used to finance the merger. Again,
" funds flow from the oil industry into more

profitable uses. Since 1981 oil drilling has
fallen nearly 40 percent.

The question naturally arises: is what’s
good for Boone good for the country? My
hunch is yes. There’s a fixed amount of oil
left in the United States, and it’s increasing-
ly-costly to find and extract. The poor prof-
itability of newexploration ‘reflects these
high finding costs and falling world oil
prices, a sign of plentiful supplies. As a
nation, there’s no point in rushing to deplete
domestic reserves while international sup-

plies are ample. When they aren’t, prices
will rise and make recovery more profitable.

I admit that Pickens and other takeover
specialists don't inspire much sympathy.
We envy their wealth and resent the appar-

. ent ease by which it was acquired. The error,

though, is to see profits only as a gauge of
private greed. It also measures social utility.
Anything that shifts investment to more
profitable uses—or spurs efficiency—im-
proves our collective welfare.

Bad Mergers: In part, today’s hostile
takeovers represent a corrective for yester-
day’s abuses. Wasteful corporate diversifi-

“cation via mergers has been a major misuse

of management autonomy, fed by tax poli-
cies that discourage dividends and encour-
age borrowing. (The interest payments on
debt are deductible, while dividends are

~taxed at both the corporate and personal

levels.) Many companies have become cum-
bersome empires; they cannot motivate
workers or be managed efféctively.

It is precisely these companies that
emerge as potential takeover targets. If CBS
is at all vulnerable to Ted Turner, it is not
because the network is poeorly run; it is
because the breakup value of the CBS con-
glomerate—which includes toys, records
and magazines—may be worth more than
the combined company. Even the distant
threat of a takeover can be therapeutic.
Companies are furiously selling unwanted
divisions and subsidiaries; according to
W.T. Gnmm & Co., more than a third of
acquisition activity now represents sell-offs.

The sin of Pickens and other takeover
specialists is to discomfort the barons of
business, who are now running to Washing-
ton for protection. Corporate executives re-
serve to themselves the right to buy and sell
divisions, open and close factories, change
products and shift strategies. But' when
someone suggests changing corporate lead-
ership, then America’s board-room chiefs
piously declare the sanctity<—as The Busi-
ness Roundtable putsit—of preserving “the

Jong-term viability of a corporation.”

This is sheer hypocrisy. Most corpora-
tions can adequately contest takeovers.
Congress should limit artificial tax incen-
tives for mergers of all sorts. But it doesn’t
need to protect already entrenched manage-
ments. Can you 1magme agroup less deserv-
ing of help” I can’t.

" NEWSWEEK/MAY 6. 1985
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Takeo’ver Threats Don’t Crimp LOng-Term Planning

By GREGG A. JARRELL

And KENNETH LEBN
Critics of hostile tender offers argue
that such threats are inducing corporate
managers to defer research and develop-
. ment and adopt a variety of defensive tac-
tics ranging from *‘golden parachutes’ to
anti-takeover charter amendments. If this
were the case, one would expect to find ev-
idence that managers are maximizing
short-term earnings at the expense of long:

term projects, such as research and deve!- -

opment. But a study we conducted as ecorn
omists at.the Security and Exchange Coim-
mission indicates precisely the opposite.

Critics of hostile takeovers have argued
that these defensive actions and the. in-

- creasing neglect of long-term projects are
visible symptoms of a serious economic
problem. Their central point is that hostile
takeovers result largely from undervalied
equity of the takeover target. This funda-
mental problem is attributed to large hold-
ings of institutional investors in most pub-
licly held corporations. These professiona!
managers of billion-dollar portfolios oper-
ate in an intensely competitive environ-
ment. Their focus on short-term earnings
reports, the argument goes. is a natural
consequence of the pressuré on them for
short-term performance.

This points to a troublesome snde effect.
The contention is that a capital market
dominated by competitive fund managers
causes equity prices to favor short-term
earnings reports disproportionately to
long-term prospects, that the shares of
firms with significant long-term programs
sell at lower prices than those of compara-
ble companies that maximize their imme-
diate earnings, and that this environment

~ creates openings for hostile takeovers.

This scenario of the causes and conse-
quences of hostile takeovers has been
widely publicized. Three articles in. The

Wall Street Journal in the past few months

by authors with outstanding credentials

(Martin Lipton, Felix Rohatvn and Peter

Drucker) have advanced these arguments.
Key congressmen have expressed support
for the theory in hearings, and several
anti-takeover bills have been proposed in
response to this alleged problem.
However, this theory is based on very

shaky empirical evidence. In fact no advo-
cates have provided suppomng facts. They

have relied instead on the ‘‘reasonable--

ness’ of this argument, and anecdotes.

. This neglect is quite surprising because of

the economic sophistication of the propo-
nents and because the theory has many di-
rect empirical implications that can be
tested with readily available data.

The SEC's Office of Chief Economist
conducted a study of the relationship be-
tween institutional owmnership of public
companies and their R&D expenditures.
Specifically, data were collected on 324
companies representing a cross-section of
19" R&D intensive industries. including
aerospace, drugs. oil, timber, steel. semi-

~conductors and telecommunications. For

the yvears 1980-1983. measurements were
made of the percentage of common equity
held by institutions and the ratio of such
companies’ R&D expenditures to thezr to-
tal revenues.

The aggregate data reveal that as aver-
age institutional ownership has increased

(from 307 in 1980 to 367 in 19831, so has-

the average R&D-to-revenue ratio (from
3.38¢¢ in 1980 to 4.03 in 1983!. Thus, there
is no evidence that the increasing institu:
tional ownership has induced companies to
curtail their R&D programs.

For each company. the relationship be-
tween the 1980-1983 change in institutional
ownership and the 1980-1953 change in
R&D-to-revenue Tatio was closelv exam-

ined. The purpose was 10 test the theory

that rising institutional ownership causes
companies to curtail their R&D expendi-
tures. The facts show the opposite to be
true. Apparently, institutional fund man-
agers show a noticeable preference for
firms with increasing R&D expenditures.

The study also examined the 217 firms
that were takeover targets between 1951-

1984 in an effort 1o isolate any patterns be- -

tween institutional ownership and R&D ex-
penditures for actual targets. First. 160 of
these target companies reported that their
R&D expenditures were '‘not material.”
For the remaining 37 firms, the data show
that over the four vears preceding their
takeover, thev had R&D-to-revenue ratios
(0.767+ only half as large as the average
for the other firms in their respective in-
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dustries (1.53% l These data show that the
target firms of the 1980s are characterized
by very low R&D expenditures. Again, this
fact contradicts the view that investment
in long-term projects such as R&D makes
firms vulnerable to takeovers.

The ownership structure of these 1981-
1984 takeover targets was also examined to

~ see if institutional ownership in these firms

was unusually large..Ownership data were
available for 177 target firms. Contrary te
the prediction of the theory, the percent-
age of equity held by institutional investors

- in target firms (19.3%) 'was significantly

lower than the corresponding average per- .
centage for non-target firms in the same
industry (33.7%]. These data strongly sug-
gest that institutional ownership per se
does not fuel takeovers.

The proponents of the theory have as-
serted that stock prices decline in response
to increasing R&D expenditures. This is
another direct implication of the theory,

‘and it too had not been systematically

tested for validity. Our study examined the
net-of-market stock price reaction to 62

‘Wall Street Journal announcements be-

tween 1973-1983 that firms were embarking
on new R&D projects. These tests show
that, on average. the stock prices of these
firms increased (1% to 2%) in the period
immediately following the publication of
these stories. Again, this direct implication
of the theory is refuted by the data.

Although these data refute the theory.
we do not expect them to silence the critics
of hostile tender offers. The dramatic hu-
man consequences of hostile tender offers
give rise to claims and counterclaims
about their economic and social desirabil-
ity. However, policy makers should insist
on empirical evidence, rather than rheto-
ric. Isolated anecdotes can be found to sup-
port any theory, and therefore prove none.
Empirical evidence offers pelicy makers
the best hope for intelligent decisions.

Mr. Jarrell is the chief economist and
Mr. Lehn is the deputy chief economnist of
the Securities and Exchange Conunissior.
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Fred L. Hartley, left, of Unocal Warren M. Anderson, center, of Unlon Carbide, and William C. Douce, of Phillips
Petroleum The three chief executives are restructuring their companies. after fending off takeovers.

HoW Restructurmgs Can Help

By LESLIE WAYNE

Now that the Union Carbide Corpo-
ration has escaped the clutches of
Samuel J. Heyman and the GAF Cor-
poration, the tough work begins.

Carbide will be traveling a difficult
road, but one that other companies
have struggled down before — trying
to restructure after fending off a raid-
er. Recent targets such as CBS, Phi!l-
lips Petroleum, Unocal and Uniroyal

are stripping away assets and work-

ing down huge debt burdens. And past
targets, such as Martin Marietta,
~ Brunswick and Walt Disney Produc-
tions, changed drastically after they
‘repelled raiders.

Now there are many — in academla
and in the target companies them-
selves — who say these companies
may be better off for these changes.
The price of victory may be high,
measured in- weakened balance
sheets, the fire sale of assets and

" wholesale layoffs. Yet corporate raid- .

ers, unwanted though they may be,
often force stodgy corporations to un-
lock valuable assets and make the dif-
ficult strategic decisiors that will

- make them more competitive and ef-
ficient.

- “This may not be as dangerous.as
people first think,”” said Robert H.
Hayes, a management professor at
the Harvard Business Schooi. ‘‘Com-
panies are forced to take new risks.

but the) have new opportunities.
They look a lot like younger compa-
nies — high debt and only a few busi-

-nesses. Wher a company gets old,

theyv often look back on this as the

~good old days.”

Even target companies concur.
““We've come out ahead,’* said Fred
Terry, director of investor relations
at Phillips Petroleum, which restruc-
tured after successfuliy defeating
both T. Boone Pickens and Cari C.
Icahn. “We’'ve sorted through our as-
sets and sold tmngs that were not No.
1 priorities.”

Overwhelming Debt

This is not to say, however, lhat
serious concerns do not exist. The
debt — money borrowed to beat the
raider — can be so overwhelming that
any economic downturn could bring

these companies perilously close to

bankruptcy. After victory, corporate
cash flow becomes directed toward

the repayment of debt rather than to- .

ward the research and capital invest-

nients needed to guarantee future
growth. Corporate retrenchments,
like the closing of plants and the
elimination of employees, does little
for wealth creation, either for the cor-
poration or for the nation's economic
well-being.

“There's a real downside,” ‘said:

Pau! C. Christopherson, an analyst
who follows Union Carbide for Bear.
Stearns & Company. ‘It results in a
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. reduces employment,

preoccupanon with reducmg debt.-
This means you let people go, which
and you cut
back on capital spending, which re-
duces economic growth, and you cut
descretionary spending, like re-
search, which has long-term implica-
tions. If that happens to one company,
do we care? But if it’s 10, 50 or 100, it
would start to affect the economy.”’

Lata about the fate of forced corpo-
:ate restructurings are still sketchy
and anecdotal and far from conclu-

~sive. “It’s really too early to know )
what the answer is,” said MalcolmS. -

Salter, a Harvard Business School
policy professor. ‘‘What you are look-
g at is a lot of prognostications.’’
And just how this turns out will be de-
cided largely by how a small group of
executives steer their companies,
men like Warren M. Anderson, chief
exccutijve of Carbide, Fred L. Han.-
ley. chief executive of Unocal, and
William C. Douce, chief executive of
Phillips

Accelerate Needed Changes

Still, some trends are clear. If stock
price is a key measure of corporate
performance, many of these restruc-
tured companies are doing well —
some better than ever; with shares
trading well above the raider’s offer.
And many target companies say the
raid did not alter their existing busi-
ness plan, but forced them to acceler-
ate needed changes.
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Whose Company Is It, Anyway?

by James Balog*

orporate takeovers were big news-in 1985. The very word
“takeover” has become supercharged. But are takeovers
all bad?

Most of the angry comment is directed at. hostile takeovers. But are all
hostile takeovers bad and all friendly takeovers good? And friendly to
whom? In most. “friendly” deals. entrenched managements fare better
than shareholders and employees

Friendly takeovers rarely bring maximum value to shareholders. While
takeovers can precipitate job reductions in the'short-term because of the
fundamental economic forces that led to the takeover, it is often the
case that friendly takeovers cause greater emplovee dislocation because
of job duplication and overlap. For example. for the year prior to the
friendly merger of Chevron and Gulf Oil Company, combined total em-
ployment was 82.791. The year after the merger. employment dropped
to 62.000. More than one-third of the drop was caused by duplication
and early retirement.

There are essentialiy two points of view in the debale over whether,

- hostile takeovers are good or bad, that of the acquirors and that of the

managements of target companies. Acquirors believe that managers sup-
press shareholder values, and in so doing. maintain their own en-
trenched positions. The acquirors believe they can surface values of the
target company’'s assets and share the benefits with the shareholders.
Management, on the other hand, believe that the acquirors are out for a
quick profit, put too.much debt on the company’s books. throw people
out of work. and cause a short-term focus .

The debate boils down to the question of whose company is it.
anvway—management's or the shareholders™

Takeovers are one wav of bringing two critica! factors to a company—
financing and entrepreneunal management—which enable a company to
expand and grow. We feel considerably more secure with a good
management behind a company-than we do with a “"good™ rating

A study bv the Securities and Exchange Commission found that well-
managed companies. which consistently spent money on research and
pursued long-range objectives, were not takeover targets. Takeover targets
were consnstemly below average in long-range spending. across the
board.

Companies that survive are those that demonstrate a capacity for
dynamic change. Restructuring the balance sheet is essential for com-
panies trying to maintain their competitiveness within their industry- and
against foreign challengers. Contests for corporate control stimulate com-
“petition and require that companies adapt to changing market demands
and fluctuating capital market conditions. Unocal, Phillips Petroleum,
Walt Disney Productions, and other companies that have been the sub-
ject of a hostile takeover, have stated publicly that the takeover threat
caused them to do what they shouid have been doing anyway—running
the company better.

Are takeovers all bad? Certainly not. We believe that the very success
of the American economy depends on them.

*Vice Chairman, Drexel Burnham Lambert

Jefsev State Li &mBL

Drexel Burnham Lambert
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Good afternoon, ladies and gerntlemen. Thank you for inviting me to

join you today.

We've all seen the heallines: PhlLD Morris buys General ;.Foods,v
Procter & Gamble wins in a bidding war for Richardson-Vick's, Revlon
ié beirg pursued by Pantry Price, SCM is trying to fight off Hanson
Trust. Exxor enc CES are buying back large .bloc};s o_:' their stock

from the public.
P

©Just whet ie ceausing thiis fiurry of zciivity? The answer can be fournd
ir the s:tructuvre of cur ezcnomy. I7 we look betk to the Thirties; we

see that economic planners began to follow the philosophy of a2 man

r.emel John Mevrnerc Heyrnes. teynes believed in stimulziing 2 stzgnant
economy into growih., In the posi-Degressicn anc postwar economies,

heyrnes ineories malc 2 lot of sernce. Scmewrere zlong the iine, though
J € =t
we tock only healf of Keynes' theory -- the part abou: gevernment spending

to create jobs and economic activity -- and ignored his belief in raising

taxes in the subsequent recovery to pay for the stimulus.

Under Lyndon Johnson.‘ou‘r hungér for both guns.and butter -- yet the

refusal to raise taxcs to pzv for them -- set off ar inflationary spiral

:,19'1
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and other economic problems that we are still grappling with

today.

Keyriesia: economics wae the bacic of ou
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when it was. supplan ted by supp]y-s‘de economics. Suppl}'-siders
beheve thzt cuttin g taxes will st ‘..ulate the economy and ultimately

produce higher tex revenues from the new level of economic activity.

Unfortunately, the suppiv-siders have only beern paying attention to

n

our scering felere

ultimate! v be our econoamic downilll,

5

€conoTyY g* t"‘*oug* cvclze of boom and bus:,

‘unprececentec e>::ar.sior._ Licwed by }ea of low or stagnan

: t growth.
,Corporat’io .s experience cy cles also. | fact. they go throug‘ life cvcies

j‘JSﬁ as p :F.e dC. ) O\.E)' ’.}7(’ veers, COTpanieS exper]ence gro\;-:}:' ,--0-.,.'..}.

and decline. Strategies anc bezlance sheets that are sound for the growh

phase aren't co~pa‘.~.e with maturation or declinc. So the very life cye
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of the corporation demands that balance sheets be Viewed as a dynamic
asset, one that has to be examined frequently and altered in response

to changing conditions.

This is a relatively new concept for mos¢ companies, which hzs been
forcecd on them by the recuirements of the capita! markets. But keep

cin ming theat finarnce merely follows the underlying economics. Finance

recUrements hezve changel over time with the postwear rise anc meaturatl

s

The reed ¢ cl¢in uf the bezlence sheel, then,
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- of the wave of corperate restructurings we've beern seeing.

¥ 168 mic-
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‘largest Foriune 500 corpecrations underwent some type of restructuring

Despite 2l the hezclines given to hostilc takeovers, only 52 of these

moves were either direct or indirect results of takeover threats.
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The size and frequency of these restructurings are awesome, yet the -

trend is justv. beginning:

282 units of co.’:pa‘h;’es were sold for $57.2 billion,

190 units were acquired at a cost of $93.4 billion,

33 units were spunci inte separa‘e companies, valued

at §1:.8 'bi-l'lior.',

8¢ companles anrourced stock repu'chasec of{ $51.5 billion
“C-y4; O‘ c’OC‘.-

80 pLuLC co'npa..1¢:-= urderwernt leveraged buyouts and became

*.' -~ 3
'."l‘. \ ‘.e.C, ccr.cerne, enc

140 companies were invelved in a2 rznge of other finan

restruocturings, frc:. \_e._‘. vr.derwritings,to swaps,

redemptions, refinzncings anc the like.

- eighih of these trzmezctions were forced by takeover attempis
restructuring activitics proliferazte. norethelese. Companics Feve

discovered that if they don't keep pace with a changing world, their

performance -- and perhaps their existence -- can be damaged.

Corporations are resiructuring themselves in response to:

* the competitive pressures of an interdependent world,
* the need for capital, and

* inflation.

32X




Drexel burnham Lambert Incorporated:

- Just as finance follows economic flows, industry follows certain cycles.
One that has had an enormous impact on our basic industries is that
manufacturing moves to the areas of iowest cost of prodgction. We've
seeﬁ -tha: co.}‘cbep‘. i action fcr yezrs. The textile anc shoe plants
that dominated New Englanc in the 19th centurjr began to matﬁre and
mox'ed to the South, where wzges and overhead costs ‘weré lower. In
the Sixties and Seventies, the Sou:h lost those plants to Hong Kfmg

. as

2n2 more recentlv tc Sirngezere, Herez end Taiwan., And 2l of thex

“are hearing the footsteps of Chinz's stirrings to become 2 world-class

Y

steel incdustry and

(g}

power. In the seme¢ wey, the comestit

cther smoxestacx incusivies heve lost cul te chezper competition from

Y-te

< i s .
cro1ngusiries.,

n

We're seeing an even grezter comrpetition todzy in ki
Jué: as w:—'vé built up litile Silcon Valleys in a dozern communities
arounc‘.’the nation, the Japanc—se »ha,ve cut costs véhc‘ seized the edge

ir. procucticn of elesironic comperents and consumer products. Now
the Kor:eans are moving intc many ovf the same high-tech areas that the
‘JvapaneSO ked exp!o:”.e-d. The cycle continues as price competition grows

keener.
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- Despite thé curren 1t pres‘sures in Congress for protecnomsm. it should )
' be clear th,_at protectionist policies won't stop the economic reality at.
work herve". Incliu.stri'es' vm'ove to the areas ofkthe‘ lowest cost of
‘p“rodukcticr. tod czy anc will ir the fuiure just as they haive in the -

past. - That's an economic rezlity that no legislation can change.

‘Tbe news is not all bed 'as competition gets tougher. As some

ey

—e

réustries stumtle againet il ':pe:i‘..o*. th - change and
adapt. The steel indusiry hzs shut dowr some pr_oduct lines that can

be mzfe more efficierntlv cversezs but.z niche opened up tc minmimille,

n
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te efficientiy becc;qse it is

Trhat's jus: one examrle of the Litle cycles \u‘.}::r_ e cycie thzt cevelon

“as incus:iries mature. It's al part of the major sea change we're

- seeing in the competitive posturc of America.

As industries mat'ure'a‘hd these cycles spin on, the financial structure
in which th iese companies operate also must change. . The capital
structure that was good for 2 company's growth phasc is not good

for its low-growth or flat phase, or for its declining phase.

J¥¢X
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The oil indus‘.rvy is a go‘oa example. As the oil bindu‘siry matured,
became a cash cow. At the same time, the exterhal factors of the
!ndustfy had ‘changed. The expansion years are over, af ieast for'v
the time bein . The price surges, supp]v shortages, ancd pressure
“to find more oil and add to reserves that gmded the industry in the
'Seve nties and during the O? C‘price shocks are over. The p:;ice and
sur prob’e..‘s the cor:_‘.r;bu'.e: to the infiztion . environment are

temporarily cn hold.

there's a world surplus.  Wher natural gas is priced at the equivalent

c? $.2 & barrel ¢l cil, it Coesn'i mene sense tc spend over §.0 z barrel to
find more oll. Why beiner? Anc, of course, Boone Fickens and the
resiructurers found veu could T Erill for oil orn Well Sireet anl get it

at £5 a2 barrel, $¢ a barrel, by taking over a whecle company.  So why
édrill o the North Slope? That's what happened. oi! company assc:ls
were undervalued anc became targets for takeover when companies

didr't move fast enough to improve their use of assets.

Fir g
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The cc’xnpaﬁieé that wanted to _avéﬂ takeover attempts and put their
cash re‘sverves'.into action ‘looked arognd for alternatives. Underlying
the.i‘r‘ a?:_tivity, of course, vwas the fact that the capital struciures-that ,'
are »gooa for one phese are not gooc for another. As oil prices rose
';nd fell, 14 big oil companié}s» had to consider how 16 Struc:\ire-their

bzlance sheet in order to cope with the changes.

Moti® went cut and tourhi Menmtgomery Waerd, enother maicr bought
Kernnecott Copper anc so forth.  But in these diversification attemp:s,

tre ol comrcanies fziled micerztly.  Some companies, like Exxorm,

-

Cecided, "well, we con't have eny good ideas for all this casn arc

so‘thé.}’ decided to buy back the:r stock from shareholdere.

A "ic’.' of this ﬂa:.:i\'i»’.‘y ‘is c]gar]y defericive. The best defense agvains:

2 takeover ariist is simpie: 'do unto yourself before he does unto you."
That's \x"'a compzrnies have to do". They have to get very smart very
guickly . |

~ But not too many big cor:pahies have démonstraicd the agilii)"'and_.
flexibility to do that‘.' Loo}: at some ofv“the biggest names in Americz,

the corpanics that dominated the corporate scenc in the Fifties:
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Westinghouse, Genera,l‘E]ectric. Allis-Chalmers, and others. There is a
fantastic difference .in_the way that fhe managements of Westinghouse and',
vGener.al Ele;tric gﬁided their companies over the postwar period. GE
doesn.'t Jook like GE &id a ‘fev: yéars ago; it cdiversified into n_e'*:\*.product
lineé. procducts that prq.‘nised future growth, and it solc.’..off r_nan}"of its
-best-knowr lines -- evern its smell ‘applﬁance division. Westinghouse,

~meanwhile, is still hanging on to some of the basic products it had 20

The compenies that survive Cemcneirete & capecity for cynamic

cherge.
Resiructuring the bealenc: sheet is essentiel for compenies irying to
meintain thelr competitiverness within thelr indusiry anc against foreign

chaliengers, bul tne cost of capitzl has forced companies tc be creative

and aggressive in leveraging their available assets.

American companies, by anc large, have raised funds for expansion or
restructurirg in the credit markets rather than the stock market in

recent years. Stock offerings have accounted for less than 3 percert

of corporate cash necds from 1932 through 1984, With stock prices
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sharply undervalued and the stock .market itself less receptive to new
offerings, the credit vmarkets ha;ve been the cheaper and more efﬁcient-.
Aa.lternatwe for compames in need of cash. The markets have met the
demand b) crea‘.mg an arra) of creatne short term financing instruments
vthat offer terms custom-tai]ored to a specific company's need._ And, of
co_rse, our t#\ poL:\ mzhes debt of{éripgs more atiracti\'e than sv'tvock
offerings by permitting the deductiéﬁ of imejesi payments while it
penzlizes vs'toc'}:holc’ers. tﬁrd'qgh doutle taxation of d_i'.cidends..

¢ billion last yezr, nea:"‘.’y,v
double the imcrcase in 1637, The trencd is likely to continue ir cc:".vi:‘.g

le critics have begun raising alarms about the corporate credit

o4
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rdern, erguing thet 1oo much cett is unhealthy, it's important to look

a2t the move toward lex'er;girg belarce sheets in perspective.

Leverage is a power{ul to0. for companies, especielly in today's

importaernce has long been recocnize-:'. by

(4]

interdependent world. It
Sc;he of §gf_1eading foreign competitors, v\hose governmemc supoort
vh‘ighidebt levels for their industry. Despite the cpncerns about the
leveraging of Avmerbic‘av, studies show that U.S. companics carry a

- sharply lower percentage of debt than Japanese and German manufacturers.

JIX'
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From 1972 through 1962, Japanese m‘anuf_acturers‘ averaged 66 percent
and the Germans averaged 64 percent of debt. During that time,

American manufacturers averaged about 30 percent.

Higher leverage gives 'foreigr; makers many advantages over American
companies, perfni’::ing ther to pass 'o:fadvan‘.age.ous capitel cosis to
customers in the form of lower price, better service and i‘mproved.
V;I:roducts. These zre aCwvartzges that Americen co.'r.;ar.‘es can. no

longer afford to leave to their competition.
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icr. hezs dropped to negigible levels, commoc:ty prices have

collapsed, oil is fle: on its back and so on.

But we're setting ourselves up for a fall. This natien is running
the largest federal deficit ever. We're pumping up the monev supplv.
We're living beyond our means and printing money to pay for it.

Think. about it. Indebtecness in Ame'rica‘ today is $£10,000 for every

JIX
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man, woman and c'hildr. Debt se}rvice‘ will cost approximvately $200 billion
in fiscal 1986. One out of every $2 collected in individual taxes goes to

service the debt.

By living beyond our rhéa::s. we are‘nﬂort‘gagingb‘the- futﬁré. That's
exﬁét!y what every other economy ir the world that's .Borrwsing r.ﬁéney
- for current consumption is doing. Borro»‘viné money for investmehf can
be = healt’n;;. ning, b'.:'.v;bc-rrov:i'r.;Ag mcriey for current consumpticn is

another matter. When you incur that kind of debt, eventuzlly your

interest expenses ezt intc yeour ability to consume. That's whet our

Monzw ie ke amyv oiner ccmmodity, whether wheet or coffee or oil. 1If

there zre toc menw units cf the commodity giver current demand, the
price per unit goes dowr. anc the value depreciates. That's what
hzppens when we print excess money relative to economic growth.

We're deprecizting the dollar anc it's being concealed by other factors.

Ultimately, we will have to pay for these deficits and these policies.

Inflation, then, is certairly not a dead issuec.
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With this prospect, in.vestors like yourselves shoqu_ look fof areas that
will'benvefi‘t from inflation. Real estate remains a sound investment, .
despite‘t.he high prices that somé proj:ertiés have reached. And in
areas where real estate prices have begun to falter, you may well find
some bargeins now. In the stock markvet,"you. should look to industries
involved in n_avturai‘ resources, food processing, and health care. When
’yog're selecting specific companies, look forcompanies that are going
ihrdugh chénge and have shown a willingness and ébiht)'v to adapt to

- change. Don't inves: in companies fighting for protectionism, look for

those thzt arc chenging, ecerpiing thelr financial structures tc new
rezlities.

As Ameriter. ccmenles roioortiic the meel 1o resiructure themselves
1o remzin compeiitive end operaie meore efficiently in a changing worid,
there will be meore end more cppeoriunities for investors.
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Scientific Evidence on the Effects of Takeovers

In a nutshell, scientific analysis of the market for corporate control produced in

" dozens of studies over the last decade reveals that:!

1. Takeovers benefit target shareholders -- pre miums in hostlle offers
hxstoncally exceed 30% on average, and in recent times average about 50%. - ,
2. Acquiring firm shareholders on average eamn about 4% in hostile takeovers

and rdaﬁhly zero in mergers. In recent times these returns have fallen to zero as.
-~ target firms have gained an upper hand in thenegouatxons | | |
3. Takeovers do not waste credit or resources, they generate substannal gains
that hxstoncally have amounted to 8. 4% of the total value of both compames In
recent times, the gams have been even larger. |
4 vAction“s of managers that eliminate orb prevent offers or mergers are most
suspect as harmful to shareholders. |
5. Golden p_araehuteé for top level managers do not, on ave;age, harm
: shareholders. | 5
6. The,:acti‘vities of takeover specialists such as Icahn, P’osner, Steiﬁberg, and
Pickens, on average, benefit shareholders.? .

7. Takeover gains do not come from the creation of monopoly power.

1 Michael C. Jensen, and R. Ruback, "The Market for Corporate Conurol: The Scientific Evidence,”

Journal of Financial Ecoroniics, (April 1983), pp. 5-50, and Michae! C. Jensen, "Takeovers: Folklore and

Science,” Harvard Business Review (Nov.-Dec. 1934). .
2 Clifford G. Holderness, and Denris P. Sheehan, "Raiders or Saviors? The Evidence on Six
Controversial Investors." Journal of Financial Economics, V. 14 (December, 1985) , pp. $55-579, and.

- Wayne H. Mikkelson, and Richard S. Ruback, "An Empirical Analysis of the Interfirm Equn) Investment

Proces: Journal of Financial Economics, V. 14 (Dece'nber 1985).
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8. Takeovers do not cause corporations to'reduce expenditures on R & D.3

9. Their is no reliable evidence ‘ which indicates that acquisitions cause

an increase in plant closings and layoffs,»and their is evidence which indicates litde

relationship between plant closings and acquisition activity.4 |

}Trans_a_c'tions in the Corporate Control Market Are Brinéing About a Restructuring rof
Corporate America - : | | o o
The transactions are generating large benefits for shareholders and for the economy
as a whole. The corporate control markct generates these gains by loosén_ing control over
vast amounts of resources and enabling them to move-more quickly to their highest-valued
use. This is a healthy market in operation, on bothz;the takeover side and the divestitute
side. ) |
~ The total benefits generated by the control market have been huge as reflected in
gains of $40 billion to stockholders of acquired firms in 260 tender offers alone in the
period January 1981 through May 1985.5 This ﬁgure does not include the gain§ from
other contfol tr’aﬁsac‘tion‘s ~such as mergers, léveraged buyouts, or divestitures, nor does it
include the gains from reorganizations such as that of Phillips, Unocal and others that have
been motivated by takeover atterpts. (The Phﬂlips, Unocal and Arco reorganizations alone
 created gaiﬁs of an additional ‘$6..6 billion.)i The gains to shareholders of New Jersey

corporations were $1.2 billion dollars in the period since 1978.6

3 Gregg Jarrell and Ken Lehn, "Instiwutional O\mership; Tender Offers and Loﬁg Term Investments,”
(Office of the Chief Economist, Securities and Exchange Commission, April, 1985), and "R&D -
Scoreboard: Reagan & Foreign Rivalry Light a Fire Under Spending”, Business Week (July, 8, 1985), p.

86 ff. . .

4 Glenn Yago and Gelvin Stevenson, "Mergers and Acquisitions in the New Jersey Economy,”
(Economic Research Bureau, State University of New York at Stony Brook, May 8, 1986)

5 As estimated by the office of the Chief Economist of the SEC.

6 - Glenn Yago _ahd‘ Gelvin Stevenson, "Mergers and Acquisitions in the New Jersey Economy,”

- (Economic Research Bureau, State University of New York at Stony Brook, May &, 1986)
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MaJor Reasons for Takemer Actnmes

The current high Ievel of takeover acuvxty seems to be caused by a number of

factors mcludxm

1. Therelaxation of restrictions on mefge_rS imposed by the antitruet laws.
.- 2. The necessity to withdraw resources from industries that are growing more
slowly or which must shrink.

3. Deregulation in the financial services, eil andv ,gas, transportation ant.l

broadcasting markets that is bringing about a major restructuring of those -
industries. |

4. Improvements in takeover technolo mcludmg a larger supply of
bmcreasmgly sophxsncated legal and fmanc1a1 advisors, and improvements ig
financing technology (for example, the strip financing commqnly used in leveraged -

buyouts and the original issue of high-yield non-investment grade bonds).

‘The first three factors (antitrust relaxation; exit and deregulation) are geherally
. cohsistent with da'tzi showing the intensity of takeovervactivity by industry. For example,
over the lasi 4 j'e'ars the value of merger and acquisitioh;t;ansactions was highest in oil and
.gas","foilowed' by banking and finance, in-s'ura‘nce, feod processing, and vmining and
minerals. '_ . ,

Mahy'areas of the U.S. economy have b’een experiencing recuced rates of growth
N and 'mv‘some cases, even retrenchment --a phenomenon that has many causes, includihg
substantially increased compenuon from foreign ﬁrms This has increased takeover activity
because takeovers play an important role in facxlltauno exit from an mdustr) or activity.
The declining energy industry 1s a good example. Dereﬂulatmn of the financial services
market is consistent with the fact that banking and finance, and insurance are ranked high in
the list Deregulation has also been an important factor in the transponatxon and

broadcastin g industries. Mining and minerals has been subject to mzmy of the same forces

: 1mpmgmg on the energy industry, including changes in the value of the dojlar.

X
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Takeovers Threateh Top_-Level Mah’ageﬁ :

The market for corporate control is best vieWed as ‘a major component of 'the.,
‘managerial labor market. It is the arena in which alternative management teams compete for |
the rights to. manage COrporate resources. Understanding this is crucial tokunderstbanding
much of the rhetoric about the effects of hostile taJ\eovers

Managers formerly protected from competition for thelr jobs by antitrust constraints
that prevented takeover of the nation’s largest corporations are now facing a more

- demanding environment and a more u‘ncenafin future. Estimates indicate that roughly half
or more of top-level executives leave during the first three years after acquisition.7 The
development of innovative financing vehicles, hke high- yJeld non- -investment grade bonds
(often pejoratively referred to as "junk” bonds), have also removed size as a significant

f unpedlment to compepuon in this market. A,though they have not been widely used in

“hostile takeovers as yet, these new financing techniques permit small firms to obzain
tesources for acquisiton of much larger ﬁrms by.issuin“g claims on the value of the venture

| (that is, the farget firm's assets) just like any other corporate investment activity. Itis not
surprising that many executives of large corporéﬁons would like relief from this new -
cbmpetitiqn for their jobs, but restricting the corporate eopr:ol market is not the efficient
way to handle Lhe problems caused by the inereased uncertainty in their contracting

environment. ) ' ‘ v

Takeovers Provide External Control
The internal control mechanisms of corporvations,. which operate through the board
of directors, generaily work well. However, on occasion they break down. One important :
source of protection for investors in these situations is the takeover market. Other
| managemem teams that recognize an opportunizy' to reorganize or redeploy an

organization's assets and thereby create new value can bid for the control rights in the

7 As reported by theWall Street Journal ( May 6, p. 1) summarizing a study by M itchell &
Compan) of acquxsmons valued at more th:m $500 nuliion.
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takeover market. To be successful such bids must be at a premium over current market
value. This provides investors an opportunity to realize part of the gains froin

reorganization and redeployment of the assets.

" The Market for Corporate antrol is an Agent for. Change ‘
- Takeovers generally occur becéu_se changin.g tech_noleg‘y or market conditions mean "'
" a major restructuring of corporate assets is required; but in some cases takeovers occur
because incumbent managers are incompetent. When the internal processes for change in: .
large eorpofations are too slow,. costly and clumsy to efficiently aecomplish the required
restructuring or change m inanag.ers, the capital markei§, through the market for corporate |
cohtfbl are bringing about the changes. | The capital farkets have been responsible for ,
substantial chmges in corporate strategy in Tecent times. | h

Managers often have dxfflculty abandoning strategies they have spent years
formulatmg' and 1mp1emen~tmg, even when those SJatC"ICS no lonner contribute to the
orcamzanon S survwal Such changes often require abandonment of major prOJects
relocation of facﬂmes chunves 1n manaﬂe““l assxgnmems and closure or sale of facilities
or divisions. It_xs easier for new top-leve] managers with no ties or previous association
with current employees of communities to make such changes. Moreover, normal
organizational re51stance to change commonly falls swnchantlv Jn the early stages of the '
reign of new tep-level managers. For example, Carl Icahn's vxctory over Texas Au for the
acquisition of TWA was accomplished in part by the willingness of some TWA unions to
negbtiate favorable contract conceesions with Icahn that TWA was unable to attain prior to
the takeover conflict. Such organizational factors that make change easief for newcomers,
coupled with a fresh view of the business, can be a major advantage to new managers after
a takeover.. On the other hand, lack of detailed knbwled.ge about the firm also poses risks
for ‘new‘ managersvand increases the likelihood of mistakes. | |

Takeovers are particularly important in bringing about efficiencies when exit from

an activity is required. The oil industry is a good example of the control market as an
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inetrument Vof‘ change in such a sitnation.f Ttis .particularl'y hard for many managers to deal

R with the fact that some firms in the oil industry have to go: out of business. This is _cheaper ,

to ac,complish'through merger and the orderly liquidation of marginal assets of thé,.

combined firms than by slow, agonizing death‘ ina cornpetitive'struggie in an industry with

overcapacity. The end of such a process‘often oeCurs in the bankruntcy courts with high

- losSes and unnecessary‘deen'uction of valuable parts of organization_s that eould be used
productively by others .

| In short, the external takeover market serves as a court of last resort that plays an

unportant role in: 1) generating organizational change, 2) motivating the efficient unhmnon |

of resources, and 3) protecuno shareho:ders when the cOrporauon s mtemal controls and

board- level con:rol mechamsms are slow, clumsy, or break do»\n entirely.

Dnesulures Are the SubJect -of Much Erroneous Cntmsm
-If assets are to move to their most highly valued use, acquirers must be able to sell
off assets to those who ean use them more productively. Therefore, dxvesutures are a
- critical element in the: functioningof the corporate control market and it is indportam‘to |

~ avoid inhibiting them. - Labeling divestitures with emotional terms such as "bustups" is not.

a substitute for analyesis or evidence.

Moreover, it is 1mportant 10 recognize that div ested piants and assets do not
disappear, they are reallocated Sometimes they continue to be u;ed in smular ways in the
same industry, and in ‘otvher cases they are used in very different ways and in dxffexjent -
industries. But in both cases they are moving to uses that their new o;vners are betting are
more producuve This is beneﬁcxal to society.

" Proponents of restrictions on takeover activity argue that it causes plant closings
and the loss of jobs that are greater than that which would occur in the a‘bsence_of an
accjuisition. There is no evidence to, support this assertion. There is evidence ihat seems to

indicate it is false, but the difficult problem here is controlling for what the job losses

would have been in the absence of takeover. The data from several studies by the

¢1X
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Conference Board Govemrnent Accountmg Office, Yago, and Yago and Stevenson
mdrcate lrttle or no relation between takeover acttvrty and plant closings and job losses m ‘
the nation, New York State and in New Iersey Yago and Stevenson found that only

about 2% of the 62,000 jobs lost in New Jersey in the penod 1982—1985 were attnbutable

| 0 acc’;utred ﬁrms)and non-a_cqutred firms expenenced\hrgher rates of employment loss than :

acquired firms.8

Finally, it is useful to recognize that the takeover and divestiture market provides a .

private market constraint against bigness for its own sake. The potential gains available to .

those who correctly pereeiVe that a firm can be purchased 'for less than the value realizable
from the sale of its components provide an mcentwe for entrepreneurs to search out such
opportumues and to capttahze on them by reorgamzmg such firms into smaller entities. E
The mere possibility of such takem*ers also motivates managers to avoid putting together
uneconomic 'eonglomerates and to break up those that currently exist. This is now
happening. - The _defensi_ve reaction of man)-' firms to avoid an unwanted takeover'often -

leads to policy changes that are similar to the proposed actions of the potential acquirer.

Examples of this are the reorganizations that are occurring in the oil industry, broadcasting

.and"chemicals.( for example, CBS and Union Carbide), the sale of "crown jewel_s," and '

divestitures brought on by the desire to liquidate large debt positions incurred to buy back
stock or to make other payments to'stockholcers. Unfortunately, the basic economic sense

of these transactions is often lost in a blur of emotional rhetoric and controversy.

8 See General Accoununn Ofﬁee, "Preliminary- Analysis of U S. Busmess Closures and Permanent

' La) offs During 1983-1984", (Presented at the Office of Technologic cal Assessment/Gov emment Accounting

Office Workshop on Plant Closing, April 3-May 1, 1986, Glenn Y ago and Gelvin Stevenson, "Mergers
and Acquisitions in the New Jersey Economy,” (Economic Research Bureau, State University of New York
~ at Stony Brook, May 8, 1986), Glenn Yago, et. al., "Investment and Disinvestment in New York, 1960- -
1980," Annals of the American Academy of Political and Social Science, 475 (September, 1984) pp. 28-38,
Grenn Yago, "Plant Closings in New York: Causes, Consequences and Policy Implications, (Report to the
New York State Dlrector of Economic Dev elopmem and the Industrial Cooperation Councu January 31,
1986) ,
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Tal\emers Do Not Cause Managers To Behave -Myopxcally

It has been argued that growing institutional equxty holdings and the fear of

[

~ takeover cause manaoers to behave myopically and therefore to sacrifice long-term benefits ‘

to increase short term profits. The arguments tend to confuse two separate iSSues, 1)
. whether managers are shortsr shted and make decisions that undervalue future cash ﬂows

while overvaluing current cash flows (myOpxc managers), and 2) whether security markets |

are shortsighted and undervalue future cash flows while overva_luir_xg‘ near term cash flows ,

(myopic markets).

There is much evidence inconsistent with the view that security markets are -

shortsighted and no evidence that indicates itis true. =,

1. Even casual observation of the equity markets reveals the market values morethan *

current earnings. It values growth as well. The mere fact trrat price/eami'ngs ratips diffe_r‘

widely among securities ind-icates the rnarkez is v'aluihng something other than currentb

earnings. Indeed, the essence bf a growth stock is one that has large investment projects -
yreldmg few short term cash flows but high future earnings and cash ﬂow

2. The continuing marketability of new issues for startup companies with little record

of current earnings, the Genentechs of the world, is als,g inconsistent with the notion that

the market does not value future earnings.

3. McConnell and Muscareua 11986] provide evidence that gu. hh the exception of the
‘oil industry) stock prices respond positively to announcements of increased investment
~ expenditures, and negativeiy to reduced expendi»turcs. Their evidence is also inconsistent
with the notion that the equity market is my oprc

4. The vast evidence on effxcxent markets mdxcatm that current stock prlces,
appropriately mcorporate all curremly available pubhc information i is also mconsrstent with

| the rnyoprc markcts hy pothesxs Althouvh the evxdencc is not literally 100% in support of

wixX
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the efﬁcxent market hypothe51s there is no better documented proposition m any of the

social scxences S |

The evidence inciicates, for example, that the mérkee apbrbpriately interprets-the
implications of corpoi'ate Sw’itehes from Fifo to Lifo ihventory valuation technique»s. ThlS
accounting change redu»ces_ reported culx.-rem income and yet increases cash flows by
reducing taxes. The evidence indicates ihat stock prices Of.finns that make such switches

increase even though reported earnings decline. Moreover, the increases are positively

~ associated with estirri’ates of the value of the tax savings.10 The evidence also indicates the -

market is not fooled by accounting changes that increase reported profits but cause no

change in corporate cash flows. Examples are switehes from accelerated to straight line

-

depreciation techniques and addp;ioh of the flow-through method for reporting investment

tax credits. Here the evidence indicates that "security prices increase around the date when

“a firm first announces earnings inflated by an accounting change. The effect app_ears to be

temporary, and, certainly by the subsequent quarterly report, the price has resumed a level
appropriate to the true economic status of the ﬁnnb."“

Additional endenee 15 provlded by the 30% increase in Arco’s stock pnce that

_occurred on announcement of its major restructuring in 1985. This price increase is

inconsistent with the notion that the market values only short term earmnings. Even though
Arco simultaneously revealed that it would have to tzke a $1.2 billion write-off as a result

of the restructuring, the market still responded positively.

9  Foran mtroducu0n to the literature and empirical evidence on the theor) of efﬁcnent markets’, see
E. Elton and M. Gruber, Modern Porifolio Theory and Investmen: Analysis, (New York: Wiley , 1984)

~ Chapter 18, p. 375ff. and the 167 studies referenced in the bibliography. For some anomalous evidence on

market efficiency, see Michael C., Jensen, ed., "Symposium on Some Anomalous Evidence Regarding
Markel Efﬁcxency, Journal of F:r.ancxal Economics, V. 6, Nos. 2-3 (June/September, 1978). pp. 93-330.

10 See G. C. Biddle and F. W, Lindakhl, Stock Price Reactions to LIFO Adoptions, "The Association

Between Excess Returns and LIFO Tax Savmoc Journal of Accounting Research, V. 20, No. 2 Pt. 2
(Autumn 1982), 551, 588, and S. Sunder, ’ SIO».R Price and Risk Related to Accounting Changes in
Inventory Valuation," Accounting Review (April, 1975), 305-315. W. Ricks, "The Market's Response to
the 1974 LIFO Adoptions", Journal of Accountirg Research, V.20, No. 2 Pt. 2 (August, 1982), 367-387
presents evidence that firms adopting LIFO experienced temporary price declines in the year of adoption and

- that these price declines were eliminated within 12 months.
11 R. Kaplan and R. Rol}, "Investor Evalyation of Accomt.u, Information: Some Empirical

Evidence,” Journa! of Business, (Apnl 197") 22 5 257,

$oX
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5; ~ Recent Vvversions qf the mvyopic markets hypoihcsis i.emphasize_ increasing-
institutional holdings and the pressures they face to geﬁcrate high réturns on a qu:mer-m-
o "quarter basis. It is argued that these pressures on institutions are a major cause “of
‘ pré“s'suvres on cbrporations to generate high current egfnings ona quarter-to-quaﬁcr basis.
The instimtiqﬁal pressuics are said to lead to increased iakeovers of firms (becags;
institu_tions'are'not loyal shareholders) and to decrease_ci reséarch and devvelopm‘ent'
' expendit_ﬁres. Itis afgue’d that because R & D expenditures reduce current earnings, fmﬁs
makmg them are therefore more hke‘y to be taken over and that reducnons inR & D are
' lcadmg to a fundamental weakening of the corporate sector of the econOmy
A recent study of 324 firms b), the Office of the Chief Econoxmst of thc SEC ﬁnds
substanual evidence that is inconsistent with thlS version of the my0p1c markets

- B . B b}

argumenL12 The evidence indicates that: ‘
° increased institutional stock holdings are not associated with increased
“takeovers of firms.
° increased institutional holdings are not associated with decreases in research
and developmeni expenditu'reé.
° firms with high research and development expenditure‘s are not more

F

vulnerable to takeovers.
o stock prices respond positively to announcemepts of increases in résearc.h
“and development expenditures. |
Thdse who make the arg_ﬁmeni that takeovers are reducing R & D spending also
have to come to grips with the aggregate data on such spending which is inconsistent with
the argument. Total spending on R & D in 1984, a year of record acquisition activity,
incfeased by 14% according to Business H;eek's annual survey of 820 companies. ‘(Th_e

sample Corhpanies account for 95% of total private sector R & D »expenditures.) This

1z Gregg Jarreli'and Ken Lehin, "Institutional Ownership, Tender Offers and Lorg Term Investments,”
(Office of the Chief Economist. Securities and Exchange Commission, Apnl 19\45)
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steel. Moreover R&D spendmg increased from 2% of sales (where it had been for ﬁve
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represemed "the brggest gain smce R & D spending began a steady chmb in the late

1970's".13 All mdusmes in the survey mcreased R&D spending with the excepuon of ,

v years) to 2. 9%

An Alternative H)pothws : ‘
There is an altemanve hypothesrs that explams the current facts, mcludmg the

cﬁticxsms of managers, quite well. - o
“Suppose that some managers are simply mistaken, that is, their strategiee are

wrong, and that the financial markets are telling them they are wrong. If they don't

change, their stock prices will remain low. If the managers are indeed wrong, it is

-‘desuable for the stockholders and for the economy to remove them to make way for-a

-

change in strategy and more efficient utmmuon of the resources.

Free Cash Flow and the Conflict be_fween Shareholders and Managers
~ More than a do_'zen separate forces drive takeover activity, including such factors as
deregul‘ation, synergies, economies of scale and scope, taxes, managerial incompetence, and

increasing globalization of U.S. markets. One major cause of takeover activity, the agency costs

~ associated with conflicts between managers and sharéholders over the payout of free cash flow,

has received relatively little attention. Yet it has played an important role in acquisitions over the
_ : .
last decade.

- Managers are the agents of shareholders, and because both parties are self-interested there

are serious conflicts between them over the choice of the best corporate strategy. ‘Agency costs are

the total costs of coordinating the divergent interests that arise in such cooperative arrangements.

. They consist of the costs of monitoring and bonding managerial behavior (such as the costs of

- producing audited financial statements and devisingvand implementing compensation plans that -

reward managers for actions that increase inveStors' wealth), and the inevitable costs that are

13 "R&D Scoreboard Reagan & Foremn Rivalry Light a Fire Under Spending”, Business Week
(Jul), g, 1985) P 86 ff.
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incurred because the conflicts of interest can never be resolved perfectly. Sometimes these costs
can be large. They have amounted to billions of dollars m the oil indﬁstry. ‘ |
| Free cash flow is cash in excess of that required to fund all of a firm's projects which  *

promise to earn more than the cost of capital. Such free césh flow must be paid out to shareholders
if the firm is to be efficient and to maximize value for shareholders. | |

~ The .problem is how to motivate managers to d‘is'gorglve cash to investors rather than wa;ting |
it on organizaﬁonal inefficiencies or low-return projects. ’ | .

Managers are generally reluctant to pay out resources to shareholders &caUse it reduces
their power and SUbJCCLS them to the monitoring of the capital markets that occurs when they must
obtain new capnal. Managers also have mcenuves to aver-retain funds for growth because their
compensan'on 18 posmvely related to growth. Moreover the tendency of firms to reward r‘mddle
 managers throug‘r promouon rather than year -to-year bonuses also creates a strong orgamzznonal
bias tow ard growth to supply the new management positions that such promotron-based reward
systems require. ’

‘Managers wirh rs‘ubstantial free cash flow can bi'ncrease dividends or repurchase s.tock and
thereby pay oui curreni cash that would otherwise be invested in low-return projects or wasted.
However. this leaves managers with control over the use of future free cash flows. Promiseo cash
payout in the forrn of a "permanent” increase in the dividend is weak because future dividends ean

:

be reduced. ‘ _ ' v

The Role of Debt in Motivating Emcrency
Debt has 1mportant control effects in reducing the agency costs of free cash flow. Buying
back stock-wi_t.h newly created debt enables managers to effectively bond their promise to pay out
future cash flows rn a way that cannot be accompliéhed by simple dividend increases. Through
| sueh debt creation, mana'oers wive shareholder-recipients of the debt the right to take the firm into.
ban}mrptcy court 1f they do not mamtam thexr promise to make the interest and principle payments.
Debt for stock exchanges reduce the waste associated with free cash flow by reducing the

cash available for spendmg at the discretion of managers. Debt also creates orgamzauonal .
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- incentives to motivate managers and to give them the erisis (threat of bankruptcy) to help overcome

normal organizational resistance to retrenchment which the payout of free cash flow often requires;

‘prog_rims must be cancelled, careers must change, and layoffs are freQuenﬂy required. -Debt fér

- stock exchanges also create tax advantages at the corporate and personal levels.

The control effects of debt are not as important for rapid]y growmg organizations with 1argc

‘and highly profitable investment projects but no free cash flow. Such orgarﬁzéﬁons have a surplus

of desirable investments and will experience the monitoring of the capital markets when they raise

new funds.

The control effects of debt are more important in organizations which generate large cash
ﬂows but have low growth prospects and even more-rmportant in organizations which must
shnnk In these orgamzauons the pressures to waste cash flows by investing them in uneconomic

= o .

pTO_]CCtS is most S€I’10US ‘

The evrdeme from lev era"ed buyouts and from takeover actmty in the oil mdustr)

- suppons the argument.

Endence from Lev eraged Buy outs

Many of the benefits of ]everaged buyout (LBO) transactions seem to be due to the controll

.

_ effects of debt in situations where the costs of free cash flow are high. In 198+, going pnvate

transactrons totaled $10.8 billion and represented 27% of all public acquisitions. The premiums
L 4
pmd on these transactions average over 50% of market value.
Desu’able leveraﬂed buyout candidates are frequently firms or divisions of larger firms that

have stable busmess histories and substantxal free cash ﬂow (that is, low growth prOSpects and

high potenual for generating cash flows)— situations where agency costs of free cash ﬂow are

- likely to be high.

LBO transactions are frequemlyﬁhar’rced with high debt; 10 to 1 ratios of debt to equity ar

‘not uncommon. The use of strip financing and the allocation of equity in LBOs reveal a sensitivit;

to incentives, conflicts of interest, and the increased liklihood of bankruptcy in an organization

* with high debt.
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| vSm’p financing, the pracﬁce in which risky non-eqpitj securities ranking below
senior debt are held in approxim;tely equal propoftions, limits the conflict of interest v
among such risky security holders and therefdre limits bankruptcy costs in highly levéra'ged |
LBOs. | " |

The Oil Industry
| ' R;idical changes in the énergy market since 1973 ’sin’wltaneo;'xsly, genérated large increases
m free cash ﬂow.’and required a major shrinking of the petroleum industry. »I‘n this cnviror'.xment,
the agency costs of free cash flow were large, and the tekeover market played a critical krol'e; in_
reducing thefn. | |

Following the 10-fold increase in crude oil p'ri;g:s, the consumptioﬁ of oil and t:xpc=,$tedi
future iﬁé*eases in oil prices fell. Real interest rates and exploratio‘n and de’velopmcni costs also
increased so that the opumal level of capacity in Lhe industry fell. By the late 19707, the industry
had substanual excess capacity in crude reserves, refmmg, and d1smb.mon At the same nme cash
“ flows were huge. For example, in 1984 the ten largest oil companies generated cash ﬂows of
$48.5 billion, 28% of the total cashﬂ'ow of the top 200 ﬁnns.

Conmste'x’ with the agency costs of free cash ﬂow management did not pay out the excéss
resources to shareholders. Instead the industry contmued to spend heavily on exploratxon and -
development activity even thouah average pre-tax returns were low. Bernard Picchi of Salomon
~ Bros. estimated them to be substantially below 10%. The\ &so’launchcd unsucccssful
diversification programs to invest funds outside the industry. These programs, however,
generated social benefits because the ;ésources were paid out to target-firm shareholders rather than
‘wasted on uneconomic dnlling programs.:

Mergers in the oil industry, motivated largely ny T. Boone Pickens, have led to
large increases in debt, payouts of large amounts of cafaifél to shareholders (albeit target
shareholders), reduced exvpe’nditu,res on wasteful drilling programs and redUcedvcapacity in"

refining and distribution. The benefits have been huge; total gains in the Gulf, Getty and

Conoco takeovers alone were more than $17 biliion. More is possible.
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Actual takeover rs not n'e‘ces-sary to induc:e the required retrenchrrrent and return of '
resourcee to shareholders. k : ‘ |

.« The Phillips restructuring, brought aboﬁt by threat of takeover, resulted ih a
$1.2 billion (20%) gain in its market value. It reburchased 53% of its stock for $4.5 billion
in debt, raised its dividend 25%, cut eapita] spending and initiated a program to sell $2 '. .
billion of assets | _ | ‘ .

° . Unocal's defense in the Mesa tender offer battle resulted in a $2.2 billion .
(35%) gain to shareholders. It paid out 52% of its equity by repurchasing stock with a
$4.2 billion debt issue The Unocal defense incidentally caused its shareholders to lose the
$1.1 brllron higher Mesa offer. | °§ |

o Arco S \oluntary restructunno resulted ina Sa 2 billion (30%) gain in

- market \a]ue Itinv olves a35% 'to 409 cut in exploratron and development expendrtures

repurchase of 25% of i rts stock for $4 billion, a 33% increase in its dividend, withdrawal
from gasohne marketing and rcfrnmo east of the Mississippi, and a 13 reductioninits

workforce.- :

. Diamond-Shamrock's reorganization announcement on 7/10/85 is further

, s’upport for the theory because its market value fell 2“’cbn the announcement day (and

~ continued falhm) Its restructuring involved reducing cash dmde*ds by 76¢/sh (-43 /a)

creatmg a master limited parmershlp (MVILP) to hold 35% of 1tm\onh American productron,
paying 90¢/sh annual dividend in partnership shares, repurchasing 6% of its shares for

$200 million, selling 12 of its MLP to the public, and increasing expenditures on oil and

-gas explOration by $100 million/year.

The theory predicts that value-increasing takeovers occur in response to breakdowns of

internal control processes in firms with substantial fre¢ cash flow and organizational policies

(including diversification programs) that are wasting resources. It predicts hostile takeovers, large

increases in leverage, dismantlement of empires which lack economies of scale or focus to give

them economic purpose (e.g., many conglomerates) and much controversy as current managers

$EX




Michael C. Jensen v 16 © Maxh 12,1986
object to loss Qf their jobs qf the changes in organizational policies forced on théx_n by threatof a -
takéover. The CBS and Union Carbide restructuring to ‘évoid takeover are also gdod examples.

- The debt created in a hostile takeover (or takeover defense) of a firm suffering severe
agency costs of "frec‘: cash flow need not be permanent. | Indeed, sbme_times it is chﬁ‘able to "over-
leverage" such a firm. In thesé-situatiohs, Ievering the firm so highly that it cannot cohtipu; to
exist in its old form generates benefits. It creates the crisis to motivate cuts in expansion programs
and.thc sale of those dx'visiohs which are more valuable outside the firm. Thé proceeds are used to
| , réducé debt to a more normal or permanent level. This process results in a complete rethinking of

‘vthe organization's strategy and its structure. When su;cessful, a much leaner, moi'e efficient, and

competitive organization results. S
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HIGHLIGHTS

New Jersey, like many other states, is in the throes of a
major economic transformation. From 1980-1985, total
employment increased by 11.7%. But at the same time,
manufacturing employment fell by 7.9%, costing the state 62,000
~Jjobs., Permanent layoffs occurred 913 times during this period,
because of plant closings, contractions, or relocations, idling
95,215 workers. There was no evidence in our sample of plant
closing occurring as a result of a hostile takeover. This
transition is being caused by increased international
competition and the high dollar, and not by M&A activity.

According to original survey data, less than 1% of the
total jobs lost in New Jersey were associated in any way with
acquired firms. There is no evidence that the change in
ownership had anything to do with these reductions in
employment Acquisitions increased the wealth of owners of
stock in New Jersey firms by $1.2 bllllOn.

Merger'and acquisition (M&A). activity involving major New
Jersey firms made up only 2.2% of the total number and 1.9% of
the total value of all U.S. transactions. Most of New Jersey's
M&A activity was friendly, reflecting the mutual economic
benefits of consolidation, -

Moreover, the M&A activity that did occur in New Jersey was
concentrated in the hard-hit manufacturing sector. Only. 21% of
New Jersey jobs are in manufacturing, but 55.6% of major M&As
.in the state occurred in manufacturing.

" In some instances, selling the plant to new owners was
clearly an alternative to closing a plant andé laying off
workers. More generally, M&A activity appeared to facilitate
the adjustment to structural chaﬂge and help restore industrial
competitiveness.

Increasing state takeover regulations are an ineffective
way to prevent plant closings or retard job loss according to
international and domestic studies, as well as the evidence
from New Jersey case studies. The preferred strategy is to
integrate legislative responses into a broader program to
a551st and enhance structural ad]ustnent

States have granted corporatlons ample opportunity to
defend themselves througn changes in their charters, and many
New Jersey companies have instituted several anti-takeover
_ provisions. Twenty large New Jersey corporations have recently

adopted 54 anti-takeover measures. :

- States should not prevent corporate takeovers or mergers
that may result from inefficiencies or changing corporate
" strategies and market conditions. Well formulated policies
should interact--not interfere--with market forces,
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1., EXECUTIVE SUMMARY

MIRGERS & ACQUISITIONS: AN OVERVIEW |

*  Merger &'acqnisition (M&A) activity occurs for a
variety of reasons, including changes in financial markets,
technology, management, sources of supply, factor costs, and
product demand. Corporate reorganizations through M&A act1v1ty
are symptomatic of complex structural changes affecting
industrial competitiveness and employment prospects

~* There is ev1dence that corporate combinations lead
to synergy, increased technology transfers, and economies of
: scale,‘ Someti s however, corporate combinations fail. Therer

are no rigorous, . sc1ent1fic findingc that M&A transactions
themselves either increase orvdecrease employment,
prodnctiVity, profitability, or the pace of technological
changetin‘a,consistent, significant, or direct wav.i
| 1*V The U S. is in the mi ost of the fourth wave oF

M&As, and most experts maintain that 1t is about to subcide.

THE NEW-JERSEY ECONOMY .

* New‘Jersey, like many other states, is in the throes'of_
a major economic transformation. | |

*. Total employment increased by 11.7% from 1980 to 1985,

* Unemployment fell from its 9}1% peak in 1982 to 5.8% in
1985, |

2l
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~* Employment gains were concentraed in financial and
health care services.
*  tanufacturing employment fell by 7.9%, costing'the

state 62,000 Jjobs.

‘M&A ACTIVITY AND THE NEW JERSEY ECONOMY.‘

*  M&A_a§ti9ity'in New Jersey is a relatively small
paft of total U.S. acﬁiVity,>but appears tobplay_an important ..
role in_facilita;ing New Jerseyis economic transformatioh.

| * M&As transactions involVing major New Jersey firms
made'up'bnly 2;2% of the total number and 1.9% of thé total
Valﬁe of all U.S. transactions.

* The majority (81%) of New Jetsey‘s M&As-activity
was friendly, reflecting the mitual econonic benefité of
conéolidation. The other ;9% (6vin number) were unsolicited

(which we define as hostile). Thev ended successfully after

n

W

i

the offering ternm re improved,

*  Permanent layoffs occurred'913vtimes in the
1980-1985 ?eriod'due tQ plant closings,vcontraCtions, or
reloéations, idlinc 95,215 workers.

| * Using criginzgl survey data; we were able to
identify fewer théan l,COO lost jobs (less than 1% of total job
loss) that could be traced in any way to acquired firms. There
is no evidencévthat the change in ownership had anything to do
with the reductions in employment, |

* Most firﬁs that laid off wofkefs were not involved

in M&A activity.
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* Mergers'and acqulsitions are an alternative to
plant'CIOSings. A conpany needing.to-sned a dlvision or
‘operation can sell 1t or close 1t Clearly, selling is
preferable. Hlnderlng M&A act1V1ty could encourage plant
closingsr
N * Only 21% of New Jersey's jObS are in manufactur1ng,
‘but 55.6% of major M&As in the state occurred in manufacturlng

* M&As are-a necessary part of the adjustment process
and probably slow the drop in manufacturlng employment.

* 4&A.act1v1ty in New Jersey is a result, not cause,
of New Jersey's economic transformatlon. |

* Acgursltlons may 1ncrease jobs by leadlng to
corporate growth.

o Corporate acqulsl iones increased tne Wealth of

'snareholders of meh Jersey cor poratlons by $1 2 bllllon.

. -2C0! O‘*C ADJdSm"?T \ND STLT: POLICY

* POllCV responses snould belflexible angd strategic.
ReSponses,to industrial restructuring should not prevent
corporate takeovers or mergers that may result fronm
ineffiCiencies or changing co:porate strategies and market
conditions. Well—formulated policies should interact -- not
’interfere -~ with market forces. | |
| * increasing state regulations areban ineffective way
'to prevent plant closings or retard jOb loss, accordlng to
1nternat10nal -and domestlc studies. The preferred strategy

should be to 1ntegrate leglslatrve responses into a broader

program to assist and enhance structural aojustnents.

A3
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* Twenty large New Jersey corporations recently haje
édopted 54 anti-takeover measures. States have grénted |
corpbrations ample opportunity-to defend thehselvés‘through'
changes'in théir charters, and‘most large New Jersey companies
héve instituted several anti-takéoyer proviSions.

* States should consider efforts to improve the
workiﬁgs Qf capital markets fof smali firms; Thié.¢ould
include new forms of finance gnd identifying and assisting
companieé seeking divestiture or reorganization,

* Labor mafket stratecgies should»encourage'and assist
tather ﬁhah retar& adjustments. Effective examples include:
special training programé,vincentives for retraining aﬁd'

relocation, income support, and wage subsidies.

L



2. INTRODUCTIOW

“Merger and acquisition activity dominates the economic

news. Almost on a daily basis, some well-known American

»company buys another company or is itself acquired. " The

current merger wave represents an accumulat1on of the

ongoing processvof’corporate restructuring as the economy’
moves into new markets and technologies. We are in the

mldst of the fourth wave of merger and acqurs1t10n act1v1ty .
in modern-U.S. history: 1898-1908 (norlzontal acguls1t10ns
characterized by oii trusts); 1922—1930 (vertical

1ntegratlon), 1967 197& (concloner te aCGUISlt101S)

'1980-the present (eclectlc conolnatrone) (acne'er 1980)

see Illus. 2.1.- The numoer of transactlons~tooay_1s
actually smaller than in some pas: waves. For each year

durlng the 19805, there were approx1mate1y 2,000 deals per

year, whrle during the 1967 74 perlod the number ranged

from 3,000 to 6,000 per year. Wnat is new t0d=j is the

'size of transactions. In nominal terms, the average value

is 48 percent larger'(from 1931 through 1984) than in any
preilious four‘year periodv(Council'of Economic Advisors
1985) . |

Whrle the size of some transactions may seem huge, the

total’ value of transactlons represented only a tiny piece of the
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U.S. economy.  In no year between 1965 and 1983 did the total
value of mergets exceed 1.3 percent of totai U.S. corporate

assets (Mcrinsey 1984: 29-30). See Illus. 2.1A.

,Déspite the popular imacge of voracious corporatibné gobbling
uﬁ company after company, liéuifying their assets, and assuming
higher'levéls of industrial concentration, the fact is that from
1965 to 1983, 62% of acquiring firms made only ohe acquisitibn,
and only 7% maée more than three. ‘Aggregate concentration hésv
rémainedvreiatively stable, increasing by no more than'2
pefcenta@e points curing thoée'years.' M&E activity has had no.
statistically significant impact upon aggregate concentration;

'ahdjsaies'and acsets concentration ratios have actually declined
‘ _slighily. The lionfs_shéfé of variation in agdreocate
concentration is -attributec to interﬁal crowth of firms, not
changes in business concentration.‘ Moreover, the historical
tendency towargds higher levels of ConCentration by_the largest

firms appears to be erodinc in most recent vears. (McKinsey 1984)

Nevertheless, this activity has’ignitéd intense debate about
the desirability of these transactions. Executiyés, employees,
financial expérts, politicians, an¢ most other citiéens line up
‘on one side br the other of the questions. »Are these dezls good
for £he ecoﬁomy? Do they promote econbmic efficiency? Do .

they spur growth? Do they make the U.S. economy more competi-
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tive? Do they promote or retard job growth?

Othef questiohs concern the proper role for public policy.
How is the public interest best served? Should‘M&A actiVity be

encouraged or throttled?

These are all critical gquestions which require systematic

empirical analysis.. This report addresses the major issues:

{
{

* The size and number of transactions and their relative

impact on the New Jersey economy.
* The characteristics of Mak activity in New Jersey.
* The reasons for M&z activity in New Jersey. .

* The effects of M&A activity in New Jersey on employmeht,
market efficiency, research and déevelopment eXpenditures.“and

shareholcer wealtm.

Then we discuss the most important policy issues that arise
vfﬁmnourfindihgs; Weviewthisa;tivicyﬁjlthebroadcontextof
cofporate :éorganization'Which'is occurring as part of an‘
ecoﬁomic resﬁructuring and adjusthent_process for service and
technology-baséd_ihdustries. Dbes M&A activity enhance the

necessary modernization of New Jersey industry or retard it? 1In

(eX




. short, are mergers and acquisitions good for the New Jersey

econony, job retention, and job growth--or not?

3. THE SCOPE OF MERGERS AND ACQUISITIONS IN NEW JERSEY,
' 1978 PRESENT ‘

3.1 The Number, Size,'and Types of Transactions

Slnce the beglnnlnc of the currenf merger wave, there have
been 843 episodes of merger and acquisition activity in New
Jersey according'to the data base we developed for this p:dject 
rfrom ‘Securitiesb Data Corpofation and thev Securities_ Industry'
Associztion. 10.1% of these attempts were withdrawn, and
another 14;2% occurred in industries réguleted‘ by 'state:
agencies: banks, S&Ls, ané insurance cempaniesf In Vanother
.tenthkof the cases (9;8%), one cbmpanykor-investOr group merely
boucght ‘a2 stake in another company. In 13.4% of the events,
companies boughtktheir oﬁn shares onhthevopeﬁ market 6: throUgh

self-tender offers.

That left only,297, or 35.3%,’where one comnpany bough; part
or all of another. About half that number, 145 or 17.2% of the
total, were divestitures. From that 297, we Seleéted for
analysis the 51 largest transactions that accounted for about

half of the total value of M&A activity (Appendix). We gathered

W
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further financial and other corporate information from publicIy'
available sources and interviews with principals involved in

~ those corporations.

Twenty eight of these were divestitures——sales of one or
more divisions. ~ The average value of each divestiture was $281
'million. In 23 of these cases, the 4 buyers were other
companies. In. tne other 5, the-preperties were ecquired
through leverageo bLV-OL s by private investors, often

including managers from the OiVlSlOﬂS themselves.

In 16 of the M&a transactions, whole companies were bought.
The average value of these transactions was $394.1 million.
Purchasers were other corporations in 12 of those cases, and

private investors and managers in the other four. The

‘remaining & ¥&A transactions invloved banks.

3,2 New Jersev's Share of Total U.S. Merger and

Acquisition Activity.

Transactibns involving New Jersey companies or
their divisions es'aequirees eneompass only a small
partvof M&Avactivity’in the total U.S. economy. From
1978 to the present, mergers and acquisit 1onsnin
"New Jersey were 2.2% of the total number, and their valae

represented.1‘9%‘of all U.s. transactions. Less than
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2.7% OS the netion's majcr hostile takeovers were in New Jersey.
These transactions also represent a small portion of total New

Jersey corporate assets.

4. CHARACTERISTICS OF MERGER AND ACQUISTION ACTIVITY
IN NEW JERSEY

4.1 Mergers and Acquisitiorns by Industry Sector

M&A,activity.can occur ir any sector of the economy as
corporations restructure ﬁo pursue new industrial stfategies:
The rumber of New Jersey takeovers appear relatively eVehly
distributed across the spéctrum of manufaéturing and service
industries. The tarcet compernies.or divisions in most of these
deals (25 of 45 or 55%) were involved in menufacturing. Within
manufaéturing, no more than three takeovers occurred in any of .
the’lS'industrial catego:ies analyzed. Arperel androther fihis—
hed prdducts and miscellaneous retail trade had three pu;chases;
These were both sectors undergoing rarpid coﬁsOlidation as e
response td import penetration. Othef sectors with s;rqng'M&A
aétivity included communications (dominated by the Metromedia
deals), printing and publishing, water transportation, fabricated
metal, and apparel and other finished products; These sectors

had over 5% of the agcregate value of total transactions.i See

Illus. 4.1 and 4.2.
6

gox




Recenti}, the banking'séctor‘s activity has increased, as
.the'finanéial services indgstry undergoes rapid consOiidatién
"fdllowing defegula;ion‘and'major upheavals,in financial'mérkets.
ﬁationally;'financial institﬁtions now‘repréSent 56%’of totél
“acquisition activity and 58% of.acquisition value. This deveiop—
ment shows how. financial institutidns have accomodated to pres-
SUfes of price, pérformance, and capital needs in the new
AeConomic and regulatory environmént. Seventy—four percent of the
increase in the value oﬁ M&A‘aétivity nationally‘éan be attri-
buted to financigl institutions (lcKinsey 1984:4,13). 1In New -
Jersey, bénking transactionsrreprésented 5;5%'df_the,value of

M&A activity in the current rercer wave.

4.2 Divisionel Divestitures.

quing the 1960s, cohglomerate M&A activity représented a
dispropértionate numbter of all transaétions as cohpanies sought
éo increase their val?e by écquirin; firms in unrelated indus-
tries. vBy the late 1970s and early 1980s, howevér, aggressiVeb
companies thét had becomé conglomerates discovered that they were
unable to coordinate ~diverse and unrelated lines of'business.

fCOnSequentiy, .many conglomerate acquisitions were later spun-off
through direct 6£ leveraged buy-outs to private investor groups

Oor managers. Natibnally, of the 5,000 mergers tracked by

’ 70X




the Federal Trace Commission from 1950-1976, 25?35% of acquisi-_
tions were later sold off or divested as the result of the parent
.'_companies' lack of manageriai_control or'performance failures“in

cumbersome organizational structures (Scherer 1986).

Divisional divestiturés wére an important paft 6f New
JefSey's recent industrial restructuring. The twenﬁy-nihe divés-'
titures repreéented 54%>of non-bank M&A_activity in New dérsey
‘during the pericd in guestion. ‘7Thirty‘percent oflﬁotal divestif1
ture value ($1.8 billion) came from 16 transéctions‘in the manu-
facturing sectcr. Th¢ perceﬁtagé of manufacturing fifms affected’
',woulélkavé been mucﬁ higherAwithout the S3.l'billion'Metr0media
divestitureS‘which,representedf 71% of all the stéte's nonmanufa-

cturing divisional sales. See Illus. 4.3, 4.4, anc 4.5.

4.3 Friendly and Hostile Takeovers.

The most widely reportedvtakeover'étories pit an agg:essive
buyer agaihst én eqﬁally determined management group who resist
the offef. Some of these deals are termed "hostilé," but that is’
a misleadinc and perjorative term. In fact, “hostili;y"'is’in
the eye of the beholder, and'different parties may-judge ;he
offer differently. A bid may be strongly opposed by management,

but favored just as strongly by shareholders. And while
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_ empioyees often identify with ‘manaQemént duriﬁgr a "fight,*
vthere,is nd intfihSic péason for them to favér the status quo,
éﬁrrent_ managets' are ‘nbr more likely “to safégua:d their jobs
than prsible future'managefs.,»In fact, an>ﬁnsoliCited_offer
.may be made as part of a étrategy,'andian 6ffer may bé'resiéted
as a bafgaining ploy. " Inveconomic terms, it is difficdlt-to
make a valde-judgement'that hostile takeovers ére intrinsically
good or bad, | |
MotiQéS for hostile takeovefs may not diffe? significantly

from vmotives for  friend1y_ takeovers. The takebver éttémpts
' could be made to inérease_mérket share and achieve'economiéé of
ksoale, extend oroduct lines, or limit cdmpetitiong The only 
‘differences may"be of '$tfate§y--Q5ethe:"Qr not to inform’
'managment before the offer‘is made. The one motivé'that aimost
assdrés tha; the takeover attempt will be viewed as hostile'is
: to‘replace'iheffective manageﬁent.
In ‘New Jersey, from 1978 to present, only six _bf»vthe
 non—bank‘mergers'and acguisitions were unsoliciﬁed. See Illus,
4.6 and 4.7;> (To :eiterate,v hostile takeovers 1include _all__
.unilatetaily initiated tender - offefs,-‘ both those where
mahagement: of target companies ‘Wére informed befo;ehand “and
where'no‘prior confact was méde.) The vast majority-—81.3%-—of

all takeovers in our sample were friengly,’
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Very‘dhe of the six.unsolicited M&A'attempts in our sample'
was concluded amicably once prices were incfeased_or termé were
oﬁherwise improved. For example, the originalx(unsolicited)
offer that Mark IV Industries, Inc., made for Gulton Industriés,~
Inc;, was réjécted by the latter's Board as tob low. A little

later the price was raised and the offer accepted.

Our study revealed no evidenée that unsolicited deéls had
syStematically différent-effects on acquired companies--in terﬁs
of employment or profitability-fthan friendly transactions. The
only 1ikeiy effect was on share prices, and that was beneficial
for the taréet's shareholders. Half df ﬁhe unsolicited'bids'in
QUrvsample were aécompa:iéd by bids\from'otherbsourcés, énd the

end result of this bidcéing was higher stock prices.

5.  REASONS FOR MERGERS AND ACQUISITIONS: TYPOLOGY
AND CASE STUDIES '

There'are'no single causal explandtions of why‘corporatiéns
or investors seek to buy other,companie$ of divisiohs. A ¢ompany 
' may seek to buy avdivisionroi another company as the most effi-
cient wagfto'extendzaprbduct line’into'closely'relatéd or syner-
gistic areas. A company-may wish to diVersify into another

industry or gain increased marxet share in the same industry

10 .
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Seveﬁ dﬁ_the non—baﬁh transactions in our sample were done to
'exten& the‘prodﬁ¢t_line within the acquiror's industry. Thef‘
represented 17.1% of the transacﬁions ahd 2.9% of the totai
Qélue.} That'wasvthe_appare:: motiya:ion berhind Au;ohatic Date
Précéssing'Incﬂs pu:c5ase of Bunker-Ramo Inférmétioh Systems.
ADP Qas able to go'beyond'itsbt:aditional business of providinb
pacﬁéged commércial daﬁa Frocessing services énd'time sharing by
acquiring a leadinc suppiier of stock price quotaﬁioﬁs used by
brokerages--with 30% of the market. WﬁenuEmerson Eietric Co.
aéquireé Automatic Switch Co. it could brbadenfits'range of
electriCal ana electronic produc;s ana systems to include eléc-
tromagnetic conﬁrol‘equipﬁent for orerating flgid control systeﬁs
and electric'pdwerVdistribution; Emerson's application of their

manufacturing technology to Automatic Switch could enhance both
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companies' develbpment. On the face of it, at léast, these

combinations seem to have made good economic and business sense.

5.2 Conoclomerate Acguistions,

i
0

A national study (Scherer 1986) showed that conglpmefate
acguistions--those reaChing out to inaustry‘sectors where thé
 parent had no experienceé—tended to be the least succeésfui (in
terms of pfofitability), and often resulted in later |
divestitures. (These units had an bperating'incbme/assets

ratio of minus 1%, while nondivested units had average returns

of 13%.)

Another seven tranSacﬁions, representing 9.9% of the total
value of transactions, captured a product line in unrelated
lines of business. NationaliDistillet-Corp.'s 1982 acquisition
of Suburban Pfopane Gas.Corp. gavé thie distiller and wine

marketer control over a propone gas distributer,

5.3 Horizontal Acguisitions.,

Horizontal acquistions are purchases of companies or

12
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divisions in the samé brbad-industry group. These are; according
:;b'Scherer'; finaings,"more successful in maintaining their
baSeline,profitabiiity thah'pu;ely cohglomerate acquisitions"e4
' ﬁhQse'reaChing out to ihdustry sectbrs where the parent Coﬁpany

‘had no experience (Scherer 1986:6).

The 1argest number of M;A'transactions’ih ouf'sample were -
horizontal diversifications. Thqse 10 (24.4% of the total) rep-
resented 37,2%'of-the tbtal.value of transactioné. The oii—
reiated transactioné, e4L'Drummond Peﬁroleum Ltd.'s 1981-pu?-
chase of.ﬁnion Texze of Canzda Ltd. (a subsidiary of Aliied
‘ éoer and Hﬁsky.Oil Ltdﬂs vy of anothef Allied subsidiary,
'Uno—fex Petroleumrcérp.} are examples of horizontal acquisitibns;
Another was the pﬁréhase cf Bocrum & Pease Co. by-Esselté Busi-
.nQSS_Systems Inc., vboth»suppliers'of folders, biank books) énd

- loose leaf binders.

5.4 Verticel Integreticn.

Purchaseé.of suppliers (known.as backward integration) or
customers_(forward.integfation)-maytmake sense for soﬁe _
‘:c0mpanie${ AVeftiCal integrétioﬁ was the apparent reason in only
_threé,”df1h3%'of our sample, with about 3.5% of the transaction

value. One example was the acquisition by Square D Co., a lea-
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ding electrical equipment manufacturer, of Yates:Industries Inc.,
which develops, manufacturers, and sells electrodeposited copper

foil used primarily in printed circuits.

5.5 Market Extension Acquisitions.

Some compéaries make échiéitions as & way bf extending their
mafket geoé:aphically, although they are usually'in thevsame‘
industry. We identified seven market extension acquisitions.
meking up abouﬁ 17.1% of thé'number and 16.4% of the value oif
transacticns. One market'extension'acquisition was the 1986
purchase of the_Desefet Médical Division f_Warner—Lamberﬁ Co. by
Becton Dickinson. This now enables_Bééton,'Which manufacturers
and sells an extensive line of health care products,‘to sell
cardivéscular cétheterSr irfusion sets, énd operating roorn

products.’

‘5,6 Goinc Private.

When divisions or companies are taken privaté, it is with
the goal of running them better, not of incorporating themvin;o
Ehe operations of another on-going concern. In these césés, the
kéxpedted prdfiﬁs_come-not from synergism, but from a new finan-

cial strucuture, new incentive mechanisms, or new management.
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'There were eeven such>transaction5'in our sample. and they
made up 17;1% of the‘numbe; aﬁdvzz% of the vaiue. Iﬁ value 
terﬁs, they were‘deminated by the-MetrOmedie:menagemenﬁ bquut.
which was Qorth $1.5 biilion. kMore typical were‘the'purchases of
Conair.Corp;'by a.managementvgroup_ana of Mialend Glass Corp. by

a private investment company. See Illus. 5.1 and 5.2.

6. THE EFFECTS OF MERGER AND ACQUISITION ACTIVITY
' ON NEW JERSEY

Clearly, M&A“ac;ivieies‘aie a diverse lot. They come ‘in all
shapes and sizes ahd dCcur for & myriad of reasons. BUtvwhen all
the dust has eettied;.what, besides ownership, really_chanées?'
Have mefcers andé acquisitione created'jobs? Heve they cost jobs?
::Have they made the econory more efflc;e t°'5Are shareholders .

better off?

6.1 Employment: Job Loss, Job Reten:tion,; and
Job Crestion

'Much~of the existing eeonoﬁie fesearch reéarding‘MgA activi-
fy  and'industrial'organization.in geherel. have focused upon
zimpaCtS'on stock values,  research and development, productivity,
B priciﬁg; profitability, and»market shere; The impacts of M&A

activity upon.labo:’markets have been largely ignored. Yet it is
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around the issue of jobs (creation, retention, loss) that much
concern regarding business combinations and problems of indus-

trial competitiveness is expressed.

Do mergeré and acquisitions ccst jobs? Will~higher_levels
of job retention occur if the state regulates.takéovers? There
haveionly becn a handfui of systematic studies in this area.‘and
they generally sugcest that attributing structural ﬁnemploymént
. to COfporate reorganization iS»a'spurious and misleadihg associa-
tion. A recent sﬁrvey by.the Conference Board (Berenbéim 1986)
examinea 212'p1ant'ciosings anc¢ found tﬁat only 30% of plant
vclosings were attfib:cable to.organizational chénge (primariiy
changeé in Supplyvand distribution‘technOIcgy, with little effect
resulting ermVM&A,activity){ Preiiﬁinary results from a nation—

al stucy of'blént ciosingé,by the U.S. Governnent General_Accou—
nting Office aiso show very little relationship between piant

- closings and M&A activity (GAC 1966).

The Economic Research Bureau has analyzed the causes and
consecuencescof plant closings and permanent layoffs and‘economic
adjustment policés as & response to this problem. In 1978-84,
1083 plant closings and 370 plant contractions and layoffs occur-
red in New York Statéi We founé no statisticélly significant
association between ciosing events and mergé: and acquisition

activity. ‘Plant clcsings.were more closély related to dollar.
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appreciation{ import penetration, taxes, lack of plant moderniza-
tion,; décreased capital investment, and lack of managément_respé-
;nse'to structural and technological shifts in product and consu-

mer markets (Yago et al. 1984, Yago 1986).

Othér sﬁudies have emphasized.the impact of lack of-
- management sucCessién,- security, ’space, ;ene:gy 'CQSts,
transportation costs, heélﬁh‘Ca‘e Costs, housing costs, quality

of life, ihterhationai restfuétpfing of.ihdustrial production ahd

a rance cf other issues contributing to plant closings.

‘iWhile:mény busineés clirate studies (Alexandér Grani,
Inc.) emphasize labor legislation:of'buéihess support in ranking
-a étate;suresponée tc business location or dislocation, few
s;udiés focus upon the.contribution the states make to lowerirng
VOperating'éosts of firms. NOr dé fheée studies ekamine'the
state's roié iz c:eating thé livihg:environment for private
’sectof}emblOyees. Even'thoughvthis is the central issue in busi-
néss development end job fetehtién. To our knéwledge, no stuaies
_orgbusiness eXperience suggest that the‘presence or absence bf'
vregulations relating to businesé Combihations have had any im=-
pact upon atﬁ}acting'or'retainihg businesses and the jdbs’theyv

Ccreate.
vIn our. review of site location studies for manufacturing
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facilities, a.number of faéférs coﬁld.be identified asvcritical.
They were rankéd as foliows: avaiiabiliﬁy-éf apprbpriate-labor
force, availability of Iow cost utilities,-broximity Or access
~via tranéporﬁation to raw materials and suppliers, access to-
_ majbr:markets, community att;tudes, étatevand local regulato:y»
codes and faxés, and incentives for industrial dévelopment.
Legislative protection against the thréaﬁ of takeovers is not

among them.

The datavconcerning structural economic-change and corporate
reorganization in New Jersey_are,consistentfwith other reéearéh.'
New JerSGy is in the throes of & major transformation.‘ From 1980;
_to'l985, total employment in New Jersey‘increased'by_11.7%{
Gains occurred priﬁarily in financialfand healthﬂéare‘services.
Unembloyment has declined significantly from its 9.1% peak in
1982 to 5.8% in 1985. But manufacturing emplo?ment fell by 7.9%,

costing the state 62,000 jobs. See Illus. 6.1, 6.2, and 6.3,

- Eroﬁ the limited plant'employment data we were'abie to
obtain by sﬁrveyihg 22 target firms, less ﬁhan 1%_of the 95,215
jdbs that were'lost to'permaneht.layoffs could be directly
attributed to acguired firms. There is also no evidence to
suggést that these reductions, or more drastic ones, would not
have occurred.in the absence of the transactions. FQr exampie,

management of Gulton Industries (acquired by Mark IV Industries),
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,JohéthénvLogan'(acquired by Unitéd'MérchantS), Warner-Lambert
(whése Deserét Medical . Divisibn was acquired by Becton
‘Diskihﬁon); and ingersollihahd's Ptbﬁo’Todls unit}(acquired by
Stanléy Tobis) indicated . that emplﬁymént was unaffecied' by
those transactions. . |

M&A acti&ity réf1écts industrial tranéformations based upon
.structural _shifté .in technology and international bfradev and.
indeed is largely a v_r_esul,t of it. Though only 21%'of-Ne}w>
Jerséyfs:jobs aré in mahufactuting,.SS.G%,of the M&A activity.
_(andbﬁ38.i% of their' value) oécurred in vmanufécturiﬁé} Tbis
stréngly vimp1ies that M&As are a necessary part “of the
-adjuStmént‘prOCGSS‘and p:dbably gslow the drop in manufactufihg'
em?ldyﬁeﬁt{ -
| fCodsider the,Aliied?Sigﬁal case.  Since 1979, that company
haé changed compietely,vmoving out of commodity chemicalsvand_
’oil andi gés-;whefe its sales, andé. priée‘ were deépendent on
‘ecphomiCICYCles—-ahd inté high value-édded'businesses_which'are
less‘cyclical. .Over that'perio5, it sold several compéniés and
vbought'several, while its szales ballooned from $3.S-billion to
$11 biliion. IE now ‘fécuses  on aerospace, electronics,

automotive, engineered materials, and speciality chemicals.
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Thgvcompanyumade six sizeable diyestitureé dufing this pe—_
riod, buﬁ the'diviéions.ﬁhat were sold had few if any dperations_
in New Jersey. Bunker-Ramo is located in Connecticut;_~1ntestin-
-‘gly,'Bunker4Ramb'sbnew owner,'Automatic Data Processing, Inc.;
is, like Allied-Signal, a New Jersey compény. CsD Power Systems,
also sold by Allied-Signal, is located in Pennéyivanié. Allied-
Sigpai's fluoropolymer business,-hbwever, is lotatéd'in Eliza-
beth, New'Jersey.'“The sale of the flporopolymer business had ho
adverSeAimpact on employment; about the sémé number of pedple
work there now as did before the sale. vaanything, the growth_
of Aliied—Signal hes lec to‘more employment atbiﬁé headquarters
and R&D faéilities locétéd_in‘Norristown, N.J., where it émploys

some 2000 people.

ybExamining data on‘plant closinés and permanent layoffs,'we"
found no evidénce that M&A activity leads“tovplant‘closings or
permanent‘iayoffs. Conceéerns that M&a activity leads to plant>
shutdowns do not appear we;l—founded in the case of New Jersey.
The image of asset-stripping vatisitions of mergers shutting
plants appears to have 1ittle empirical basis. Even though the
problem of plant closings is subsﬁantial in New Jersey,-ménufac-
tUring plant closings in the United States are mainly a‘funétion

‘of our eroding international competitiveness.

In 1980-1985 (see Illus. 6.4) permanent layoffs occurred 913
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times beceuse of plant closings and contractions. disloCating'
95,215 workers in New Jersey. The data on plant closings in New
Jersey suggest that‘M&A'activity could'well»be considered an

alternative to plant closings. Non-acquired firms were more like-

ly to close»thén acquired firms. A company that wants to‘shed a
division or a.plant has two options-—it can sell it or close it.
Clearly, sellinc is preferable to closing ffom the perspective of

both business and public policy.

Non-écquired firms were most likély to CIose.. 'Recoot.iarge
oiant closings were'ahnounced by mostly non?acquired firms: 3—M.
Western Electfic, Colga;e—Pa;molive, U;S.'Metals,-Johns Ménville.
and North'American Rhillips,.ﬁo»name aiféw. ' 3M's,Magnetic Media 
idi&ision and Colgate;Pelmolivé areiconsolidatiné and moving
operations to thevMidwest.r Enolehard ié>openin§ a new site in
- South Carolina. Johns-Mahvillevisvmoving ité:sealing, components
énd high-temperature insulatiOn operations to newer facilities~in

Texas and Indiana.

Some firms that have not been acquiredvhave disinvésted from
Néw Jercey. New investm ht in Ne@ Jersey ﬁanufacturing facilities
appears to be independent of takeoVe: activity. Becton Dickinson
ahdeon‘a‘hon-écquirea firm,,bﬁilt a $20 million blood collec;
ting sySteﬁs plant in Plfmouth, England{ and Schering—Plough

Corporation built the world's first commercial interferon manu-
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facturing plant for $106 miliion in Ireland. It also operates'
five plants in Puerto Rico employing between 500 and 999 workers.
Schering—Plough's worldwide;employment dropped from 27,000 in

1981 to 23,000 in 1985.

Onily five of the’45‘New Jersey sample firms that'werevac—
gquired or sclé one of more divisions were associated'wifh plant
closings or perménent_layoffs. None ofvthem was the subject of
an unsolicited takeover attempt. In four of those cases, the
Iayoffs and M&a tranSacticn wére sebarated by at leésﬁ a year.
Cf the nine layoﬁf announcements, fOur were made ét 1eést-a whole
vear before a transacticn‘ was announced'by that firm; two at
about the same time; anc three at ieast a year aftér{ The ldng;
lag between the M&2 trgnsaéticn and layoffs or plant ciosing
suggests that they are not felated causally, i.e., M&2a activity

does not cause plant closings.

The five friendly takeovers where Closings.occurred‘contain
the follo@ing exanples. Conaif closed a plant,‘laying.off 175
people in March 1980, and was purchased in a management‘buyout
that was announced December 12, 1984, Kiéde Inc. closed a plant
in April thrdugh Decerber 1983, and sold séveralvdivisions two.
yvears later. Ingérsoll Rand cloéed one plant inf1982 and two
others about the_Same time it was anndunCing a diyisiOnal sale,

early in 1984. American Cyanamid closed one plant in 1980, sold
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'a divisibn iﬁ*late 1984, and.closed anbther plant about a year
‘latér. The only other co@pény‘that shuttered blants after sel-
ling divisions was Curtiss-Wright, which sold a division in early
1981 and shut plant :doors in late 1983 and early 1984. See

Illus. 6.4A.

Thosebsituapions wére as differéh; as night andlday. Curtiss-
Wrightrdwnéd under 15 percent of th¢vstock of Kenneéott Corp;
when Kennééot;,_fearing a takedver by Curtiss,‘launched an
Unfriéhdly takeovér éttempt'ﬂnféurtiss.v The effort was
unsuccessful, but after-the dust settled, the two companiés_had
reachedié negotiated settlement: Curtiss sold its Kennecott
‘shares to Kennecott, which also go;.Curtiss's DorffOliver‘Ihé;
diyision invéxChangelfor‘its Curtiss shares. This was a‘forced
', sale, an exémpie of a 'compény selling a pi‘ece’of itself to ret'air’iA

its independence.

Curtis$4Wright's Closings of;i;s Woodbfidge plant was‘enfi;
rely differeht¢ »it wae due to a shift in.governméht,prbcuremeﬁt
'policyvand a changing market. The.poét WOrld:War II plant was a
- §erY large and~higﬁly speciaiized one, built to make‘réciproca-’
tiﬁgAengines for civiiién and militaryvaircraft. During the
Korean Waf,_it reached‘its peak employment of nearly 22,000
people, turnihg ou; jet engiﬁes. ‘When thé war ended, thé product

mix shifted to overhauling jet engihesrand gas turbines, and they
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"needed féWer employees; vThen‘miiitary contracts were not re-=
néwed, and the‘workforée shrunk to 600.T Since this was aﬁéervice
bﬁsiness with rio customer base, there was nothing té sell. So
Curtiss-Wright offered earlyifetiiement'to most employees, who
avéraged 58 years of age, and :layed off the rest. AIt then turned
the facility ihto a condominium-industrial park,which'is now

fully rented for warehousing and light manufacturing.

Thé temporai'pattern of-acquisitions and plaht closings show
that mérgers are an-alternatiVe‘to’plantvcldsings——that the§ are
a preferred solhtibn by compénies under financial pressure. }It
appears thaﬁ plant closings often occur when attempﬁs at seliing'
‘the coﬁpany or division fail. In short, mergers and acquisitions
often prevent piant cl6sings'and.save jobs. ‘Thereforéf to hihderrv

merger and acquisition activity could encourage plant closings.

_Acquiéitions are a very important source of corporate and
employment groﬁth.. Oftentimes, acquisition of a firm or division
satisfies corporate strategié needs for establiShing new
production capacity at a discounted cost compared to new plant
‘construction aﬁd equipment costs. Through the savings afforded
by acquisition, as éomparéd ﬁo ;he prohibitiye costs o0f new
constfuction, investments can be made in plént modernization or
marketing distribution that might otherwise not haQe‘occurred.

National data compare the net plant investment (open-close and
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vvreiocatibn) to net plant acquisition. - Illus. 6.5 iﬁdicatesvthat
.in'uiban, subﬁrban, and rural regiOns{ the bulk of new corporaté
v_piants aré acguired-?not bﬁilt?-by the companiés that 6perate
them.‘ As'Friedland (1984) ﬁas‘sh0wn, for every plant built’by‘a
cofporatiqn in cities; three were écquired:_in suburbs two,ﬁere
acquired fo; evéfy plant opened; andvin:rural a:eas the same
paﬁtern held. In short, corpotationé.acquiré the bulk of their
‘new operating plénts.A In largely urban regions”like New Je:Sey.
‘corporate blant activity’would_haye declined mdre precipitously
if’not for acquiéigioh activity,vCOfporatidns aéquire.ahd conti-
nue to operaﬁe‘many timés the ﬁumber of>p1ants that‘are added

through new plant investment.

‘To>be.sure, there aré'instances'where firms thét_fall,on
hard timeé close plan;s, lay off emplcyees, and sell assets. Ahd
:sométimes those sales preéede layoffs, as in the dramatic Case of
Internationai'Harvester. Erom»1979 to mid-1984, the company
sold,. ciosed, or consolidated 271facilities and slashed employ*
ment to 21,000 from 94,000. When it sold its Agricultural Equip-
hent.Division to J. I. Case, some 3,400 employees went aldng.
Somé 70 percént of these_wére eventually laid off (Berenbeim

1986:25) .

The sale and acquisition of that division was not the cause

of the 1ayoffs.»_In retrospect, these large~layoffs seem to have
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been irnevitable, due to the hard times buffeting the farm indus-
try, high interest rates, and the strong dollar. They would

undcocubtedly have occurred without the szle.

Moreover, the data dic¢ not show arny ccnsistent evidence of

plant closings by acguiring firms. & company is not likely to

buy @ éivicsion or plant frcm erncther company with the idea o2
cloeging it. " Either the criginal parent company . would keep

the plant, or the acguirer would fav & low encugh price that the

h e s e

plent could be a money-meaker fcr the nsw Ccwner.

information andéd evaluaztion service fcr the cdata processing

industry, loceatecd in Cherry Hill, wes purchesed by McCGraw-Hill

0

ors. . Of Data Decisions' 100 or so employees, approximately

seven were keot for seales, and ancther 20 to 25 for editorie

}-2

work. McCGrew-EiIll cct &1 the essets and customers and kept cne

product.. In thg short run, this accguisition ceost jebs. But even

.

"in this case, it

pae

s not certain that these jobs would heye

survived without the accuisition. It is vossible that those same

iobs would have been eliminated without the accuisition.




6.2 Shareholder Wealth.

b'vNatidnalldata-show that M&A'acﬁivity greatlyvincreaseé the
‘prices of.shares of the target companies (Booth 1986). . And iﬁ'iS’
no‘different'fOr NeW’Jerséy cbmpanies.‘ We calculated the change
‘ in the st&Ck pfice of~thé target CQmpany fror one month'beforé'
the-announcement,date:of the'offei.to the day after,’and‘multip-
‘lied'thatkdifference by‘tﬁe numbei of shares outstanding. We.
found that M&A ectivity fromv197é to‘the'preseht increasedzthe
iwealth of peoplé and_bension funcs ana'other instiﬁutiohs that
hol& stock‘in,New Jersey compénieé.by $1.2 billionf vSeé.Illus.
6,6; A.total of 1,905;0001New Jersey citizenéyownédfstock in

1985, according to the New York Stock Exchange.

KNurmercus recent stUdies'emphasize the impact of M&A activity
upon corpcrate value (&s.irdicatec by stock price) as management
andé investor croups compete Cver corporate assets. Bradley

(1980, 1984) demonstrated that shareholders as a class enjoyed
through 198¢, an average 53.4% premium received by shareholders
‘_of the target firms. There is nc significant difference between
hostile or friendly tender offers in generatirg this premium

(Office of the Chief Economist, SEC, 1985).

In & similar study, Schipper end Thompson (1983) found
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takeovef premiums bétweeh 33-53% inAablongithinal study of 39
firms announcing and carrying bout acquisitions; The authors
found that hew merger régulations by and large increaséd the
cost of jvadifing -activities. Regulationv fhus' burdens 'bbth
acquirer and écquirée firms and could diverf investment capital

from more‘productive allocations, they say.

Even hostile takeovers show,no,evidénce fof,the claims that
:fakeoyer 3 enfreprenéurs '»:educerv the wealth df other
Stock-holders. In a study bf 36 takeovers by six investors or
groups, evidence was fdund that management increaéed fhe value
of corporate éssefs  ansg ‘thafv there was a statistically
significant »incréase in stockholder wealth . (Holderness and

Sheehan 1985).

Bracdley, Desai, and Kim (1984) &alsc show that mergers -are
good for the shareholders of target firms, and that biddings
that target shareholders have done relatiVely better than .

shareholders of bidding firms since 1970, when many state and

federal laws were passed regulatinc tender offers.

6.3 Mergers, Acquisitions and Market Competitiveness.

There is no scientific data that would allow us to determine
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how,ﬁergérs and acquisitions affect ﬁhe

ééQuiréd or acqpiriné compénies; One study of profitability.
productivity, and :echnological'change shows no consistent or -
statistically.significant chaﬁge after a merger‘or écquisition
(Cowling 1980). Another study foﬁhd that whén accotnting
adjﬁstmenté are factored out (ng"-infiated asset values), ac-
gquiring compénieé neithér improved nor»gignificantlyAworSened the
béseline:prbfitabiiity of.théir acquiSiﬁions. (Scherer 1986 6?
7).  In addition, crosé national studies of M&A activity also
'iﬁdicate no consistent ﬁéttérn of merger impacts on eiﬁher econo-

ric efficiency or market power (Mueller 1985:306).

gThe incohclﬁsiveness df'national’and>cross national'dété.
suggest that organizational change in and of itself is not an
‘independent cause of chanée iﬁ'market perfo:mance of the firm.
wa Weli_management a¢Quits iﬁsélf in the aftermath of a‘mergef
Qr'divestiﬁure_transactioﬁ is the kéy element of the strategié
success of‘busineSs,COmbination._ In some of our case studies of

merger transactions. firm efficiency was clearly improved.

7. PUBLIC POLICY ISSUES: RESPONSES TO STRUCTURAL
ADJUSTMENT A '

7.1 Introduction.
Takeovers,_reiotaticn, closings, openings, and retention of
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industrialvplénc éctivities are part of the proceés of stfuctural
economic change‘wheré labor and capital_resources>are reallocated
in response to permanent changes in teéhnology and international
trade that affeét harket cdnditions.‘ .Understanding thevprOCess
of structural economic and industrial Organizétiohal change in
New Jeisey aﬁd the nation is crucial in formulating effective
public policy. ‘M&A activities are respdnsesrto-—not causeé.of-f
fundamental changes in financial markets, firm technology and
 management, sourceé cf supply;-factor coSﬁs, and market demand.
There are a variety;of types>and possible éausés and. consequences
‘bf'M&A activity. Corpdrate feorganization through M&aA activity is
symptométic‘of the complex strﬁétural’changes affecting industrial
competitiveness job‘creation, retention or 1st;ibut there,is
no consistent'pattern of significant:effects directly attributab-

le to the transaction itself.

Policy responses should be f1exible and strategic. Uninten—
tionally, méasures coulc Create rigiditiesvin industrial mébility
or artificially‘stimulate demand; this inhibits economic growth.
The.fbcus of various poli:y responses to industrial restructuring
shéuld not be to prevent corporaté takeovers through M&2a activity
that may result from internal market‘or firm exigencies,‘for
e#amble, inefficient and uncompetiﬁive management, labor, or
technologidéliproduction préctices.r Inhibiting corporate restru-

cturing and reorganization, and the new industrial strategies
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that might,emerge;Vc0u1d:prove eConomicaily costly ahd‘result'in‘
v;higher unemployment in the long run. vWell‘thought‘out policies -

would interact--not interfere--with market forces.

Motivatihg~ﬁew legislative'initiatives in many states:sueh
asiNew Jersey is the_attribhtion‘of job loss and industrial
migration te M&A'aetivity."in reviewing structural ecenomic
.ehanges and leiey respenseskte them in U..S. and Westefn Euro;‘
peeﬁ fegionalfgeverhments.‘the Economic Researth Bureau'hae iden-
tified}three majof'strétegies of public policy response:

—-regulatory
. —«cap;tai market

--lebor mafket,'

7.2 Regulatory Strategies.

State legislative:responses to manufacturing job lose baeed
upon regulatoryAstrategies'heve attempted to restrict both
business combihations.and plant}closings through mendatory
'advance»notice énd disclosure;requireheﬁts. There is no eQidence
that_sueh mandatory regulations, based upon the questionable and
spurious attfibutien of.planticlosings,to business eombihation;
_changes;'have‘had an& sélutdry'effect upon retainingﬂjobs; Maine
andAWisconSin have mandatory notification procedﬁres. Minnesota,

~Connecticut, Missouri, and Wiscbnsin attempt, through varying
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provisions, to restrict tender offers. In examining plant
closing measures in Western Europe, mandatory notificationvhad
no discernible impact on reducing the 1ong?term'incidehce”of

plant closings and structural unemployment.

States have traditionall? hac the power'to regulate domestic
incorporations and mergersbpefticularly regardingvappraisel
rights{ Aside from the constitutional issues regarding bossible
interstate eommerce restriction, the social andieeonomic impact
of such regﬁlations shogld be carefully considered. Certainly.
information end menito;ing of economic performance of states is
vi;al to ayoiding‘plant closings. Voiuntary meésures in'Massechu4
setts, QOW‘being considered in New York, address that concern

better than mandatbry reculations.

States grant to companies ﬁhe power to govern themselveé,
anevhumereus New Jersey and other corporations haye‘been taking
advantage of that power te adopt antitakeover measures. See
Illus. 7.1. The moet common defense is "blenk check preferred
stockﬂ'whichgivesBoardsthepowe:toissuegacertainnumberof
shares of preferred stock at any time.ana to set the voting,
conversion, and otherlrighﬁs when they issue it. Sueh measures
are in>p1ace,at 16 of the 20 largest New Jersey firms (based on
employment and sales (Illus.?.l).'apd at 328 of the 500 la;gest

companies in the U.S. Next most common. are severence agreements
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for éxecutiVés and classﬂfied éoards, which usually stagger the
germs,df officé.' Eleven'ahd £en of the-tovaew Jersey
cdmpaniés have thése;‘:espeétively.‘ Eight»have‘adopted fai;
'priée aheﬁdménts, guétanteeing all shareholders‘the highest’

7 pricé paid.by an bfferorvduring some specified period‘before
the tendet_pffer began;,Seven‘havé reduced shareholder rights‘
and delegatéd those rights to.the‘éoérd. Oné of_the.Newaersey
top‘20 haS approved.anti4gfeenmail provisions (requiring
shéreholder approval before buying a iarge»block of sharés at
above-ﬁafket prices withoutjmakihg the same offer to ail
sharéhqlders) and two have includéd poison pills (righté"
fgranted to.éha:eholde:s ih the eVeﬁt of certain takéqver'
attgmpts that make thé'takeOVer prohibitively expenéiQe).

7.3 Merger Transactions Involvinc Some of t
Affected by the Pronosec. New Jersev Leg

he 124 Companies
islation.

Sixrof_the'l24vcofporations which would be affected by
thevproposed 1egisla£ion have been écquired'br had divisions
écqﬁifed id-the past se&eral years. Half of them involved
~companies regulated by sﬁate agehcies. ‘TWO Were banks:
Franklin Béncorp, ﬁaken-dver in 1985 by United Jersey
Baﬁks, a:bank‘hoidihg‘company,,and Statewide Bancorp.,
bought.in 1984 by Midland'sanksrlnc., a multi-bank holding.
,édmpany. “Another tranéaction, South Jersey Indus;rieé
‘Inc.'s purChase of New Jersey‘Resourées CO:p,, occurred

between two public (and therefofe*publicly regulated) uti-
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iities. It followed New Jersey Resources Corp.'s successful

defense against a_tender offer by‘NUI Cdrp»

.8chering-Plough sold two diviSions, DAP Inc.,'whichv>
»ﬁanufacturérs speciality-péints and caulking, and nine radio
stétions. Ingerséll—Rand»Co. sold 6ne division, the Proto Tools
Unit. SPS Technologies Inc. attempted to purchase the Power
.‘Tools Division, but the try failed. In 1985, Merck &‘Co; sold its
Baltimore'Aircoil Co. division, located in Baltimore, to Amsted

Industries, Inc.

A comprenensive policy respcnse to economic adjustmenﬁband'
‘indusﬁrial’restrUCturing should addressvthe causes of job 1055) 
plant closings; and reteining and expanding ekistihg plants. It
should aISO‘facilitéte-—notvrestrict--labof markets, In shoft,

any legislative response must be part of a broader program to

assist and enhance economic structural adjustment and change.

7}4 Capital Market Strategies.

Investment oriented approaches to economic adjustment are a-
- relatively new form of state policy response. They focus upon
strategies for job creation and job retention in response to dec-

lines in industrial competitiveness which are caused by
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dlSlnvestment, deciining-prOductivityp.and lack of strategic
menagement. These cap1ta1 market strategles focus upon the
availability; cost, and allocation of capital to firms. Formerly;
.public policy measures concentrated upon such lebor‘Supply-side
Vlssues as tralnlng, education, and.placement.'.OEten; training
'programs were cr1t1c1zed for fallure to 11nk their tralnlng to
labor demand, thereby tra;ning dlslocated workers.for jobs -that
.Gld not ex1st. A’renewed'interest in investment-oriented mea-e'
‘sures that ‘encourage job creat*on ‘and . retentlon could focus upon

this poliCy-lacunae.

To restore industrial competitiveness, firms need to consi-
der changes in product mix, output levels, human resources man-
agement, manufacturing technology, production processes and in-<

formaticn systems.

Some states have begnn tO'COnsider a variety of measures
alneo at a551st1ng companies neet the challenge of restructurlnc.
These measures 1ncluoe adv1sory services for coping with manage—
.rial and technological_changes,_and help in finding investment
'rescurcesriorifinancial and corporate reorganization. Capitei
yeOSts, agency costs (marketing,_management and engineering consu-
~lting, auditing), transacelons costs, and operating'costsl(labor
compensation, energy, rent) assoc1atea Wlth such reorganlzatlons

are often too high.fOr'small and medium sized firms. These coSts,
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can be absorbed through public and private intermediaries tar-
geted to those industries and firms. Such assistance, not unlike
thet provided through extension services in the:agricultural»

sector, can be appropriate for manufacturing industries as well.

‘Debt andbeduity financing may be reguired by firms and
industries seeking to regain competitiveness. For altérnative. 
;owﬁership and new busineés combinétions,'a va:iéty of'state
economic development financing instruments could be coordinéted
with new industrial‘strategiés. Plan; modernizaticn and improved

o}

[N

stribution systems, moveover , could help allocate human and
capitel resources to mcre profitable products and markets in

partnership with private sectcr financing.

Whefe plent re-ﬁooliné’and mddernizatibn are unrealistic,
finéncial, techﬁical; and menegerient resources currently
available through public autkorities, gbvefnment} and
universities méy help‘redeploy ascets within the Sﬁate, Plaht
»reuse{ for example, couldé be planned through industrial
fécilities marketiné anda financing. Identifying and mafketing
companies seeking divestiture'or‘reorganization are an additiohal
information resource state agencies have’begunvto pursue in
Massachﬁsetts, New York, Michigan, and California.» Many‘regional
governments in Western Europe (particularly‘in Italy ahdIWest
Germany) have also begun to'develop mqfe active inVestment- 

oriented roles.
36
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7.5 Labor Market StrategieéQ

A'varieﬁy of eﬁplqyee—oriented méésures'COuldviﬁprove firm
and job retention more directly than takeover regﬁlations;
Enhanced employhent serviceslforkjobfseeking aésistance, speciai
‘tfaining énd reloéation éssistanée, témporary wage subsidies to:
facilitate ;e-employmént,_iﬁéome maintenance and public sector

job creation are all measures operative in many states.

rEmployee sérvices:are'barticﬁlarly importanﬁ.. Information
'énd’skill barriers‘to :e~employment'or employment upgrading are
intensified_acco:ding'to the'age( skill concentration, and
pievious jobiexpefience of 6islocatéd labor. Special training
piogréms, incentives for re-training and relocation. and mobility

‘assistance can help labor markets adapt.

Incdme/suppor; and wage subsidies.have_béen used.invAustfa-
iia,-Céhada;.ThevNeﬁherlands, Japan, and West Germany. The
attributes of more successfuliprograms have included making re-
ceipt of benefits'contingéﬁt upon pufsuit of‘employment of}tréin—

ing alternatives.

In any program, joint lebor-management consultation has been
central in acheiving the goel of enhancing labor market efficien-

cy. Inter- and intra-firm transférs can be facilitated by effec-
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tiyerlebor market»pdlicies.by state and local governments. In
‘'general, nrograms succeed that do not delay the adjustment.pro-
cess through regulation,vbut provide incentivesifor workers énd
firms to adjustiﬁo structurel economic changes in ways that avoid
layoffs or plant closings--when possible--and pursue new opportu-

nities--when necessary.

- Conclusion

The conclusicn tc be drawn fron ﬁhese_studies is that M&A
activity increeses the wealth of shareholders of target_compa—'
nies, and have no demonstrable negative or positive effect on
real econonic perfermance. They have little generalizable effect
‘on employment, profitability, or productivity. Some‘mergers
increase‘economic efficiency, while ethers are disappointing and
result in later divestitures. Therefore, any generalized restric-

tive regulation ©0f corrorate mergers and acquisitions would be
inappropriate, as it would reterd good as well‘ae bad transac-'

tions.

The appropriate way to deal with economic problemsvie to
.attack them directly. Legislating an end to plant closings or
takeovers, for example, may only reduce investment in the state

and lead to inefficiencies and a reduction in international
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conpetlteveness. Still, those adjustments can be made more effi-
ciently, by part1c1pat1ng in and fac111tat1ng capltal and labor,
market’adjustments’to structural changes in industrial and corpo-

rate organization.

Traditionally, policy reeponses to structural economic. chan-
‘ges in flrms, 1naustr1es and reclons rely too heavily upon res-
trictive regulations that embed rarket rlgldltles in labor and
~capital markets. = Incentives that promote new economic direc-
etlons through employee and wnvestment o*lented approaches to
economic development ”-d remove ‘barriers to jOb and flrm crea—v
'dtion;—lack of information on,sitevlocation{ skills, costs, and -
“investment. TakeoVer regulations are at besteredundént, given
'the~eelf-protection_corporatiOns“can afford themselves through
thelr own co*porate governance. At worst, they attempt to as—p
‘crlbe simple and 51ngle causes to plant closings and job loss -
that are mlsleadlng and result in symbolic rather than substan-

tive policy response to structural economic change.
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ILIUS. 2.1A

TOTAL ASSE'I"S ACQUIRED IN DOMESTIC _MERGERS OF ‘3100 MILLION OR MORE
COMPARED TO TOTAL U.S. CORPORATE ASSETS, 1965-83*
1983 Dollars = '

TRILLIONS
10[°

9-

8+

Total corporate assets -

6
5
“atb
3+
2+
1+ . ' . BPPCL Lt S
or ‘ ' )
-1 1 R : : 1 e 1 4 I A 1 A
1665 67 62 A 73 75 77 79 81 1983
Toral Corporate
Agsety : . . .
1§ Tritions) 49 sa 54 57 60 € €¢ o T4 re 74 16 L3 R7 30 92 B4 - 89.. 8Y
s A X . (est ) lest } rst )
Agsets AQuire
($ Tritiansy on 030 022 o0so 03 LrE o [sR [ERI [ 01 [ERR 4 02 €32 032 087 115 076
» Totat 0.2 02 ‘04 10 05 03 [ C?2 [ cJ c2 G2 02 03 04 C4 09 13 0y -

®Excludes 170 acquired companies for which data were unavailable. All exhibits refer to domestic transactions
unless otherwise stated. All exhibits include transactions of $100 miliion or more in"acquired sales or assets in

1983 dollars.

Source: For total corporate assets, IRS, Statistics cf Income; 198183 data estimated.

McKinsey & Company, Inc. 1984 Update: Mergérs avnd Aggregate
Concentration, December 1984. ' '

McKinsey & Company, in
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ILLUSTRATION 3.1

TYPOLOGY OF MERGER & ACQUISITION ACTIVITY
IN NEW JERSEY, 1981- 1985

Nuﬁber_ : Pefcent
Wwithdrawn 85 o 10.1
Banks, SiLs, 120 142
Insurance Co.s: - :
PurdhaSenof'a stakehold' : ‘ 83;'- o 9.8
Repﬁtch%sé.or _V-" o _ 113 ' 13.4
self tender . :
~Divestiture | | ; - . 145 . | 17.2
Merger - - o .-297 : | 35,3
TOTAL v  B - | 543 y | ~100.0

Source: Securities Data Corp., Economic Research Bureau



ILLUSTRATION 3.1A

'MOST SIGNIFICANT MERGERS AND ACQUISITIONS IN
’ NE}W JERSEY 1978-PRESENT, BY TYPE

‘Tyge : .~ Number o ~ Total v 'AVerage
Companies 17 4,787,983 281,646
Divestitures 28 6,156,642 ~219.880
Banks 6 632,838 105,473
Terminated 10 | 2,303,817 230,382

Total 61 13,881,280 227,562

Source: Securities Data Corp., ‘Economic Research Bureau
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ILLUS. 4.1

'MAJOR MERGERS AND ACQUISITIONS IN NEW JERSEY
© 1978-PRESENT, BY INDUSTRY SECTOR

Number Value of Transaction Percent

- ($000)
- Divestitures ,
- Manufacturing 16 1,804,237 29.03
NonMarufacturing = 13 '~ 4,410,800 70.97
Sub-Total » . 29 - 6,215,037 - » 100.00
Acqﬁisitions
Manufacturing . ,“9 ' 2,361,612 | 49.93
NonManufacturing 7 I 2,367,976 _ 50.07
Sub-Total - : 16 4,729,588 - 100.00
Tote
Manufacturing 25 - 4,165,849 38.06
“NonManufacturing 20 ‘ 6,778,776 61.94

Grand-Total 45 10,944,625 . 100.00

Source: Securities Data Corp., Economic Research Bureau




ILLUS 4.2

MAJOR NONBANK ACQUISITIONS IN NEW JERSEY, 1978-PRESENT

- BY INDUSTRY AND TRANSACTION VALUE

Industry

Appérel & Other Finished‘Prod.
-‘Business,sérvices
CommuﬁicatiOn

Electric & Electronic Machire
Chémicalv& Allied Product
Fabricated Métal‘Prodhc:
Health Services

Machinery, except Electrical
Instfumentsf |

“Misc. Retail

"Printing & Publishing

Real Estate

Stone, Clay & Glass Product
Tobacco Manufacturer

Water Transportation

Total

26

‘Traﬁsactions
Aggrégate.

% Value ($000)
11.54 470,458
7.69 261,269
3.85 1,500,000
7.69 173,437
3.85 242,889
7.69 481,179
3.85 162,955
7.69 75,534
7.69 109,784
11.54 786;418
7.69 749,896
3.85 121,251
3.85 39,214
7.69 115,332
3.85 588,713
100.0 6,916,329

Source: Securities Data Corp., Economic Research Bureau
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ILLUS. 4.3

MAJOR MERGERS AND ACQUISITIONS IN NEW JERSEY
' 1978-PRESENT, BY TYPE OF TRANSACTION

TYPé ‘  ;Number”' Value of Transaétion Pércept
Acquiéiticn | 16 ' $4}729f588;-‘ 40;85%
Divestitﬁie ‘29 | '56,215,037, 53.68%

Bank N | | 6 | 3 5632,838 5,473
Total R '$i1;577,463 100.00%

Source: Securities’Data Corp., Economic Research Bureau
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_MAJOR MERGF‘RS AND ACQUISITIONS IN NJ

1978—-Present, by Type of Transaction

Bank (5.5%)

Acqulsition (40.9%)

x5/

Divestiture (53.7%)

 Source: Securities Data Corp., Economic Research Bureau




ILLUS. 4.5

_ CORPORATE GOALS OF MERGER AND ACQUISITION ACTIVITY IN NEW JERSEY

: , ~ Aggregate
Number . Percent Value Percent
($1,000) '

* Vertical C L .
Diversification 3 7.3 369,107 3.5
Horizontal . ‘ ’ » .
Diversification ~ 10 24.4 3,962,696 37.2

:, PrOduct-Line o | o - o :
Extension : 7 - 17.1 1,069,213 10.0
Conglomerate 717 1,059,180 9.9
Acquisitions : '

Management Buyout 7 17.1 2,444,158 22.9

Market Extemsion 7 17.1 1,745,063  16.4.
Total 41 100.0 10,649,417  100.0

Source: Securities Data Corp., Economic Research Bureau
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ILLUS. 4.6

HOSTILE vs. FRIENDLY TAKEOVERS IN NEW JERSEY, 1978-PRESENT
' : ($000) : : :

o Aggregate Value'
Number - Percent of Transaction Percent

Friendly 26 81.3 6,314,957 74,70
Hostile® 6. 18.7 2,139,160 25.30
Total 32" 100.00 8,454,117 1100.00

* Hostile takeovers include all unilaterally initiated tender
offers, both those where executives of target companies
were informed beforehand anc where no prior contact was made.

** Major M&A transactions less divisional divestitures.

Source: Securities Datz Ccrp., Economic Research Bureau
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ILLUS. 4 7

Aggregate Value of Corporate Takeovers
New Jor:ey 1978—Present

"Hostlie (25.3%)

Friendly (74.7%)

Number of Corporate ‘Takeovers
New Jersey, 1978-— Prosonf

Hostlle (18.8%)

Source: Economic
Research Bureau,
‘McKinsey & Co., -
Securities Data
"Corp. -

Friendly (81.3%)
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‘ILLUSTRATION~5.1

CORPORATE‘GOALS OF MERGER AND ACQUISITION ACTIVITY IN NEW JERSEY

Aggrégate
: Value o

Number Percent (000) ‘ Percent
Vertical } . ~ _
Diversification 3 . 7.3 ¢ 369,107 3.5
Horizonatal | ' . .
_Acquisitions = 9 24,4 3,962,696 37.2
Product-Line ' : o
Extension L -7 17.1 1,069,213 10.0
Conglomerate ’ ‘ _
Acquisitions : T 17.1 1,059,180 9.9
Management Buyout 7 171 2,444,158  22.9
‘Market Extension 7 17.1 1,745,063 6.4

Total 41 100.0 10,649,417 100.0

Source: Securities Data Corp., Economic Research Bureau
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ILLUS. 5.2

MERGERS & ACQUISITIONS IN NEW JERSEY

1978- Preseni by Corporofe Goals

Market Ext. (16.4%)

Mgt. Buyout (23.0%)

Conglom. Acquls. (10.0%) Product Ext.

" Source: Securities Data Corp., Economic Research Bureau

Vertl. Divers. (3.5%)

Horlz. A.ciquis_. (37.2%)

(10.0%)



-ILLUSTRATION 6.1

Employment in New Jerséy, 1978-1985
(seasonably adjusted data)

Civilian Labor Force (000)

. : , , Unemployment
 Year Employed Unemployed Total : Rate

1978 3326 266 3592 - 7.4%
21979 3386 B 232 3618 : 6.4%

1380 - 3328 - 287 ‘ 3615 - 7.9%

1981 © 3285 273 3558 7.7%

1982 . 3314 333 . 3647 . 9,1%

1983 3554 262 3816 o v 6.9%

1984 . 3582 219 © 3801 : 5.8%

1985 - 3661 ‘ - 225 - - 3886 o 5.8%

‘Source: State of New Jersey Department of Labor, Division of
Planning anc Research: Covered Employment Series S
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ILLUSTRATION 6.3

State of New Jersey, 1980-1985

Non-

' Non-Agrlcultural Employment by Major Industry Division

Economic Research Bureau

143X

o : Total Non-
Manufacturing (000) Manufacturing Agricultural
Non- Non- .
Year Durable % Durable % Total $ Total %
1980  384.3 12,56 396.8 12,97 781.0 25,52 2279.4 74.48 3060.4
1931 = 374.7 12,09 396.4 - 12.79 771.1 24.88 2327.8 75.12  3098.9
1982 350.1 11,32 379.6 12,27 729.6 23.59 2363.1 76,41 3092.7
1923 341.6 10.79 373.5 11.80 715.1 22,59 2450.0 77.41 3165.1
‘1984 346,2  10.40 380.5 11.43 726.8 21.83  2602.6 78,17 3329.3
1985 341.8° 10.00 377.3 11.03 719.3 21.03  2700.0 78.97  3419.1
Source: State of llew Jerééy Department of Labor, Non-Agricuitural Empléymeht Services;



~ ILLUS. 6.4

" PERMANENT LAYOFFS IN NEW JERSEY, 1980-1985

Year  Events Number of Workers
1980 ' 88 ' 17,291
1981 - 187 ' 21,669
1982 137 13,133
1983 . 118 12,882
1984 173 12,580
1985 210 17,660
Total 913 95,215
‘-SouIcezb Stzte of New Jersey Department of Labog

Division of Planning and Research
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MERGERS,

- ILLUS.

_604A

ACQUISITIONS,‘PBRMANENT LAYOFFS, AND PLANT

IN NEW JERSEY, 1978-PRESENT

Date of M&a

Company

Announcement
American 10/11/84
Cyanamiad
{(Division)
Conair. 12/12/8¢4
Ingerscll- 2/29/84
Rand
(Proto Tools)
Curtis—Wright 1/28/81
Kidde, Inc. 10/11/8€5

Date of Plant
Closing or Layoff
Announcement

12/27/85
12/80

3/80
3/ 2/82

1/ 3/84
2/21/84

11/83-1/84

4/83-12/83

CLOSINGS

Number of
Jobs Lost

40
150

175

25
19
15

400

1947

Source: State of New Jersey Department of Labor, Division
of Planning and Research; Economic Research Bureau
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~  ILLUSTRATION 5.5

'CHEANGES IN U.S. MANUFACTUR:NG‘PLANT"ACTIVITY, 1970-1980
i . (number of plants)

Net New Plant S Net Plant

Investment ‘Acquisition
Urban - 42 611
suburb 236 913
‘Rural : 310 ' 728

Source: " Adapted from Schmenner (Making Business Location
Decisions. Englewood Cliffs, N.J.: Prentice-Hall, 1982)
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 ILLUSTRATION 6.6

EFFECTS OF ACQUISITION OF NEW JERSEY FIRMS
‘ - ON SHAREHOLDER WEALTH

Acgquirec Cc.

Applied Data Research
Automatic Switch Co.
Pera Enterprises Inc.
QGA Computer Inc.
Chilcrens Place Inv.'
Conair Corp.
- Jonathan Logan Inc.
Keuffel. & Esser Co.
Liggett Group Inc.
Metpath Inc,
Metromedia Inc,
Midland Glass Co.
Prentice-Eall Inc.
~Resistoflex Corp.
Suburban Propane

Gas Co,

Yates Incustries Inc.

Total

Remark= . o
1. Price (M2)
2. Price (D)

Price pzr
Price per share,
Inc. was not avallable,

Shares Price Price
(000) (MB) (D)
$ 6,652 $16 750 $31.625
8,301 47.750 42,500
4,897 16.000 22.625 -
3,407 10.500 11.875
1,479 18.750 27.000
9,649 18.250 22.125
7,067 20.625 24,000
1,727 23,000 - 28.500
8,436 38.37 - 67.375
7,084 15,250 20,650
27,960 25.250 35.625
3,13¢ 9,250 11.500
-9,934 4L ,875 72,250
1,722 11.500 20.750
5,281 31.000 49,750
2,706 17.750 . 3€.275 .
share, & rocn:h befere
the czv after

The price (D2) of Metpath
its price (D2) is used 1nstead

Source:
Research PRureau
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Change in
Difference Total Value

' - (000)
-$14.875 $ 98948.5
-5,250 -43580.3
6,625 . 32442.,6
1.375 - 4684.6
8,250 12201.8
3.875 37389.9
3.375 23851.1

~ 5.500 9498.5
29.000 244644.0
5.400 3€6253.6
10,375 ©290085.0
2.280 70€0.5
27.37% 271943.3
9.2%0C 15928.5

© 16,750 99018.8
18.625 50399.3
1192769.7

Securities Data Corp., Securities Industry Association, Fconomic



 ILLUSTRATION 7.1

ANTITAKEOVER.MEASURES ADOPTED BY 20 LARGEST
CORPORATIONS* IN NEW JERSEY

Fair Anti- | Class. Pref. - Sever. Poison Reduc
Price _Greenmail " Board " Stock Agree, Pill_ Sh.Rt:
Allied- _ : - ‘
- Signal. ) ’ v - X o X - X
American o ; - , .
Cyanamid X - X X : _ X
C.R. Bard X . X X X 'S X
~ Becton - L : ’ .
- Dickinson X - : X X X
, CPC Inter- . : : } , -
- national o ' X
Campbell | ~
Soup - o " - , X
Chubb X x
Emerson : , o
Electric o o X
-Engeihard‘» Co R ¢ X
Federél; , s REEEN
Paper o ‘ X X
Foster o : ,
Wheeler ) _ , X X X : X
Great Atl,
& Pacific S ;
Tea j o _ S - %
Ingérsoll— ‘ o ' v : A - -
Rand SR ‘ ' - ) S X X : : X

*Based on corporate employment and sales. Terms are defined in the text
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Antitakeover Measures Adopted by 20 Largest
Corporations in New Jersey (continued)

Fair Anti- Class ‘Pref. Sever.,  Poison Reduce

‘Price Greenmail Board Stock Agree. Pill = Sh.Rts.
‘Johnson & ' S
Johnson ’ X ’ _ X
Merck | X X , X . X
Schering- : : :
Plough X X X X X X
Squibb X : ‘ X
‘Toys "R" ; _ : .
Us _ : . X
Union :
Camp o S | X
Warner- :
Lambert x X
NJ Total 7 2 10 16 11 2 6
National . ' A
Total 146 33 206 328 214 43 170

~Source: Securities Industry Association, Investor Responsibility Research
Center, Inc., Economic Research Bureau S
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VATLANTIC EI.ECTRIC

PeqoleMeellng )burmergyNeeds :

STATEMENT OF RICHARD M. STOKES .
BEFORE THE SENATE LABOR, INDUSTRY
-~ AND PROFESSIONS COMMITTEE
REGARDING S-1539

MAY 12, 1986
‘Atlantic City Electric Company ' Capitol Plaza Hotel
1199 Black Horse Pike . . 240 W. State Street -
Pleasantville, N.J. 08232 , Trenton, N.J. 08608

609-645-4100. : : , 609-393-4044

/.?IX



MR. CHATRMAN AND MEMBERS OF THE COMMITTEE: |
| MY NAME IS RICHARD M. STORES, SENIOR LEGISLATIVE REPRESENTATIVE,
ATLANTIC CITY ELECTRIC COMPANY. ATLANTIC ELECTRIC, AN INVESTOR-OWNED PUBLIC
UTILITY ORGANIZED UNDER THE LAWS OF NEW JERSEY, PROVIDES FOR THE GENERATION,
»TRANSMISSION,.DISTRIBUTION‘ AND SALE OF ELECTRIC ENERGY IN SOUTHERN NEW
JERSEY. | | |
| ATLANTIC :LECTRIC IS A FINANCIALLY HEALTHY NEW JERSEY COMPANY, NOT
PRESENTLY INTERESTED IN ACQUIRING OTHER COMPANIES IN OR OUTSIDE OF NEW
JERSEY. BECAUSE OF THIS WE FEEL WE ARE IN.THE UNTQUE POSITION OF PROVIDING
AN INPARTIAL VIEW REGARDING S-1539.

ATLANTIC ELECTRIC SUPPORTS S-1539 AND ggggg THIS COMMITTEE TO
FAVORABLY RELEASE THE BILL. | | |

THE LEGISLATION WOULD PROKIBIT ANY NEW JERSEY RESIDENT DOMESTIC
'CORPORATiONFAFTER AN ACQUISITION OF 107 OR MORE OF ITS VOTING STOCK, FROM
'COMBINING WITH THE ACQUIRER FOR A PERIOD OF FIVE YEARS UNLESS THE COMBINATION
'HAD BEEN APPROVED BY THE TARGET COMPANY'S BOARD OF DIRECTORS PRIOR To THE 10%
STOCK ACQUISITION. AFTER EXPIRATION OF THE FIVE YEAR PERTOD, A MERGER COULD
ONLY BE EFFECTED IF APPROVED BY A TWO-THIRDS VOTE OF THE DISINTERESTED
SHAREHOLDERS OR IF ALl SHAREHOLDERS RECEIVE A FAIR VALUEVFOR THEIR STOCK.

TEIS BILL WOULD, IN EFFECT, PROVILE A GREATER OPPORTUNITY TO REVIEW
THE FULL IMPLICATIONS OF THE MERGER ATTEMPT. WE FIND THIS REVIEW PROCESS
IMPORTANT IN DETERMINING THE FULL EFFECTS OF A FRIENDLY OR HOSTILE TAKEOVER.

ATLANTIC ELECTRIC REVIEWED THE POSSIBILITY OF MERGING WITH DELMARVA
POWER AND LIGHT COMPANY, A DELAWARE-BASED UTILITY COMPAY, Iﬁ>'1984.. 'AFTER
SIX MONTHS OF DETAILED STUDY, WE DETERVINED THAT SUCH A FRIENDLY AFFILIATION |

WAS NCT COST EFFECTIVE FOR OUR CUSTOMERS, AND THE AFFILIATION TALKS WERE
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 cALLED OFF. THIS TYPE OF A REVIEW PROCESS WHERE THE AbVANTACEs AND
DISADVANTAGES COULD BE COLLECTIVELY REVIEWED BY ALL PARTIES WOULD ALSO BE
BENEFICIAL 1IN A HOSTILE TAkﬁOVER.- Mzkcznsv HAVE SIGNIFICANT ECONOMIC
CONSEQUENCES ‘AND AFFECT THE LIVES OF THE CUSTOMERS, SEAREHOLﬁERS,‘_EMPLOYEES.
AND THE COMMUNITIES THEMSELVES. S0L1D REVIEW OF THE EFFECTS OF A MERGER IS
IMPORTANT TO ALL INVOLVED. 7 |

| ‘ATLANIiC'ELECTRICvﬁﬁLIEVES THAT AN ACQUISITION 'ﬁUST_ BE VIEWED IN
LIGHT OF THE BENEFITS TO CUSTOMERS, SHAREHOLDERS, EMPLOYEES, AND THE
COMMUNITIES. THIS LEGISLATION SERVES AS AN IMPORTAHTAPUBLIC POLICY STATEMENT
THAT THEv.SOrCALLEDv "BUST UP TAKEOVERS" PROVIDE LITTLE BENEFIT TO SOCIETY.
THEREIN, THEFRAIDER'USES THE ACQUIRED COMPANY'S ASSETS TO PROVIDE SOME OR  ALL
OF THE DEBT SERVICE ON THE:BONDS USED TO ACQUIRE THE COMPANY. THE REASON FOR
) THE_TAKEOVER IS NOT TO ‘OPERATE TEF BUSINESS IN A BETTER FASHION OR TO MAKE
IMPROVEMENTS 1IN THE INDUSTRY, BUT, RATHER, TO TAKE ADVANTAGE OF THE ASSETS OF
THE CORPORATION FOR A Qtzck SALE. TEIS KAS SERIOUS FINANCIAL AND OPERATION
IMPLICATIONS TO._THE STABILITY OF THE COMPANY, NOT ONLY WILL THE DEBT
STRUCTURE orvA COMPANY BE EXCEEDINCLY' TAXED, BUT THE PROFITABLE BUSINESS
DIVISIONS ARE USUALLY. 'SOLf" OFP TO PAY FOR THE ACQUISITIONS. THE kEMAiNING
BUSINESS STRUCTURE HAS LITTLE CAPABILITY TC PROVIDE FOR SOUND DEVELOPMENT IN
EXISTING COMPANY ACTIVITIES OR EXPANSIOX OF NEW ONES.

IN OCLR RgVIEw' OF THE LEGISLATION, HOWEVER, WE WOULD RECOMMEND THAT

SECTION 5(C) BE EXTENDED FROM 45 DAYS TO 90 DAYS IN: ORDER TO PROVIDE
SUFFICIENT TIME FOR CORPORATIONS TO OFT OUT OF THE PROVISIONS OF THIS
'LEGISLATION, SHOULD TEEY DESIRE TO DO SO. WE FEEL THAT 45 DAYS IS NOT
SUFFICIENi FOR MOST COMPANIES TO MAKE'A‘DECISIONLONVTHIS ISSUE AND TO TAKE

THE APPROPRiATE ACTION.
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WITH THIS ONE MINOR CHANGE, ATLANTIC ELECTRIC SUPPORTS S-1539 AND

URGES THIS COMMITTEE TO FAVORABLY RELEASE THIS BILL.
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Honorable Richard A. Zimmer

119 Main Street’ ‘

Plem1ngton New Jercey 08822
~ Dear Assemblvman -1 mef:

Y. have requested an 1nforma1 legal opinion on the

constitucionality of Senat i1l No. 707 of 1986 and
Assemblvman Bill No. 19553 of 1°Q~, both of which bear the
same short title: ''New Jersey Shareholders' Protection

Act." As the result of the analysis set forth below, you
are advised that S-707 and A-19533 of 1086, if enacted and
challenged on constitutional grounds, may be found to be
preempted by the Williams Act. and probably violate the
Commerce Clause. o '

1 ‘Bacquound° Relevant Legislation and Case Law"

Any constitutional apa1\51s of a takeover law should
beg*n with a review of Edgaer v. Mite Corp. et al., 457
U.S. 624 (1982) which ‘brings  intc focus the necessary
federal legislation and constitutional issues. In Mite,
the Court found the Illinois Business Take-Over Act , I11.
Rev. Stat., ch. 121 1/z, para. 137.51 et seq. (1979),
" unconstitutional in several respects. The Court began its
Supremacy Clause analysis with the Williams Act, 82 Stat.
454 (15 U.S.C. §78m(d) et al ) which is an amendment to
the Securities Exchanze Ac of 1°oi, and noted that
Conqress did not amend sectlon 28(a) of the 1934 Act,
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15 U.S.C. §78bb(a), which reads in pertinent part:

Nothing in this chapter shall affect
the jurisdiction of the securities
commission (or any agency or officer
performing like functions) of any
state over any security or any person
insofar as it does ‘not conflict with
the provisions of this chapter or

the rules and regulations thereunder.

This section reveals that Congress did not explicitly
prohibit states from regulating takeovers; and therefore,
implicitly, allowed state regulation to the extent that it
does not actually conflict with the Williams Act. That
act, passed in 1968, was the: .

congressional recponse to the increased
use of cash tender offers 'in corporate
acquisitions, a device that had removed
a substantial number of corporate con-
trol contests from the reach of exist-

. ing disclosure requirements of the :
federal securities laws. 457 U,S. at 632
‘quoting Piper v. Chris - Craft Industries,
Inc. 430 U.S. 1, 22(1¢77). .

The Williams Act attempted to fill this regulatory
gap by imposing several requirements, First, it requires,
upon the commencement of the tender offer, the offeror to
file with the SEC and send to the shareholders of the
target companv detailed information about the  offer
- including information about the offeror, its background,

source  of funds, purpose of the purchase including any
plans to liquidate the company or make major changes in
its corporate structure, and the extent of the offeror's
holdings-in the target company. Second, stockholders who
tendered their shares are allowed to withdraw them during
the first seven dayvs of the offer and at any time after 60

davs from the commencement of the offer if the offeror has

not vet purchased the shares. Third, all shares tendered
must be purchased for the same price; if an offering price
is increased, those who have already tendered receive the
increase in price., ‘15 U.S.C. §§78n(d)(1), 78n(d)(7) and
regulations thereunder.

: "The Court made findings in Mite which resulted in its
becoming the  landmark case relating to corporate

acquisitions. Among its findings, the Court stated that
"[Tlhere is no question that in imposing = these
requirements, Congress intended to protect

‘lééxﬁ
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1nvestors " quoting P1Qer supra, at 35. 457 U.S. at 633.
The Court continued: ~"But it 1Is also crystal clear that a
"major aspect of the effort to protect the investor was to
avoid favoring either management or the takeover bidder,"
~and that "Congress disclaimed any intention to provide a
weapon for management to discourage takeover bids,"

457 U.S. at 624 quoting Rondeau v. Mosinee Paper Corp, 422
- U.S. at 58. The Court further found that the Illinois Act
. frustrates the objective of the Williams Act by providing
the target company with additional time within which to
take  steps to combat an offer, and  that the
precommencement notification to incumbent . management
provided them with a powerful tool.

"The Illinois Act also frustrated the Williams Act by
allowing management, or the Secretary of State to halt the
offer pending a hearing. on the sufficiency of the

~ disclosure, and by allowing the Secretary of State to pass

on the '"fairness" of the offer. Justice White, writing
for the pluralityl, agreed with the -€ourt of Appeals (7th
“Cir.) that these provisions afforded management a
"powerful weapon to stymie indefinitely a takeoverﬂ' 457

: U S. at 637.

_ The second major part of a constitutional analysis of
a takeover law concerns  the Commerce Clause, U.S. Const.
‘Art 1, §8, cl. 3. In Mite, the Court reviewed the case
law  construing  this constitutional provision and
~enunciated the standard to be used:

" Not every exercise of state power with
some impact on interstate commerce is
‘invalid. A state statute must be upheld
if it '"regulates even-handedlv to effect-
uate a legitimate local public interest,
‘and its effects on interstate commerce
are onlyv incidental ... unless the burden

" imposed on such commerce is clearly exces-
sive .in relation to the putative 1local
benefits." Pike v. Bruce Church, Inc.,
397 U.S. 137, 142, 60 S. Ct., 844 847,

25 L. Ed. 2d 174 (1¢70), citing Huron

‘Cement Co. v, Detroit, 362 U.S. 440, 443,
80 s. Ct. 815, 815, 4 L. Ed. 2d 852 (1960).

1, It should be noted that Justice White found that the
" Illinois Act was preempted by .the Willians Act. The
majority of the Court could only agree that the Act
violated the Commerce Clause. .

./379(k> o . > {
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The Commerce Clause, however, permits

only incidental regulation of inter-

state commerce by states; direct regula-
tion is prohibited. Shafer v. Farmers

Grain Co., 268 U.S. 189, 199, 45 S.Ct. 481,
485, 69 L. Ed. 909 (1925). 457 U.S. at

640. ,

The Court also recognized that the states traditionally
regulated intrastate securities transactions, and that the
enactment of '"blue-sky'" laws have withstood Commerce
Clause challenges because they deal with the disposition
of securities within a state, and  therefore, only
incidentally affect interstate ccmnmerce. It was further
noted that §28 of the Securities Exchange Act, 15 U.S.C,
§78bb(a) was designed to save state blue-skv laws from
preemption. 457 U.S. at 624. :

~ The Illinois Act, however, differed substantially
from state blue-sky 1laws in that it directly regulated
transactions that take place across state lines. The
Court conseguently found =~ that the Act violated the
standard set forth above in two respects. First, it
directly regulated interstate tender offers; and second,
the burden the Act imposed on interstate commerce was
excessive in light of the local interests it purported to
further. In reachine this finding the Court noted that
the Act could be applied to regulate a tender offer which
would not affect a single Illinois shareholderZ. This
caused the Court ultimately. to  find the Act
unconstitutional under the Pike test and to pronounce:

While protecting loczl investors
is plainly a legitimate state objective
the state has no legitimate interest in
protecting ncn-resident sharehclders.
Insofar as the Illinois law burdens out-
of -state transactions, there is nothing
to be weighed in the balance to sustain
the law. We note, furthermore, that the

2. The Tllinois Act defined ‘'target company'" as a
corporation of which Illinois shareholders own 10% of the
class of securities subject to the takeover offer or for
which any two of the following conditions are met: the
cornoration has 1its principal office in Illinois, 1is
organized under Illinois laws, or has at least 10% of its
stated capital and paid-in surplus represented within the
State. ' '
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Act completely exempts from coverage a
corporation's acquisition of its own shares.
457 U.S. at 644, .

In addition to the burden imposed by the Act's sweeplng‘
extraterr1tor1a1 effect the Court found that:

The effects of allowing the Illinois
Secretary of State to block a nationwide
tender offer are substantial. Shareholders.
are deprived of the opportunlty to sell their
shares at a premium. The reallocation of
economic resources to their highest-valued
use, a process which can improve efficiency
and competition, is hindered. The incentive
the tender offer mechanism provides incum-
bent management to perform well so that
stock prices remain high is reduced. '

457 U.S. at 643, -

The last argument which was reJected by the Court was
that the State of Illinois had an interest in regulating
the internal affairs of a corporation incorporated under

“its laws., The Court reasoned that tender offers .

"contemplate transfers of stock by stockholders to a third
~party and do not themselVes implicate. the internal affairs
. of the target company' 457 U.S. at 645 quoting Great
. Western United CorD V. Klduell 577 F. 24 at 1280, n. 53

In summary, while the Court could not agree on the.
preemption issue, it did agree that the Illinois Business
Take-Over Act violated the Commerce Clause by imposing
significant burdens on interstate commerce that were not
outweighed by actual beneFltc received b\ the State.

II. Senate Bill No. 707 of 10863

7 S-707 amends various sectiohs of the "New Jersey
Business Corporation Act" and also supplements Title. 14A
of the New Jersey Statutes. : o

3. S-707 of 1986, sponsored by Senator Van Wkagner, was
pre-filed for introduction in the 198¢ ~session, and
introduced and referred to the Senate Labor, Industry and
Professions Committee on January 15, 1986, '
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This bill represents a second attempt to enact a takeover
law that <can withstand «constitutional attack4 The
sponsor's statement indicates that the purpose of the bill
is to assure that all shareholders of New Jersey
corporations are treated fairly and equitably when.
transactions are proposed or occur, and is similar to the
law recently enacted in - Pennsylvania® but not yet
challenged. ' : . ’ o

Section 2 of the bill amends N.,J.S.A. 14A:6-14, the
- fiduciary duties of the board of <directors se'tlon, by
allowing the board to consider non-constituent concerns in
making business decisions. The amendatory language reads:

In discharging their duties, direc-
tors may consider the effects of any action
upon employvees, suppliers, and customers
of the corporation, communities in which
offices or other establishments of the
corporation are located and all other‘
pertinent factors.

This language attempts to expand the  business
judgment Tule which traditionzlly has been a judicial
‘doctrine that gives great deference to the decision making
process of the board of directors. This amendment . is
intended to give management. even more latitude in making
decisions when <confronted with takeover attempts by

considering non-traditional . or '"social  conscience"
factors. This section of the bill, by itself, does not
pose a constitutional. problem. The courts will decide on

a case by case basis whether the expansion of the rule is

7. In Kennecott Corporation et al v. Gmith, 507 F. Supp
1206 (1981) the United States District Court for the
District of New Jersev found the "New Jersey Takeover Bid
Disclosure Law," P.L. 1977, -c. 76 (C. 49:5-1 et seq.)
~unconstitutional; relving on the law's similarity to the
Il1linois Act and reasoning of the Court of Appeals (7th
Cir.) in the Mite case.

5. Pennsvlvania's law is a codification of articles of
~incorporation amendments, which are known in the industry

as '"shark repellents," and designed to aid incumbent
management in deflecting takeover bids. 8% Dick. ‘L. Rev,
401, "The 1983 Amendments to Pennsvlvania's Business

Corporation Law: Unconstitutional? MITE Be'.

rte X
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~valid.  This section in  conjunction with the other
sections of the bill, however, does present . a.
constitutional problem. : ‘ :

Sections 3 through 5 of the bill amend sections of
- the business corporation law that deal with fundamental
~changes in a corporation (i.e. merger and consolidation;
sale, lease, exchange or other disposition of all the
assets of the corporatlon, and voluntary dissolution of
the corporation)®. These sections basically provide that
upon approval by the board of any fundamental change

. proposal, a majority of the shareholders entitled to vote

must approve the transaction without counting the votes of
"interested shareholders" which are defined as those who
are parties to the transaction . These provisions, in
essence, require a supermajority vote on certain
transactions by disenfranchising interested shareholders.
As with the previous section, ,_these sections, by
~themselves, do not present clear constltutlonal issues but
do so in conjunction with sections 6 through 10 of the
bill. o : -

Sections 6 through 16 of ~the bill contain new
material and concern "control transactions" and
"controlling persons which are defined in the bill as
follows: - ‘ S ,

a.  "Contrel transaction" means
-the acquisition, by a person or group,
or a group of persons acting in concert,
of the status of a controlling person.

b. '"Controlling person' means a per-
'son or group, or a group of persons acting.
'in concert, which has voting power over _
voting shares of a corporation which would
entitle the holders thereof to cast 30% of
-the aggregate number of votes which all '
holders of voting shares of the corporation
would ‘be entitled to cast in an electlon of
d1rector> of the corporablon ce

‘Sections . 7 and’8,_specificallv provide shareholders the
right to demand that a '"controlling person' purchase their
shares at a "fair value" plus a control premium’,

5. K.J.S.A. 14A:10-3; N.J.5.%. 14Aﬁio-11; N.J.S.A.
14A:12-4. | | | | tU

7. This mechanism is also called a right of redemptlon or
_mandatorv bli prov151on .
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When the threshold 30% voting control 1is reached, the
controlllng person must notify each shareholder of record‘
within 10 days. Within 20 days of this mailing any
shareholder can make a demand upon-the controlling person
for the fair value of his shares, which is determined by
the prescribed formula as for dissenting shareholders but
which shall also include:

a consideration of all relevant

factors attendant to the control

transaction, including an incre-

ment representing a propcrtion

of any value payable for acquisi-

tion of control of the corporatlon,
- Section 8 b.

and which is payable in cash.

The bill does provide for exemptions to the control
transaction requirements which 1include (1) <controlling
- shareholders prior to enactment if they do not increase
the percentage of their holdings (Section 6 b.); (2)
agents, banks, brokers, trustees and the 1like whose
principals individually do not control 30% (Section 6 b.);
(3) persons who inadvertently become controlling persons
and divest (Section  10); (4) subsidiary <corporations
(Section 10); -and (5) corporations whc opt out of these
sections by bvlaw amendment or articles of incorporation
amendment (Section 9). It should also be noted that these
sections apply only to corporations which have a voting-
class of - shares registered under the '"Securities Exchange
~Act of 1934," 48 Stat. 881 (15 U.S.C. §78a et seq.).

The amendatory sections of S-707 which include the
expanded fiduciary duty, supermajority and fair price
provisions do not present a direct - conflict with the

~ Williams Act. First, thevy do not contain -any of the

flawed components of the first generation disclosure laws
which included: interfering with the timing of a tender
offer; 1involving a state agency which could delay an
offer; and burdensome pre-offer disclosure. Second, they
do not apply to tender offers directlvy but only to
interested shareholders who attempt a total acquisition in
a two-step transaction. These sections, arguably, even
- enhance investor freedom to accept or reject an offer

8. 8% Dick. L. Rev. at 4C€,
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‘ The '"control transaction" sections also present no
‘direct conflict with the Williams act. If a tender offer
is actually made and the 30% threshold is reached,
however, these sections could be found to indirectly
conflict with the intent of the federal tender offer law
which permits a tender for 30% or more, but less than all,
of a corporatlon s share59 -

_ -The effect of these sections is to deter tender
offers, specifically two-step transactionsl0, because
shareholders can exercise their redemption rights "within
a reasonable time'" after the threshold is reached, and
because the offeror loses control of the cost of a total

“‘acquisition as he may have to purchase at a premium more
shares of the target then desiredl - In Agency
Rent-A-Car, Inc. v. Connollv, 686 F, 2d 1029 (1st Cir.
1982) the Court suggested that the Williams Act might
preempt state regulation of tender offers if a challengerf

could show that the state law halted an excessive number ..

~of offers. Although  this proof 'would be difficult,
" because courts have been willing to find state statutes
~unduly burdensome on interstate commerce if a single offer

is stopped, producing extensive ev1dence "of many halted
offers is arguabl» unnecessar\l

; A conc1u51on that can be reached in the preemption
analysis is that a court may find the control transaction
sections ‘of the bill together with the supermajority and
fair price requirement, by favoring incumbent management,
in indirect conflict with the Williams Act policy of
neutrality, It should be noted however, that to make this
finding a court would be relving on the plurality opinion
of Mite and not the concurring opinions which maintained
the position that the neutrality poli¢y does not imply a
‘congressional intent to prohibit all state regulation of
tender offers, even if the state law protects interests

-9, The Buslness Lauyer,-»ol-do, November 1984 at P. 119,
- "The Pennsylvania Shareholder Protection Act: A New
Approach to Deflecting Corporate Takeover Bids." ’

10.  Two-step transactions often involve a partial tender
offer for some of  the target's shares and then a
subsequent  merger which yields holdout minority
shareholders a lower pr1ce for their shares, and are thus
"squeezed out . : _ '

11, 89 Dick. L. Rev. at 425-426,

12. Ibid. at 430-431,
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which include those of the target's management13.

_ Commerce Clause analysis of a takeover statute rests
on the Pike balancing test mentioned in part I of this
opinion.” Courts have con51stent1y applied the Pike test,

which balances the state's interests and benefits a aga1nst
the burden imposed on interstate commerce. As the short
title of §S-707 indicates, "investor protection is the
bill's main purpose. The Court found 1in Mite that
protecting investors is a legitimate interest of a state,
but only if Tregulated within a state. Despite the
teachings of Mite and the minimal extraterritorial effect

that - S-707 “may have, the bill still suffers from -

overbreadth. A stock_purchase that triggers the control.

transaction provision can occur anvwhere, even wholly

outside New Jersey. = .=

~~ In APL Limited Partnership v. Van Dusen Air, Inc.,
Fed. Sec. L. Rep. (CCH) par. 92,331 (D. Minn, 1985)
92,187. - The court further defined the Pike test and
stated that: c

to the extent that a statute which burdens
interstate commerce fails to further the
state's desired result, that statute will
not result in anv local benefit to a state.

Recognizing that the Minnesota Control Share Acquisition
Act  would  apply even if there were no Minnesota
shareholders, the. Court found the Act created an
impermissible conflict with the Commerce Clause as no
local benefits could arise from the statute's appllcatlon
to nonre51dent shareholders.

S-707 in this respect only provides illusory- investor
protection. The supermajority provisions and the -
mandatory redemption provision seem to protect investors
in New Jersey corporations. This they may do if a
takeover attempt occurs., In effect, however, the
provisions deter takeover attempts. It can also be argued
that the value o0f the shareholder's investment in a
corporation will drop if a takeover procedure is not

13. Mite 457 U.S. at 646-47.
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~availablel4, A hostile takeover is often the preferred
method of acquiring control when target management opposes
the attempt. Ironically, what seemed to be investor:
protection can be viewed as a harm,

-The sponsor's statement to S-707 also indicates that
‘the amendments contained in the bill "are an amplification
of traditional statutory corporate conflicts of interest
and dissenter's rights concepts and are consistent with.

. the public policy of New Jersey."  Assuming that New

Jersey is advancing an interest in regulating the internal
affairs of local corporations, the bill would meet strong
authority to the contrary. S-707 applies to tender offers.
- which the Supreme Court has said do not fall within the

ambit of a corporatlon s internal affairs. Mite, 457 U.S.
at 624, : :

_ Newaersey could also assert that S-707 represents an.
interest in keeping corporations within this State. This
has been found to be a legitimate interest; however, less

‘Testrictive alternatives are available to protect this

interest, - such  as tax incentives for charitable
deductions, environmental legislation and civic
involvement prcgrams. Great - Western United: Corp .

Kidwell, 577 F. 2d 1286 (ath Cir., 197%).

Considering the balance of the burdens and benefits
which would result from the enactment and administration
of S-707, it can be concluded that it will be struck down
‘upon a Commerce Clause attack. The approach is overbroad
because it would regulate transactions that occur entirely
outside of New Jersey. The bill also deters tender offers
and prevents shareholders the opportunity to tender their
shares at a premium. The control transaction provision of
the bill alsoc is based on the questiodnable assumption that
a person who acquires 30% of a resident corporation,
whether that person is a resident or not, is 1likely to
‘engage in activities that are deleterious to a corporation .
or the business climate. Shareholders are not protected
~from a tender offer by incumbent management, an exception
- that would tend to undermine the - justification for the
burdens the bill would impose on interstate commercel

14. B89 Dick. L. Rev. at 435 anc 433,

15." Mite, 457 U.S. at 644,
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I11. Assembly Bill No. 1953 of 198616

A-1953 also supplements Title 14A of the New Jersey
Statutes, but this bill takes a different approach to
d1scourage hostile takeovers and is similar to legislation
enacted in New York in December 198517 which also has not
~yet been challenged. The bill prohlbits any New Jersey

resident corporation from entering into a '"business
combination" with an "interested stockholder" for a period
of five years after the interested stockholder acqu1red
10% of the voting stock unless the business combination is
approved by the target company's board of directors prior
~to the 10% acquisition. After the five-year period, the
business combination could occur only if approved by a 2/3
vote of the disinterested shareholders, or if all
shareholders receive a fair value for their shares as
determined by formula. ' '

A "business combination" is détined, basically, as

certain transactions  between a - resident  domestic
corporation and any interested stockholder including: (1)
‘any merger .or consolidation; (2) any sale, -lease,

exchange, mortgage, pledge, transfer or other disposition
having an aggregate market value of 10% of the assets of
the resident corporation; (3) the issue or transfer by
the resident corporation of anv stock with an aggregate
market value of 5% or more of the aggregate market value
of all outstanding stock; (4) the adoption of any plan or
‘proposal for liquidation or dissolution; ~ (5) any
reclassification of securities or recapitalization; or (6)
-any " receipt by an interested stockholder of any 1loan,
advance, guarantee, pledge or other fianancial assistance
or tax advantage. '

"Interested stockholder™ is defined, basically, as
any person that is the beneficial owner of 10% or more of
the voting power of the outstanding stock of the resident
domestic corporation, or is an affiliate or associate of
~the resident domestic corporation who at any time within
the five-year period prior to the date in question was the
beneficial owner of 10% of - the voting power of the
outstanding stock. ‘ '

16. A-1953 oz 198¢, sponsored by Assemblyman Villane, was
introduced on February 10, 1985 and referred to the
Assembly Financial 1Institutions Committee. The bill was
transferred to the Assembly ©Economic Development and
Agriculture Committee on February 13, 1986. ' '

17, See sponsor's statement.
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, The bill also provides several exclusions similar to
those found in S-707. These include corporations who do
not have a class of voting stock registered with the SEC,
corporations who opt out by amendment to the corporation S
bylaws or articles of incorporation, inadvertent acquirors
of 10% of the voting stock, and others.

The intended effect of this bill is to encourage a
potential acquiror to negotiate a proposed merger with the
target company's board of directors, and to discourage
"hostile, asset stripping takeovers.l®' The definitions
of "business combination'" and "interested stockholder" in
conjunction with the operative five-year bar (section 3)

-indicate that the bill is specifically aimed at leveraged
transactions including two-step transactions that use the
.assets of - the target —corporation to finance the
acqu151t10n v o S

A preemptlon ana1y51s of A-1953-would follow the same
reasoning and result as with S§-707. A-1953 . does not
directly conflict with the Williams Act because it does
not affect the timing of an offer, require burdensome
disclosure or interject a state agency s opinion as to the
fairness of a tender offer. The 1issue then, again,
becomes whether the bill if enacted would frustrate the
purposes of the Williams Act. The sponsor's statement to
the bill clearly announces a purpose which the plurality
in Mite found impermissible. The bill favors incumbent
management when confronted with a takeover attempt by
giving them an effective veto over business comb1nat10ns
that are often necessary to a takeover when the acquiror
wants to use realistically the corporate assets to finance
the takeover of the corporatlon1°

This inhibition of takeovers 1limits the ability of
shareholders to tender their stock. If the policy of
neutrality that favors a market approach to takeovers is
adopted by a court then this bill if enacted would
probably be found preempted by the Williams Act. '

The bill also does- not present a direct impact on
interstate commerce; it does not prohibit the tender of
shares of nonresidents. Its provisions do present,
however, indirect restraints on interstate commerce -

18. 1d.

19. The Nationai_Law Journal, ''Mergers andvAcquisitions,"
Feb. 24, 1986 at p. 30. .
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by precluding takeovers that require certain business
combinations. In addition, the five year bar on business
combinations may restrict the movement of assets¢’ among
the states which a court could find to be a burden.

The five year ©prohibition on certain business
combinations can be analogized to the denial of voting or
transfer rights for one <year imposed by the Minnesota
Control Share Acquisition Act which was attacked in APL,'
Limited Partnership v. Van Dusen Air Inc.4l., The court's
analysis could be applied to A-1953 if challenged. In Van
Dusen Air Inc. the ~court stated that it has the
constitutional duty to determine whether:

state-desired benefits can, in fact, result
from the statute and only those which are not
""'speculative'" may be placed in the scale to
be balancgd against the burden on interstate
commerce .

This analysis asks the question whether New Jersey's
interest in preserving intact local corporations will in
fact be promoted by the bill, and produce benefits that
can be uelghed against the burden on interstate commerce.
The court in Van Dusen Air Inc. cited many questionable
assumptions of the Minnesota Act. Some of these can also
be attributed to A-1953. The first is that all leveraged
takeovers, or hostile takeovers, have an adverse economic
impact on a corporation, its shareholders and the State.

Second, all business .comblnatlons or 10% share
acquisitions, not just highly 1leveraged or economically
harmful transactions, are subject to board of directors

approval. The effect of this provision seems to be
overbroad by permitting the board wide discretion in
deciding what transactions to approve. Also the board

appears to be able to use leveraged buyvouts or freeze-outs
that can also cause the harms sought to be prevented. If
the board is not generally subject to the statute, this
omission may undermine the justification for the statute's
burdens. See Mite 457 U.S. at 644, :

20, 1d.

21. Fed. Sec. L. Rep. (CCH) para. 92,331, (D. Minn.,
1985), 92,187, | o - o

22. 1d.
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As with S-707, this bill could be criticized as not
representing a ' less restrictive alternative such as
‘limitations on the use of debt in certain transactions or
“different state tax policies. The bill also gives New
Jersey no better argument to buttress the internal affairs
doctrine that was rejected in Mite and Van Dusen Air Inc.
Takeover legislation that has “an extraterritorial impact
“cannot be said to further an interest in the internal
affairs of corporations which are trad1t1ona11y regulated'
"by the states

- A-1953 raises an additional <constitutional issue.
‘Section 7 of the bill contains a retroactive effective
date. This section has the effect of undoing business:
~combinations that occurred prior to enactment. This
raises an impairment of contracts issue. Article 4, §7,
para. 3 of the State Constitution states: -

The Legislature shall not pass any bill
of attainder, ex post facto law, or law
impairing the obligation of contracts...

In Fidelity Union Trust Co. v. New Jersev Highwav
~Authoritv, 85 N.J. 277 (1981) the Supreme Court reviewed

the relevant step in the analysis of impairment of
~contracts which would apply to A-1953:

The next step in the ara1v51s is whe-
ther the impairment is reasonable and neces-
sary to serve an impoertant public purpose.
Necessity is met if the objectives could
not have been achieved by a less drastic
alternative. Reasonableness depends upon
the extent of the impairment and upon whe-
ther the circumstances giving rise to the
impairment were foreseeable when the con-
tract was made. Citing United States Trust
Co. v. New Jersev, 431 U.S. 1 (19/7)

85 N.J. at 28&.

‘Chief Justice Burger 1in a concurring opinion in
United States Trust Co. emphasized that ''the State must
demonstrate that the 1impairment was essential to _the
“achievement of an important state purpose.'" 'Id. at 3223

From this analvszs and the prev1ou= discussion of
less burdensome alternatives, an acquiror klth the proper

73, The 1mpa1rment argument applies equally unaer Art. 1
510 of the United States Constitution.

/¢7X,




Honorable Richard A. Zimmer
Page 16
March 6, 1986

facts?4 could demonstrate an impairment of a contract, or
several contracts of 'substantial financial impact.
Considering further the analysis of illusory interests and
speculative benefits, the State would be hard pressed to
demonstrate an important state purpose that could not be
addressed by a less drastlc alternatlve ’

1V, Conclusion

; Based on the foregoing analyses, vou are advised that
S-707 and A-1953 may be found to be preempted by the
Williams Act and probably would be found unconstitutional
under the Commerce Clause. You are further advised that
A-1953 may violate the impairment of contracts clause
under the federal and State Constitutions. ' '

24. The facts would ha\e to incldde a tender offer or
"business combination" taking place on or after January
23 1986 and before the date of enactment of A-1953.

Very truly yours,

Albert Porroni
Legislative Counsel

/// |
By: fj7 Citim s (/ i:kk%:zz

“Tawrence A. Monte
Deputy Legislative Counsel
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Mr. Chairman, members of the Coﬁmittée,,my name is Patriék J. Witmer and I ém
Director of Legiélative Affairs for the New Jersey State Chamber of Commerce. ﬁs
the.repregentative.of an organization which is committed to fostering the best
posSible economic climate for New Jersey, I am pleased‘to be able.fo‘addreéé thisv'
issue today. The Board of birectorsrof thé New Jersey State Chambér-of Commerée |
has studied this igsue thoroughly over the‘past Six months. The State Chamber
fully supports $-153¢. We feel that it is crﬁcialvin preserving the strength of

the State's resident corporaﬁions ana ensuring that economic growth continues

throughout New Jersev.

The rise 6fvthe hpstile takeover;»w@ich ;esulté in stripping thebassets of the

target corporation to guarantee the raider a profit, is an alarming phehomenon to
the business communiﬁ“. We see corpanies' futures being sacrificedvto the shorﬁ-v
term profits of a raider when theyiare taken over. A dismantled company loses its

identity, its akility to compete nationally and internationally, and its potential

ose jobe, security, community leadership

(=

for growth. The pecrle who work for it

- and morale.

'Eyen if companies_afe only threatened with a takeéver, the resulting poiSoﬁ*piil
strategies, managemént preoccupation ané lowered eﬁ;loyee morale damage companies
severely. Ame;ican business as & thle also sufférs since the pétvaéivezfear.ofﬁ
tékeovers makes companies hesitant to spend money on;growth prograﬁs such as

research andé development.

(52X




'Thé State Chamber wants‘tobaQQid'damage of this kind in New‘Jersef, ané it has

- never beéh‘morglim§ortant to do so. The stéﬁe}s economy‘isihealthy and growing,
v.and our resident §orporations ére:a key factor iﬁ that growth. It is vital that
-we protect these companies énd ﬁhe peopl¢ who -depenéd upon them; S-1539 would en-

- sure ﬁhat their grbwth,and the State's future growth are not harmed by the-hostile

takeover wave.

Finally, I want to note that this legislatidn would not interfere with corporate

;business practices in the State. The:bill ;s very specific: it is deSigned,;b
stcp_éhly Asset-stripyingbtakéovefs that rely on liguidating thekté:get to
finante the. acguisition. It woulé nct imgeie o rgers, proxy batties or even hbs—
tile’takeovers'whose intert is ménéging and improving the ﬁarget. The Staté,Chambe:A
is coﬁfidént that this_bili will put to ;eét ihe danger now facing’us without ih;

terfering with corporate growth ani reallccaticn of rescurces.

Thank you for the opportunity to convey the State Chamter's support for this

legislation. I will be happy to answer any guestions.










