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A SIGNALING THEORY OF L OCKUPS IN M ERGERS

Shmuel Leshem

Empirical evidence shows that termination feesgklgps”) in merger agreements of public
companies discourage competition for the targetpzom but do not necessarily harm
target shareholders. This Article presents a siggaheory consistent with this evidence
and considers the theory’s normative implicatioftse chief argument is that the presence
of a lockup in an agreement signals the acquireigh valuation of the target, and this
discourages other potential acquirers from competBy increasing the deal price in
exchange for the inclusion of a lockup in the agreet and by thereby restricting
competition, a target company and a high-valuinguaer are able to divide between them
the surplus that results from avoiding the trarisaatosts of a bidding contest. Building on
that analysis, this Article shows that althoughklges increase target shareholder wealth,
they may nevertheless be socially undesirable.
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INTRODUCTION

The bulk of merger and acquisition deals of pubbenpanies in the U.S.
are negotiated transactioha distinctive feature of these deals is a built-in
delay between the signing of the purchase agreemwamtclosing upon
approval by the target shareholderén this interim period, potential
acquirers may attempt to disrupt the pending dgahbking a competitive
bid. Merger and acquisition agreements thereforenofontain termination
provisions (“lockups”), whereby the target compétine “target”) promises
to pay the acquirer if the target is eventuallydsw another acquirer. The

! SeeGregor Andrade, Mark Mitchell and Erik Staffoldew Evidence and Perspective on
Mergers 15 J.ECON. PERSPECTIVES103, 106 (2001) (Finding that only 4 percent of
(number of) transactions in the 1990s involved stitobid at any point).

% The reasons for the delay between signing andngj@se several. First, bids to merge are
indirectly subject to disclosure provisions of tRederal Securities Law. Second, the
consideration for the merger may be securitiespffer of which must be registered under
the Securities Act of 1933. Third, additional delayjay be caused by the pre-transaction
competition filing. Thus, for example, the Hart-8eRodino Pre-Merger Notification Act
may require a filing and a waiting period. Finalfigelay may result from the nature of the
transaction itself. For example, the acquirer maguest a delay in effecting the
transaction, in order to line up financing. In auxti, due diligence for some deals can take
considerable time. As a consequence of these fetmrgers seldom close within 90 days
of the execution of the merger agreement, andaretmes delayed for as long as a year.
Moreover, in a series of cases in the late 199@s Delaware Chancery court put further
limitations on a target’s ability to restrict poteh bidders from competing by prohibiting
the use of “no-shop” and “no-talk” clauseSee Phelps Dodge Corp. Cyprus Amax
Minerals Co, 1999 WL 1054255 (Del Chancery, Sept. 27 1988 Limited vCapital Re
Corp,, 747 A.2d 95 (Del. Ch. 1999).
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use of lockups not only has increased over finmet has also become
increasingly important in merger and acquisitioald#

The effects of lockups on mergers and acquisititng been the subject of
extensive empirical research. The empirical evidems lockups provides
two main findings. First, lockups are associatethwi higher probability of
deal completion and a lower probability of thirddyacompetition® This
suggests that lockups truncate the natural coufse t@keover bidding
process. Second, lockups benefit target shareholders trdiugher deal

% SeeJohn C. Coates IV and Guhan SubramanfaBuy-Side Model of Lockups: Theory
and Evidence 53 SAN. L. Rev. 307, 315 (2000)“(Dockup incidence has generally
increased over the period, growing from 40% ofdalals in 1988 to 80% of all deals by
1998"); Thomas W. Bates and Michael L. Lemm@mneaking Up is Hard To Do? An
Analysis of Termination Fee Provisions and Mergeitd®@mes 69 J.FIN. ECON. 469, 470
(2003) (“(i)n 1988 termination fees were uncommaactice with only 2% of all deals
including target fee provisions. In 1998, by costratermination provisions were
significantly more prevalent with over 60% of theatk including target fee provisions”);
Micah Officer, Termination Fee in Mergers and Acquisitioi@® J.FIN. ECON. 431, 441
(2003) (“[t]here is a marked increase over timé¢ha number of deals in which the target
agrees to pay a termination fee to the bidder”).

* Officer, supranote 3, for example, finds that the average vafuemnination fees as a
percentage of total deal value stands at 3.80%44f). An oft-cited example that has
diverted much attention to the use of lockups igt#eLambert’s 2000 decision to cancel
its merger with American Home Products in favoraherger with Pfizer, which resulted
in payment of a $1.8 billion breakup fee to Ameniddome ProductsThe Wall Street
Journal February 8, 2000, p. B1).

® SeeCoates and Subramaniaupranote 3, at 351“... the mere presence of a breakup
fee (regardless of size) increases the recipiéik€ghood of closing, and larger fees have a
larger impact”). Coates and Subramanian explaiir firelings by a myriad of buy-side
distortions. They find similar results, though Igsenounced, with regard to stock lockups.
See alsolimothy R. Burch,Locking Out Rival Bidders: The Use of Lockup Ogtiom
Corporate Mergers60 J.FIN. ECON. 103, 114 -11%2001) (“... deals with lockup options
are more likely to be successfully completed ... tham deals without lockup options™);
Bates and Lemmorsupranote 3, at 484 (“[o]verall, our results indicatathhe presence
of target termination fees is positively associatétth deal completion”); Officer finds only
weak evidence that termination fees discourage etitigm for the targetSeeOfficer,
supranote 3, at 462.

® Seee.g, Coates and Subramanianpranote 3, at 389 (“[lJockups should be recognized
for what they are — deal protection”); Burslipranote 5, at 109 ("(t)he logical conclusion,
then, is that lockup options are granted to detgd{party bidders, consistent with their
observed effect and with the contentions of thetics”); Bates and Lemmorsupranote

3, at 471 (“[o]ur results indicate that terminatiéee grants by merger targets have a
substantial and positive effect on the probabitifydeal competition, suggesting that the
use of termination fees may truncate an otherwaseral bidding process”).
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premiums’ Taken together, the evidence suggests that bideerdockups
not only to ensure a minimum return if the dealsfabut also to deter
potential higher-valuing bidders from competfighese observed effects of
lockups pose a twofold conundrum: Given that lockdeter competition
from other potential acquirers (first finding), wtdo target companies gain
by agreeing to include them in the merger agreetnéiitd if target
companies agree to lockups because the higherpdeal outweighs their
loss from the reduced competition (second findimd)at do acquirers gain
from lockups?

Perhaps surprisingly, the existing Law and Econeriiierature provides no
explanation for this conundrum. Furthermore, theniant theory of
lockups, proposed in a seminal article by Ayresl@90° projects that
lockups would have no effect on the outcome onibgldompetitions and
therefore that they will not deter potential acqtsrfrom competing. The
empirical findings on lockups, therefore, seenttad more puzzling in light
of the previous theoretical literature. The follogianalysis seeks to fill this
gap between theory and evidence and to thereby khledon parties’
interests to employ lockups in merger and acqoisiigreements.

This Article shows that lockups are often usedawesacquirers’ substantial
costs that they would incur if a competition ocedtr First, a bidding
contest forces acquirers to incur significant costsfinancing bidding
rounds, irrespective of whether they eventually winlose the contest.
Second, a competition increases acquirers’ oppibytensts resulting from

" SeeBurch, supranote 5 (finding that deals that include stock lguk result in a higher
abnormal announcement return for target sharetoldercompared to deals that do not
include any type of lockupfficer, supranote 3 (finding that takeover premiums are not
lower when termination fees are included in thegaeterms and are potentially as much
as 7% higher); Bates and Lemmamipranote 3 (finding that bid premiums are between
3.7% and 6.3% higher in deals that include targehination fees compared to deals that
do not include such fees). Coates and Subramaoyazgntrast, find that a higher premium
is more likely with stock lockups or larger stodckups, but not with breakup fee€3ee
Coates and Subramaniaupranote 3. A recent empirical study found that thiedtjes are
not likely to make competing bids if terminatiorefeare overly high, whereas moderate
fees do not deter competition.

8 A lockup is beneficial to a first bidder in thatréduces the reservation price of potential
rivals and thereby allows the first bidder to wimauction for the target at a lower price. |
regard this benefit as part of lockups’ compensatoie.

° Note that the target's loss from reduced competifs exactly offset by the acquirer's
profit.

19 1an Ayres Analyzing Stock Lock-Ups: Do Target Treasury Skle®close or Facilitate
Takeover Auctions90 GLUM. L. Rev. 682 (1990).
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a prolonged bidding process--for example, if antianc occurs, the
acquirer's board must devote time and effort to agamg the bidding.
Third, the prospect of competition reduces the eabhi acquirers’ early
expenditure on reliance investmehtsBy negotiating for a lockup,
acquirers indicate their high-value for the targdtjch in turn deters other
potential acquirers from initiating a bidding costteThe savings from
lockups allows such high-valuing acquirers to conga¢e the target for its
loss from the reduced competition.

Drawing on influential insights from Game TheotyistArticles shows that
a bidding contest is a strategic interaction betwe® acquirer, a target and
potential contesters under incomplete informatfoBecause a lockup is
exchanged for an increase in the merger price dngheer lockup amount is
given for a higher increase in the deal price, ekup and its amount
constitute a signal revealing the acquirer's highustion for the target.
Potential bidders who must decide whether to ifkdding costs would be
reluctant to compete once they observed that thkatdatains a lockup. The
inclusion of a lockup, therefore, generates a ssrpthich the acquirer and
the target can share. Finally, a lockup is a ctedsignal for the acquirer’s
high valuation because the target itself is ignbrah the acquirer’s
valuation and therefore will only agree to a locKop a sufficiently high
increase in the deal pric2.

' Reliance investment includes switching and coatifim adaptations that will improve
the target valuation for the specific acquirer. éwtingly, the greater the uncertainty of
whether the deal will close, the lower the targduation is for the acquirer.

12 First bidders’ valuation of the target is non-fiable, because bidders lack a direct
means to convey their valuation of the target tteptial rivals. Signaling serves as an
indirect means of conveying such non-verifiabl®iniation. For a glossary of basic terms
in Game TheoryseeDOUGLAS G. BAIRD, ROBERT H. GERTNER & RANDAL C. PICKER,
GAME THEORY AND THE LAwW (Harvard University Press, 1994). Bidders differtireir
valuations of the target because the synergy dedns acquiring the target depend on the
specific characteristics of the acquiring firm ahdrefore vary among different companies.
See e.g, Lucian A. Bebchuk,The Case for Facilitating Competing Tender Offe98
HARv. L. REv. 1028, 1034 (1982)Synergy gains includénter alia, economies of scale in
production and reduced costs of capital.

13 The technical argument | will make is that therésts a signaling equilibrium, under
which lockups serve as signals differentiating higluing from low-valuing bidders.
Signaling equilibrium is a specific case of a petf8ayesian equilibrium, a solution
concept wherein every player begins the game watiets that must be updated in light of
new information and must be consistent with otHaygrs’ actions in equilibrium (that is,
other players’ actions in equilibrium constitute @gtimal response given that belieBee
Baird, Gertner & Pickersupranote 12, at 312.
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This Article unfolds as follows. Part | surveys skig lockup theories in
the Law and Economic literature. Part Il presentsekground of signaling
theory, surveys the financial literature on sigmgliin takeovers, and
explicates why these signaling strategies aredésgstive in friendly than

in hostile corporate acquisitions. Part Il layg the intuition for having a
separating equilibrium in which high-valuing aceug credibly distinguish
themselves from low-valuing acquirers by purchasimglockup, and
potential bidders’ posterior belief about the aces type is that the
acquirer is high-valuing if the deal includes akigc and low-valuing

otherwise. It then presents a numerical exampleiltbatrate this intuition.

Part IV discusses the normative implications ofttieory.

I. A SURVEY OFLOCKUPTHEORIES

The early view of lockups perceived them as inseémits by which merger
parties can reduce the target valuation for paaéatiquirers, and to thereby
interfere with the natural course of bidding cot#g$ This perception was
called into question by Ayres, who pointed out thatkups reduce the
target valuation both for the lockup recipient asllwas for potential
acquirers:> Accordingly, lockups will not affect the outcomé lbidding
contests. Only above-expectation lockups—or foseol lockups—may
reorder bidders’ valuations, by decreasing biddeasuation of the target
below the deal price. In a subsequent study, Hamseh Fridan pushed
Ayres’ argument to its logical conclusion by stgtithat “[L]ike chicken
soup, [lockup] can’t hurt but may well help”

14 SeeROBERTC. CLARK, CORPORATEL AW, (Little Brown, 1986), 573 (“[d]uring a bidding
war, of course, the shareholders would not appeswe[lockup], but would prefer a free
and unhampered auction for their shares”); LucialB&bchuk,The Case for Facilitating
Competing Tender Offers: A Reply and Extensi@Bf SAN. L. Rev. 23, 47 (“[a]ll the
participants in this exchange agree that obstrectlefense tactics [such as lockup
arrangements with a white knight] should be prdkiti)..

15 Ayres,supranote 10.

8 Fraidin and Jon D. Hansofpward Unlocking Lockup103 YALE L. J. 1739 (1994).
Fraidin and Hanson accordingly suggested to enfalicéermination provisions, subject
only to the Business Judgment Rule.
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Acknowledging Ayres’ reasoning, Kahan and Klausiaegue that the
existence of bidding costs might render lockupdtusing’ Kahan and
Klausner's argument is based on the asymmetry laetviee first bidder
and potential rivals’ entry costs: Whereas the bidder’s bidding costs are
sunk, potential contesters have yet to incur thessts. By granting a
lockup, the target confers on the first bidder #uvantage of having its
costs sunk, and thereby can induce a first bidddsring forward a bid.
Kahan and Klausner’'s theory thus predicts that-brdder lockups might
affect second bidders’ motivation to enter a biddaontest for the target,
yet fails to explain the higher return for targeteholders in lockup deals.
Later scholarship further refined the upshot of ésyranalysis. Roosevelt,
drawing on Cremton and Schwartz’'s analysis, invokeadtion theory to
explain the use of lockups to reduce entry in commaalue auctiond®
Roosevelt's explanation acknowledges the negohatimat takes place
between the target and the first bidder over loskapd suggests that a
lockup is given to the first bidder in exchange iftereasing the deal price.
A first-bidder will be willing to increase the depfice because a lockup
reduces the number of bidders in equilibrium aretehy increases the first
bidder's expected profit from making a bid. Rooseweexplanation,
however, does not apply to the more common indeg@ngrivate-values
auctions.

Other studies have suggested various explanationghé use ofstock
lockups'® Burch points to the fact that a stock lockup gitfes first bidder

" Marcel Kahan and Michael Klausnénckups and the Market for Corporate Contr48
STAN. L. REV. 1539 (1996).

18 Kermit Roosevelt IlllUnderstanding Lockups: Effects in Bankruptcy arelNtarket For
Corporate Control 17 YALE J. ON REG. 93 (2000); Peter Cramton and Alan Schwartz,
Using Auction Theory to Inform Takeover Regulatidnl.L. ECON & ORG. 29 (1991).
Common value auctions involve an asset with theesamderlying value for different
bidders. Bidders differ only with regard to thestienations of that value. Independent
private-values auctions, by contrast, involve agetisvhose value varies among bidders.
Each bidder’s valuation of the auctioned assetdgpendent of other bidders’ valuations.

19 A typical stock lockup gives the locked-in bidderight to purchase a block of treasury
shares (or authorized but not-issued shares) et¢defermined price (a negotiated price or
the merger price). The stock lockup recipient caiien sell these shares to the second
bidder at the latter's offer price. Thus, the payofder the stock lockup increases as the
second bidder increases his bid for the targettkStockups that consist of only treasury
shares are generally limited to 19.9%, due to exgbarules that require shareholder
approval of any action causing a higher percentdgelditional shares to be listed. A less
frequent form of a lockup is an asset lockup, whiores the acquirer a call option on a
certain asset of the target at a predeterminec.pAn asset lockup usually involves a
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an equality stake in the target, which induces tarbid more aggressively
if competition occurs, but overlooks the target'stivation in selling a
termination fe€® Officer stresses the public good nature of a fiidtand

suggests that lockups may be a means for intemglithe public good
aspect of a first bid, but fails to explain how Kaps would reduce
competition?!

I"l. SIGNALING IN TAKEOVERS

A. Incomplete information and signaling

In situations of asymmetric information, one pafppssesses private
information that cannot be communicated crediblyother parties. The
informed party can thus benefit from taking a goatition (“signal”) aimed
at credibly conveying his information. By observirige signal, the
uninformed parties can update their belief aboatitifiormation possessed
by the informed party, thereby taking a differeati@n than that which they
would otherwise have taken. The informed party@fipwill consequently
be greater than if he had not signaled his infoilenatFor signaling to be
effective, however, other parties must not findogtimal to mimic the
informed party by incurring the cost associatechwliie signaf?

Signaling models have been applied to explain aetyarof economic
phenomena. For example, a signaling theory has bsed to explain why
public companies distribute dividends despite thebde taxation imposed
on such distributioR® A signaling theory suggests that high-quality rm
find it optimal to incur the extra cost entaileddrstributing dividends if

particularly profitable or valuable unit of the ¢gat (a “crown jewel”) that might drive
potential bidders’ interest in the target.

%0 SeeBurch,supranote 5.

21 SeeOfficer, supranote 3.

2 The inception of the signaling literature is atitied to Michael A. Spencdpb Market
Signaling 87 Q.J. EcoN. 355 (1973). Spence showed that workers couldasitmeir
competence to prospective employers by acquiringa&tibn that has no real value, except
for allowing employers to infer the worker's quglit-or a comprehensive survey of the
signaling literature see John. G. Ril&jlver Signaling: Twenty-Five Years of Screening
and Signaling32 JECON. LITERATURE 432 (2001).

23 gee for example, Sudipto Bhattacharyaperfect Information, Dividend Policy and
‘The Bird in the Hand Fallacy’9 BELL J.ECON. 259 (1979).
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thereby they separate themselves from low-qualitysf. By signaling their
type, high-quality firms reduce the cost involvedfiuture equity issuance.
The effectiveness of a dividend distribution asiraticator for a company
quality is conditioned on low-quality firms not @img it profitable to
imitate that strategy even if they could lower tiwst of raising capital by
disguising as high-quality firmBividend distribution will be used to signal
quality so long as the profit resulting from thevér cost of raising capital
outweighs the cost associated with distributingagimds®*

B. Bidders’ signaling strategies in takeovers

A natural starting point to evaluate takeover cststés to compare them to
English auctions. In a takeover contest, much ke English auction,
bidders raise their bids until the highest-valuimdder wins the target at the
reservation price of the second highest-valuingi®@ié® Like an English
auction, bidders in takeover battles are ignorahtth®ir opponents’
valuations of the target. Yet contrary to an Erylauction, a takeover
contest entails costs that are not present in ldmsic English auction. In
particular, in an English auction, bidders haveatreély low (or zero)
investigation and bidding costs. In takeover cdsteby contrast, these
costs are significarf In addition, a takeover battle—as opposed to an

24 Another example, pertinent to the analysis belooncerns the study of entry. Consider
an incumbent monopoly that faces potential comipetitlf potential competitors have
complete information about the incumbent’s unittc@ any other relevant private
information regarding the incumbent's payoff), thewll not be influenced by the
incumbent pre-entry price. If, however, potentiainpetitors face uncertainty with regard
to the incumbent’s unit cost, the incumbent mayfifably deter potential competitors by
setting a “limit price” lower than the monopoly @ei it would have set in order to
maximize short-run profit. Limit price strategyascredible signal of an incumbent’s unit
cost only if incumbents with high unit costs wibtrfind it profitable to replicate the price
policy of low-unit-cost incumbents. Also, limit pg strategy will be employed only if low-
unit-cost incumbents find that the profit resultilgm reducing entry is greater than the
short-run fall in profit due to charging lower pe& SeePaul Milgrom and John Roberts,
Limit Pricing and Entry under Incomplete InformatioAn Equilibrium Analysis 50
ECONOMETRICA443 (1982).

% For a rigorous economic analysis of signaling maiton in English auctionssee
Christopher AveryStrategic Jump Bidding in English AuctiQi® Rev. ECON. Stup. 185
(1998).

%6 SeeCremton and Schwartgupranote 18, at 28 (pointing out the differences betwae
English auction and a takeover contest).
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English auction—is launched with a first biddebpisl that identifies the
target as a takeover candidate. Thus, potentialesters have to decide
whether to compete after observing the first bitdbid. The presence of
investigation and bidding costs implies that pasdnbidders’ decision
whether to compete involves weighing the costsagfuaing information
about the target against the expected profit fratereng a competition (i.e.,
the probability of winning the bidding contest miplied by the profit from
acquiring the target). The higher the first biddalues the target, the lower
the expected profit of subsequent bidders fromrengea bidding contest.
Thus, potential bidders’ decision whether to acgjimformation about the
target is derived, among other thingsom their belief about the first
bidder’s valuation of the target. The first biddeuld therefore benefit from
a bidding strategy which dissuades potential riviatsn competing by
signaling a high valuation.

The finance literature has suggested that biddars signal their high
valuation, and thereby discourage potential coatedrom competing, by
bidding preemptively: offering a high premium iaitibid?” A natural
setting for a preemptive bidding to occur is umiat bids (or a tender
offer), in which the target does not negotiatedbal price directly with the
bidder. A bidder’s decision to increase its bid rotree target market price
thus amounts to a (voluntary) cost incurred bylideler, and therefore is
likely to be interpreted as an indication of thdd&r’s high valuation of the
target. In friendly corporate acquisitions, in wahithe deal price is
determined jointly by the target and the acquirdre ability to bid
preemptively is limited. This is so because thegeeprice is the product
of both parties’ private information on the degli®fitability and therefore
reflect also the target’s private information anriéservation price. Potential
rivals, therefore, may be reluctant to interprehigh merger price as a
signal of the acquirer's high valuation of the &rgand instead will
attribute the higher price to private informationspessed by the target
regarding the target's value. Consequently, an ismgmay not be able to
simply increase the merger price to deter entryrddweer, the acquirer may
not be able to choose the form of transaction dretetore may have
available only a limited arsenal of signaling staés. For example, if the

27 Michael J. FishmanA Theory of Preemptive Takeover Bidding RanD J. ECON. 88
(1988) (a model that assumes that there are ns aogblved in revising bids as the bid
price rises)See alsdavid Hirshleifer and I.P.L. Pndracilitation of Competing Bids and
The Price of a Takeover Target Rev. FIN. STuD. 587 (1989) (a model that assumes that
bidders have to incur costs when revising theishske alscAvery supranote 25.
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target installed anti-takeover measures such assam pill, the first bidder
would be unable to launch a hostile bid. The otigraative then would be
a (friendly) merger, in which the acquirer shouéjatiate directly with the
target board to gain support for the merger.

V. LOCKUPS ASSIGNALS

A. A signaling theory of Lockups

Imagine a world in which there are two types ostfibidders: high- and
low-valuing. Suppose that a first bidder negotiareth the target for a
lockup in return for an increase in the mergererisuppose further that a
potential second bidder is considering whethemiestigate the target in
order to decide whether to pursue biddifigvhat would be the effect of the
inclusion of a lockup in the agreement on the sddadder’'sbelief about
the first bidder’'s valuation of the target, andréi®y on its motivation to
investigate the target valu@?

The main argument of this Article is that acquirelecision to buy a lockup
is driven by signaling motivations. The signalingogerty of lockups
emanates from the fact that the acquirer is reduwencur additional cost—
—in the form of a higher merger price—in exchaf@gehaving a lockup.
Because high-valuing acquirers stand to lose mame fcompetition than
low-valuing acquirers, they will be willing to incuadditional cost to
differentiate themselves from low-valuing acquirelaving a lockup thus
signals that the acquirer values the target higing thereby discourages
potential rivals from competind.

%8 | assume throughout that takeover contests ameurindependent private-values
auctions, so that different bidders attach diffenealues to the target depending on their
expected synergy from acquiring the target.

29| assume that the expected profit of second bidilers competing without ascertaining
their valuation of the target is negative. Therefa second bidder considering whether to
compete for the target will incur investigation toaimed at learning its valuation of the
target. A second bidder would incur these costy @hit believed that the acquirer’s
valuation of the target is lower than some thredhalue.

%0 Bidders may resort to less credible strategiemtvey their high valuation of the target
to potential rivals. For example, Faramount Communications, Inc. v. QVC Network, Inc.
637 A.2d 34 (Del. 1994), the merger was declarebedgreatest long-term benefits to
stockholders and audiences around the world”. SurReglstone, Viacom Chairman and
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Signaling a high valuation for the target reducesnpgetition because
potential second bidders’ decision whether to eatdysidding contest is
dependent on their beliefs about the first biddedtiation of the target.
Thus, potential second bidders will be reluctanintur investigation costs,
and will choose to bid only upon observing a higigét valuation, if they

believe that the first bidder values the targethlyigLikewise, potential

bidders will be more amenable to investigate thigetaand will bid upon

observing a low target valuation, if they belielattthe first bidder attaches
a low value to the target.

B. The first bidder’s strategy

This Section uses a numerical example to illustthie argument that
lockups are used as entry-deterrence signals. ihbBgfixing the lockup
price and demonstrating that high-valuing firstdads will differentiate
themselves from low-valuing first bidders by pursing a lockup. The
intuition behind this outcome is that low-valuirigst bidders stand to profit
less from reducing competition, and therefore wdl find it profitable to
mimic high-valuing first bidders’ strategy eventhé expense of revealing
their vulnerability. For analytical purposes, | eieto the next Section the
analysis of the target’s decision as to whethaotwsent to include a lockup
in the agreement.

To explicate the first bidder’s decision whetherbioy a lockup, consider
the following stylized example. Assume that firstiders could be either
high- or low-valuing with equal probability. Highaluing first bidders
value the target at 740, whereas low-valuing fidters value the target at
700. During the merger negotiations, the first biddould choose between
paying a lower price for the target without a lopkand paying a higher
price for the target accompanied with a lockuppé#mticular, suppose that
the first bidder could buy a lockup of 20 in retdon an increase of 10 in
the merger pricé* Suppose further that the deal price is set atvittout

a lockup and that if a competition evolves, bothety of first bidders will

Chief Executive Officer, announced at a press genfee that the deal was a “marriage
made in heaven... [that would] never be torn astinthe emphasized further that only “a
nuclear attack” would break up the deal.

31| assume that the target would sell a lockup foimarease of 10 in the deal price, so that
the decision to have a lockup is dependent solpbnithe first bidder’'s preference. This
assumption will be explainedfra in Part IV.C.
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incur an additional cost of 10, irrespective of wtadue of their counter bid;
that is, the first bidder incurs an additional costlO even if it does not
make a counter bid to the second bidder’s bid.

After a merger agreement between the target andirdtebidder has been
signed, a second bidder has to decide whethermpet. This decision is
made in two stages. In the first stage, the sedmdder has to decide
whether to incur investigation costs of 5 in orderestimate the target
value. In the second stage, depending on its vatuadf the target, the
second bidder has to decide whether to make adsidhe target. If the
second bidder decides to enter a competition,lithave to incur additional
bidding costs of 10. For simplicity, assume th&trafinding its valuation of
the target, the second bidder faces no uncertastio the outcome of a
bidding contestThus, assume that after incurring investigationt<as$ 5
there is an 80% chance that the second bidderfwdl the value of the
target to be below 700 and a 20% chance that tb@ndebidder will find
the value of the target to be 760. Thus, given thatfirst bidder is equally
likely to be high- or low-valuing, the second biddeexpected profit from
investigation is positive (085 + 0.%25 > 0)3? Note that the second
bidder’s expected profit from investigation is nigaif the probability that
the first bidder is high-valuing is greater tHari> This, in turn, prompts the
high-valuing first bidder to signal its high valicat and to thereby deter the
second bidder from investigating the target.

Consider next first bidders’ profit if there is m@mpetition. The high-
valuing first bidder would profit 70 if it did ndiuy a lockup and 60 if it
did. Similarly, the low-valuing first bidder woulgrofit 30 if it did not buy
a lockup and 20 if it did? | assume that, if a competition occurs, the first-
bidder and the second bidder will bid up to theisarvation pric& The

32 More specifically, with a probability 0.8 the secbbidder will find that its valuation of
the target is below 700 and therefore will refriiom competing. In this case, it will lose 5
— its investigation cost. With a probability 0.Betsecond bidder will find that it values the
target at 760 and therefore will enter a competitio this case, its profit depends on the
first bidder’s type. The second biddeexpectedreturn is 40 (0.5x60 + 0.5x20) and
because its bidding and investigation costs suito U, its expected profit is 25.

3 |f the second bidder believes that the probabiligt the first bidder is high-valuing i

its expected profit from investigating the targe0i(0.8x-5 + 0.2%4x45 +%x5)).

% First bidders’ profit is equal to the differencetiveen their valuation of the target and
the deal price.

% This assumption is made to simplify the examplieldBig up to its reservation price of
the target is a best response for the first bidotethe second bidder’s strategy), but not a
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first bidder’'s profit, however, is reduced by theaunt of its bidding
costs®® Recall also that the first bidder's reservatioitgis reduced by the
lockup value. Therefore, the high-valuing firstded would bid up to 740 if
it did not buy a lockup and up to 720 if it did.kewise, the low-valuing
first bidder would bid up to 700 if it did not buaylockup and will refrain
from bidding if it did (note that in this case threrger price is also the low-
valuing first bidder’s reservation price of theget).

The second bidder’s profit depends on the firsteits type. If the second
bidder competes against the high-valuing first brddt will win the target
at 740 or 720—depending on whether a lockup iduded in the
agreement; if the second bidder competes agairstiad-valuing first
bidder, it will win the target at 700 or 680—agdepending on whether a
lockup is present in the agreement. Note thateélersd bidder'profit does
not depend on the presence of a lockup, but rathehe first bidder’s type.
The irrelevance of the lockup to the second biddprbfit is a corollary of
Ayres’ argument: a lockup reduces first and secbiudler's reservation
prices by the lockup value. As a result, the cdst tckup is borne by the
target shareholders who receive a lower price fogirt shares if a
competition for the target occuts.

unique best response (for example, not biddindl & also a best respons&eealsoinfra,
note 36.

% | assume that the first bidder is not allowed topdfrom the auction once the second
bidder has made a competitive bid. Bidding costsikhtherefore be interpreted broadly to
include any costs resulting from the possibilitytlufd-party competition. These costs need
not be incurred when a third-party actually entarsompetition. For example, bidding
costs might include loss of reputation or deal-geivestment.

3" The following table summarizes first- and seconddbis’ profits under different
contingencies in a tabular form:

No competition Competition
Bidder type With lockup Without With lockup Without
lockup lockup
High-valuing first 60 70 10 -10
bidder
Low-valuing first 20 30 10 -10
bidder
Against high-| Against low-
Second bidder 0 0 valuing first | valuing first
bidder bidder
5 45
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The extensive form presentation of this game ismgiw figure 1:

[

High-type (0.5)

N Buy lockup : Do not buy; N
+ lockup
Do not buy Q
Buy lockup ‘ Lockup |

Low-type (0.5)

Figure 1

The game starts with Nature (or chance) selechiedfitst bidder’s type—
high- or low-valuing—with equal probabilities. Thapen nodes in the
center represent Nature’s choice of the first bigdiype and the numbers
in brackets, beside the first bidder’s type, inthcdoe prior probabilities for
each type. As the game starts, the first biddem#nits type and has to
decide whether to buy a lockup of 20 in exchangeafoincrease of 10 in
the merger price. The two pairs of arrows stemnfiiagn the central nodes
denote the first bidder's choice whether to buyoeklip. After the first

bidder chooses whether to buy a lockup, the setuhder has to decide
whether to investigate the target. The four cornedes denote the
circumstances under which the second bidder’'s ecis made, so that
each node corresponds to a different combinatidirsifbidders’ type and
decision to buy a lockup. The four pairs of diadareows originating from

the corner nodes denote the second bidder’s chdiether to investigate
the targef® When the second bidder chooses whether to inegstithe

3 Note that the first bidder's type is not obserealhd not verifiable; that is, the second
bidders lack a direct way to infer the first biddetype and the high-valuing first bidder
has no direct means to convey its type to the skbalders.
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target value, it knows whether the first bidder glotua lockup, but does not
know the first bidder’s type. The dashed line catimg each pair of corner
nodes depicts the second bidder’s ignorance dirdtebidder’s type.
| proceed by showing that the high-valuing firsider's decision to buy a
lockup signals its high valuation of the targetr Bt end, | will show that
the unique perfect Bayesian equilibritimwhich satisfies the intuitive
criterion is as follows:
= The high-valuing first bidder buys a lockup. Thewdg@aluing first
bidder does not buy a lockup.
= The second bidder investigates the target onligaffirst bidder did not
buy a lockup.
= The second bidders’ belief is that the presencelotkup indicates that
the first bidder is high-valuing, whereas the alesenf a lockup implies
that the first bidder is low-valuing.
To see that this is indeed a perfect Bayesian ibguin, consider first
bidders’ expected profits under the above equiliristrategies. The high-
valuing first bidder’'s expected profit would be &0it bought a lockup
(recall that the second bidder would not competkéffirst bidder bought a
lockup) and 54 otherwise (&80 + 0.X%-10). Given second bidders’
equilibrium strategy, the high-valuing first biddéas no incentive to
deviate from its equilibrium strategy (buy a lockuphe low-valuing first
bidder’'s expected profit would be 20 if it boughtogkup (recall that the
second bidder would not compete if the first biddeught a lockup) and 22
otherwise (0.830 + 0.%-10). Given second bidders’ equilibrium strategies,
the low-valuing first bidder as well lacks an intiea to deviate from its
equilibrium strategy (do not buy a lockup).
Table 1 summarizes first bidders’ profit contingenttheir decision to buy
a lockup,givensecond bidders’ equilibrium strategy:

39 A perfect Bayesian equilibrium is a solution caicerhereby each player begins the
game with beliefs that must be updated accordin®ages’ rule. The action that each
player takes in equilibrium must be sequentiallyoraal; that is, it must be optimal given
the beliefs of the player and the actions of al dther playersSeeDavid M. Kreps and
Robert WilsonSequential Equilibria50 ECONOMETRICA 863 (1982).



17 A SIGNALING THEORY OFLOCKUPS INMERGERS

Type/ Strategy With lockup| Without lockup

Low-valuing first 20 22

bidder (0.8<30 + 0.%-10)

High-valuing first 60 54

bidder (0.8x70 + 0.%-10)
Table 1

Table 1 shows that the high-valuing first bidderbistter off buying a
lockup, whereas the low-valuing first bidder is tbetoff not buying a
lockup, giventhat the second bidder believes that a lockupsigial of the
first bidder’s high valuation of the target.

Consider next the second bidder's expected profilen the above
equilibrium strategies. Recall that under the pegabequilibrium, the high-
valuing first bidder buys a lockup and the low-vagufirst bidder does not
buy a lockup. The second bidder's expected profamf incurring
investigation costs if a lockup is not includedte merger agreement (that
is, the first bidder is low-valuing) is 5 (0.8x-5 &:2x45). Because the
expected profit from incurring investigation costspositive, the second
bidder has no incentive to deviate from equilibristrategy (investigate if a
lockup is not included in the merger agreement).cBytrast, the second
bidder’'s expected profit from incurring investigati costs if a lockup is
included in the merger agreement (that is, the fiicder is high-valuing) is
-3 (0.8x-5 + 0.2x5). Because the expected proftmfrincurring
investigation costs is negative, the second bitidsrno incentive to deviate
from its equilibrium strategy (do not investigateailockup is included in
the merger agreement).

C. The target’s strategy

The previous Section has shown that high-valuirgt hidders profit from
signaling their type through the purchase of a dpcKThe inclusion of a
lockup in a merger agreement, however, requiredatget’'s consent. Yet
discouraging potential bidders from competimgduces the target's
expected profit from signing the merger agreem&he question then is
what do targets gain by agreeing to include a lIpckmn a merger
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agreemenf? The empirical evidence showing that targets atebeff in
auctioned sales provides additional weight to djigstion’**

The answer to this question is that the effect oéduced competition for
the target depends on the first bidder's type: w-\‘aluing first bidder
would drive up the bid price less than a high-vadubidder. The target’s
expected profit if an auction occurs, therefordpiger if the first bidder is
low-valuing than if it is high-valuing. The target ignorant of the first
bidder’'s type, however. The low-valuing first biddeannot credibly
propose the target a low lockup price, becauséatiget will suspect it to be
a high-valuing first bidder. Offering a high priagen the other hand, is not
profitable for the low-valuing first bidder. Becaus low price is not
indicative of the first bidder’s type, the targetish only accept a high price,
which only high-valuing first bidders could afforBy offering the target a
high lockup price, the first bidder credibly sigmats high valuation to
potential bidders and concomitantly proposes thgetao share the surplus
brought about by preventing competition.

To gain insight into the negotiations between trget and the first bidder,
consider aeverse‘market for lemons* In the classic “market for lemons”
model, Akerlof used the market for used cars aflustrative example of a
market where sellers possess more information atfeutquality of the
goods offered for sale than buyers. Akerlof arghes in such markets low-
quality units are more likely to be traded thanhhggality units. High-
quality units are not offered in the market becabsgers, ignorant of
individual asset quality, discount all used-asséteg not knowing which
units on the market are the lemons. In responséuyers’ strategy
regarding the maximum price for an unidentified tumwners of high-
quality units will stay out of the market. This, tarn, will cause buyers to
further discount the maximum price that they arlling to pay for an asset
whose value is uncertain. This process repeatd gsehat in equilibrium

0| assume that both parties are risk-neutral aatlttrey share a common belief about the
probability of third-party competition.

! SeeRobert H Jennings and Michael A Mazz€mmpeting Bids, Target Management
Resistance, and the Structure of Takeover,BidRev. FIN. STuD, 883 (1993) and Ajeyo
Banerjee and James E. Owerke Impact of the Nature and Sequence of Multijdis B
Corporate Control Contests3 J.CorP. FIN. 23 (1996) (showing that target returns to
corporate control contests involving multiple batsd bidders are consistently higher than
deals with non-competitive bidding).

2 SeeGeorge A. Akerlof, The Market for Lemons: Quality Uncertainty and tarket
Mechanism89 Q.J.ECoN. 488 (1970).
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the market consists of predominantly low-qualityiteinThe market thus
becomes biased toward “lemons.”

A parallel dynamics takes place in markets whergelsi possess more
information about the quality of the goods offeffed sale than sellers (a
reverse “market for lemons”). In such markets, kggiality units are more
likely to be traded than low-quality units. Low-djtya units are not traded
in the market because sellers must take into a¢cdbenfact that for any
price set by them, buyers will accept the offer wiiee value of the asset
being sold is lower than the price set. Thus, [bwa price is set, sellers
cannot deduce from buyers’ acceptance that the aekk is low-quality.
By setting a high price, in contrast, sellers aseuged that they are not
selling a high-quality asset at too low a price.eluilibrium the market
consists of predominantly high-quality units. Therket thus becomes
biased toward “cherries.”

Consider now the sale of a lockup. In the “marketlbckups,” the unit of
trade is the signaling property of lockups. The dyuythe first bidder,
possesses more information about the value of igeals than the
uninformed seller, the target. The value of a Igcks a signal depends on
the first bidder’s private information regarding italuation of the target. In
this informational setting, a reverse “market fembns” emerges. When
setting the minimum price it would accept, the ¢étngust take into account
the fact that the first bidder will offer a highige only when it values the
lockup highly {.e., when the first bidder is high-valuing). The unaarty
about the value of the lockup increases the mininmioe at which the
target will agree to sell a lockup. A sale of akog is nevertheless mutually
profitable because there are sufficient gains tordadized by restricting
competition, as the first bidder's expected logsrfrcompetition is higher
than the target's expected profit. By setting thmimum lockup price
sufficiently high, the target is assured that tinst foidder is high-valuing,
and therefore is guaranteed that it will not sdtbekup for too low a price.
Thus, it is the existence of asymmetric informatimiween the target and
the first bidder that produces a credible signghrding the first bidder’s
high valuation of the target.

To illustrate this argument recall the numericabraple presented in the
previous Section. Consider the highest price thatfirst bidder will be
willing to pay for a lockup given that a lockup eet the second bidder
from competing. The high-valuing first bidder's eqgted profit if it did not
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buy a lockup would be 54 (0.8x70 + 0.2x-1dWwith a lockup, the high-
valuing first bidder’s profit is 70. Therefore, theghest price that the high-
valuing first bidder would pay for a lockup is 1Bhe low-valuing first
bidder’'s expected profit if it did not buy a lockwwpuld be 22 (0.8x30 +
0.2x-10)** With a lockup, the high-valuing first bidder’s fitois 30.
Therefore, the highest price that the low-valuimgt fbidder would pay for a
lockup is 8.

Consider now the target’s decision whether to idelwa lockup in the
agreement. Because the target does not know 8tebfdder’s valuation, it
will agree to include a lockup in the agreementsfexpected profit from
competitiongiven that the first bidder is high-valuing is higher nhéor
equal to) its expected profit if competition doest wccur. The target's
expected profit from competitiogiventhat the first bidder is high-valuing,
is 684 (0.8x670 + 0.2x7403.Therefore, the target will agree to include a
lockup in the agreement for a minimum price of 14.

Note that the difference between the target's mimmacceptable lockup
price and the high-valuing first bidder's maximuockup price is equal to
the first bidder’'s expected bidding costs of 2. §hihe negotiation range
within which a sale of a lockup may take placeasvkd from the presence
of bidding costs for the first bidder.

43 With probability 0.8 the second bidder will notrepete and the high-valuing first
bidder’s profit will be 70. If a competition occuyithe low-valuing first bidder’s loss is -10,
its bidding costs. Therefore, the high-valuingtfsglder's expected profit if it does not buy
a lockup is 0.8x70 — 0.2x10 = 54.

4 Wwith probability 0.8 the second bidder will notnepete and the low-valuing first
bidder’s profit will be 30. If a competition occuithe low-valuing first bidder’s loss is -10,
its bidding costs. Therefore, the low-valuing fibstlder’'s expected profit if it does not buy
a lockup is 0.8x30 — 0.2x10 = 22.

5 Wwith probability 0.8 the second bidders will naingpete and the target profit will be
670, the merger price. If a competition occurs, lifgh-valuing first bidder will bid up to
740, its reservation price of the target. Therefthre target's expected profit if a lockup is
included in the agreement, given that the firsdbidis high type, is 0.8x670 + 0.2x740 =
684.
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IV. A NORMATIVE ANALYSIS

A. Economic Analysis Framework

Two standards are invoked to evaluate takeover laggn:
efficiency’® and revenue maximizatidi. Efficiency involves three main
concerns. The first has to do with management’sritice to engage in self-
dealing prior to and while negotiating with a pdtehacquirer*® the second
looks to initial bidders’ incentive to search an@ka bids for acquisition
candidates; and the third involves the net belflelss) from transferring the
target assets to a higher-valuing user, minusréresaction costs involved
in such a transfé’ The standard of revenue maximization involves
maximizing returns for target shareholders.

Commentators usually favor efficiency over revemaximization, because
increasing target shareholders’ wealth usually ilsnta corresponding

decrease in the acquirer’s profit. From a socehdpoint, there is no reason
to favor the target shareholders over the acquihareholder2’ Courts,

“¢ Analyses that focus on efficiency are often reféro aex anteanalysesSeeRoosevelt,
supranote 18, at 97-98.

4’ Seee.g.,Cramton and Schwartgupranote 18, at 29.

8 This is especially important with respect to Hestakeovers. The seminal work on the
disciplinary effects of the market for corporatentrol is Henry G. ManneMergers and
the Market for Corporate Contrplr3 J.PoL. ECON. 110, 113 (1965) (“only the take-over
scheme provides some assurance of competitivaegfig among corporate managers and
thereby affords strong protection to the interdstast numbers of small, non-controlling
shareholders”). Numerous articles have stressethpertance of the market for corporate
control for controlling agency problemSee e.g, Andrei Shleifer and Robert W. Vishny,
A Survey of Corporate Governancg2 J.FIN. 737, 756 (1997) (“Takeovers are widely
interpreted as the critical corporate governancehauwgism in the United States, without
which managerial discretion cannot be effectivelnteolled”). See alsoFrank H.
Easterbrook and Daniel R. Fischdlhe Proper Role of a Target's Management in
Responding to a Tender Offeé94 Harv. L. Rev. 1161; Lucian A. BebchuRoward
Undistorted Choice and Equal Treatment in Corporéskeovers98 Harv. L. Rev. 1693
(1985); Ronald J. GilsonA Structural Approach to Corporations: The Case iAgh
Defensive Tactics in Tender OffeB8 SAN. L. REv. 819 (1981).

9 SeelLucian A. BebchukThe Case for Facilitating Competing Tender Off@S Harv.

L. Rev. 1028, 1048 (1982 ‘acquirers may vary substantially in the amounswfergetic
gains they can produce, and a rule of auctioneeanicigases the likelihood that the target
will be acquired by the first to which its assets most valuable”).

*0 See, e.g.Easterbrook and Fischelypranote 48, at 1175 (1981) (“[e]ven resistance [by
target managers] that may elicit a higher bid isialy wasteful. Although the target’s
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however, resort to revenue maximization becauseagenent’'s conduct is
reviewed in light of its fiduciary duty to maximiz&arget shareholders’
wealth>*

Consider first managements’ conflict of interestarMgements’ interest
diverges from that of shareholders whregotiatinga merger or acquisition
with a potential acquirenWhereas shareholders face a valuable “exit
opportunity, managements might lose their job$i& hew acquirer prefers
a fresh management team to run the target. Becaoarl approval is
required in most acquisition methods, the targetrtbas given significant
power to control the outcome of negotiated accjoisst?

Boards’ power to control the outcome of the nedmtiis may be exploited
to the detriment of target shareholders. For ircgatarget managements
might agree to a lower acquisition price in exclefy side payments or
certain board positions. Managements, likewise hinggrike a deal with a
favored acquirer to prevent an unfriendly acquirem taking over the
target. Managements’ self-dealing, in turn, weakit¥esdisciplinary power
of the market for corporate control. Takeover ragah should thus restrict
managements’ ability to engage in such self-dealutg.

Consider next potential bidders’ incentives to skaand make bids for
target candidates. Initial bidders’ incentive togage in search activity
depends on their ability to recoup their investment identifying
undervalued target companfésYet, a prospective acquirer is not certain to

shareholders may receive a higher price, theses gaia exactly offset by the bidder's
payment and thus by a loss to the bidder's shadeh®l Shareholders as a group gain
nothing; the increase in the price is simply a d$fan payment from the bidder's
shareholders to the target’s shareholders”).

®! SeeCramton and Schwartsupra note 18, at 290 (“The revenue maximization goal
entered the law because of the way takeover litigas conducted, but has no intellectual
support...The board is fiduciary for target sharebdd Hence, the question for courts is
whether the board fulfilled its fiduciary duty; takeover contest, the duty is fulfilled by
maximizing revenue to target shareholderS8e alsaCoates and Subramaniaupranote

3, at 383-383, n. 213, 214 and accompanying text.

%2 Seee.g, section 251 of Delaware General Corporate Law.

*3 More generally, if the private gains are lowerrtlihe social return from search, parties
will invest too little in searching for suitable moacting parties. Search costs will exceed
the optimal social level, by contrast, if the sbe@urn is lower than the private gains from
search. The social return for search in the cordégbrporate control transactions consists
of two components: First, these transactions creakie through synergies and
management improvement. Second, the prospect oporie control transactions
engenders a disciplinary effect for the manageragptiblic companies, thereby benefiting
shareholdersSee als&chwartzsupranote 18.
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harvest its investment in discovering a potentaigét. In the period
between the signing and closing of the purchaseeagent, potential rivals
might make a competitive bid for the target. Thatiah bidder’s
commitment to acquire the target provides thoseng@t! bidders valuable
information regarding the target valuation, ands tlmwers their costs of
investigating the targéf. Allowing rival bidders to compete shifts the
acquisition surplus away from acquirers to targearsholders. As a
consequence of the absence of exclusivity, poteatiquirers’ motivation
to search and make bids declines. Stated diffgreptitential contesters’
decision whether to enter a competition for th@eainvolves a negative
externality as it does not take into account thecgfof competition on the
level of search by initial bidders.Takeover regulation should respond to
this externality by protecting initial bidders’ iestment in information
acquisition, thereby providing bidders sufficiemicéntive to engage in
search activity.

Finally, consider the social gains from transfegritme target assets to a
higher-valuing bidder compared to the transactiosiinvolved in such a
transfer. An auction facilitates an expeditiousi$far of the target’s asset to
a higher valuing user, but also involves transactiosts. When considering
whether to initiate a takeover auction, a secomttidri does not take into
account the costs incurred by the first bidder essalt of such competition.
As noted above, those costs include not only dibetding costs, but also

** This is similar to the free-rider problem in hostiakeoversSeeElazar Berkovitclet al,
Tender offer auctions, resistance strategies, avalas welfare 5 J.L. ECON & ORG. 395,
396 (1989) (“By making an offer, the bidder signidis existence of synergy gains to other
potential bidders and reduces their search costis. fEduction represents an externality,
which is the public good aspect of tender offers”).

> The argument that search is suboptimal is contsigeamong legal scholars. Some
claim that a first bidder can insure its investmanidentifying the target by making a
toehold purchase of the target stock. In the etlit he loses a bidding contest, the first
bidder can still make a profit by selling his stsaie the target to a higher-valuing bidder.
The possibility of a toehold purchase, in turn,yies sufficient incentive to search for
acquisition candidatesSee Lucian A. Bebchuk,The Case for Facilitating Competing
Tender Offers: A Last (?) Replg2,J.L. EEON. & ORG. 253, 255 (1986) and Ronald J.
Gilson, Seeking Competitive Bids Versus Pure Passivityeird@ér Offer Defens&5 SAN.

L. REv. 51 (1982). Others have argued that initial biddexvertheless possess insufficient
incentives to invest in search and therefore thaberaging search is efficierbee, e.g.,
Berkovitch et al.jd. at 399; Cramton and Schwargpranote 18, at 33 n.145ee also
Roosevelt,supranote 18, at 108, n. 62 (“But the excessive seadnelsis appears to be
disfavored; in fact, it seems more plausible topaige that efficiency is best served by
allowing acquirers to captuedl of the surplus from an acquisition”).
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costs associated with a greater uncertainty asather the deal will close.

As a consequence, a second bidder’s decision t@e@nfor the target

involves a second type of negative externalityreasing the first bidder’s

transaction cost® Takeover regulation should thus encourage onlgeho
acquisitions in which the value realized throughnsferring the target

assets to a higher-valuing user is higher thartrresaction costs involved

in such a transfer.

B. Normative Implications
l. Efficiency

According to theory proposed in this Article, logsuare likely to deter
potential higher-valuing bidders from competing ibgicating that a first
bidder attaches a high valuation to the target.s,Tim turn, provides
managements with a greater power to preclude cotgpefrom higher-
valuing bidders than is suggested by current tesofBy consenting to a
lockup, managements decrease the probability ofpetitive bids; and by
refusing to a lockup, managements increases theapiidy of such bids.
Managements might exploit this power to attain gevbenefits. Granting a
lockup in exchange for private benefits not onlynhs target shareholders
but may also detract allocational efficiency byghueing a higher-valuing
bidder from acquiring the targetThe empirical studies that show that deal
premiums in lockups deals are higher than in nokdp deals suggest that
lockups are exchanged for an increase in the d&d,and therefore that

°% An analogous case concerns the decision of atiffambring a suit against a defendant.
The plaintiff's decision involved a negative extality, as his decision forces the defendant
to incur litigation costs. In the case of a pldffgidecision to initiate a suit, there is an
additional negative externality concerning the adstiative costs of the court system, as
well as a positive externality concerning the slozidue of setting precedents.

" Two comments are in order. First, even if lockdpsnot serve as signals, they can be
used to preclude competition, although not fromhbigvaluing second bidders. This is
because lockups deter competition from bidders whlne the target higher than the
merger price but lower than the sum of the mergerepand the lockup amount. In this
case, however, the preclusion of competition dagsnvolve efficiency loss. The concern
that target managements might usurp their authtinity exists even if lockups are not used
as signals. Second, the efficiency effects asstiaith granting a lockup for no adequate
consideration are indeterminate because the leffatompetition in a world without
lockups may be higher than the first-best level.
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managers do not systematically engage in selfqgalvhen granting
lockups.

The theory proposed in the Article is differentrfr@revious analyses in its
emphasis ofransaction costand its consideration of the efficiency effects
of theabsence of a lockupom a merger agreement. First, although lockups
deter potential higher-valuing bidders from compgtithey nevertheless
may promote efficiency through saving on transactiorst€o Previous
analyses usually disregard the costs involved duibhg competitions and
those scholars who considered them restricted eéheflt resulting from the
saved transaction costs to common value auctfomkis Article argues, in
contrast, that in private-values auctions as wiétiency may be served by
preventing competition, because a competition weslsocially wasteful
transaction costs. Second, and perhaps more inmpottee analysis in this
Article suggests that in considering the efficiereffects of lockups, one
should take into account the consequences oélbtsence of lockupsn the
level of competition. Thus, the absence of a lockupm a merger
agreement will raise the level of competition (tieta to a world without
lockups) and thereby increase the amount of traiosacosts associated
with bidding competitions. This, in turn, may le@adan inefficient outcome
relative to a world without lockups. Transactiorstsothus turn out to be a
crucial factor in evaluating the efficiency effeaf lockups. Third,
consideration of the implications of the absenca tdckup from a merger
agreement has ramifications for initial bidderstantives to search. Prior
analyses conclude that reducing the level of coitipetoosts the level of
search. These analyses did not, however, congidegffect of the absence
of a lockup on the level of competition. This &k suggests that the
absence of a lockup increases the likelihood of pgimg bids and
therefore may diminish would-be bidders’ incentigesearch.

[I. Target shareholders’ returns

According to the theory proposed in this Articleechuse the acquirer is
able to fully compensate the target for the preeandf competition, target
shareholders’ returns in lockup deals is at leastigh as in a world without
lockups. If a lockup is not included in the deal,contrast, the probability

%8 SeeRoosevelsupranote 18, at 114-118; Cramton and Schwastmranote 18, at 33-
36.
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of competition is higher relative to a world witlidackups. This is because
the absence of a lockup indicates that the acqusrdow-valuing, and

therefore induces potential competitors to inveségthe target. In non-
lockup deals, therefore, target shareholders atterbeff than in a world

without lockups. Overall, then, target shareholdestirns are higher in a
world with lockups than in a world without them.tAdugh it does not
affect allocational efficiency, this corollary ismportant because
shareholders’ revenue maximization is often invok®ad courts when

assessing takeover regulations.

[ll. Normative prescriptions

The analysis above suggests that the efficiencgceffof lockups are
ambiguous: lockups may either advance or reducelseelfare. Target
shareholders’ returns, in contrast, are higher iwaald with lockups if
lockups are negotiated at arm’s length. It follavat in reviewing the use
of lockups courts should focus on maximizing targieareholders’ returns,
as this criterion provides clearer guidance thaat tlof efficiency
maximization. The implication of this observatios that in reviewing
lockups courts should focus on the negotiation @sscthat led to the
inclusion of a Iockug in the deal and ensure thatlockup was negotiated
at arm's length> ° Notice also that court reviews of the negotiation

%9 Indeed, courts have employedimilar criterion in reviewing lockups. See, for example,
Cottlev. Storer Communicatigrinc 849 F.2d 570 (11th Cir. 1988), at 5{@n exchange
for the asset lock-up, Storer ultimately receivechah price of $ 91 per share, $ 16 more
per share than KKR's previous offer. This improvement in the bid distinguishidanson
where the improvement was "at best one dollar drahge" above the previous $72 cash
bid andRevlon where there was similarly “very little improventeémn the subsequent
bid"). (In parenthesis, the judge iGottle describes the case as follows: “This is a
shareholder derivative action involving white krtigh poison pills, shark repellants,
stalking horses, crown jewels, hello fees, goodfees and asset lock-up options.”) In
other cases courts enjoined lockups because thitamisbid increases were insubstantial.
See, e.g.Mills Acquisition Co. v. Macmillan, Inc559 A.2d 1261, 1286 (Del. 1988)
(“MacMillan cannot seriously contend that they iliged a final bid from KKR that
materially enhanced general stockholder interesthen one compares what KKR
received for the lockup, in contrast to its incaolesable offer, the invalidity of the
agreement becomes patentRevlon Inc.v. MacAndrews & Forbes Holdings Inc506
A.2d 173 (Del. 1986), at 184 (“[T]he Revlon boamded the auction in return for very
little actual improvement in the final bid.”}4anson Trust PLG/. ML SCM Acquisition
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process of lockups endow them with a greater cilggliband the more
credible signals for acquirers’ high valuation lopk become, the better
managements are able to use them to maximize tsingetholders’ returns.

CONCLUSION

Empirical evidence shows that lockups are assatiatgh a lower
probability of third-party competition and that thebenefit target
shareholders through higher deal premiums. Thidclartsuggested a
signaling theory consistent with this evidence. Thef argument is that
lockups are used by acquirers to signal their hMglation of the target to
potential rivals. Because high-valuing acquire@ndtto lose more from
competition than do low-valuing acquirers, highwagy acquirers can
distinguish themselves by negotiating for a lockugxchange of a higher
deal price. The target’s interest to agree to &Upcand thereby to restrict
competition stems from the fact that a bidding estinvolves substantial
transaction costs. By limiting competition, thegetr and a high-valuing
acquirer are able to share the surplus that reBols avoiding these costs.
Lockups are credible signals because the targgh@ant of the acquirer’s
valuation; the target’s loss from agreeing to aklgc is higher if the
acquirer is high-valuing than if he is low valuings a result, the target will
only agree to a lockup for a sufficiently high iease in the deal price. This
Article thus complements existing theories by pdowy an account of
potential acquirers’ decision whether to enter @dinig contest in the face
of uncertainty regarding the existing acquirer'suaion of the target as
well as an explanation for targets’ motivation molude lockups in merger
agreements. This in turn implies that in reviewlogkups courts should
primarily focus on the negotiation process that tedhe inclusion of a
lockup in the deal.

Inc., 781 F.2d 264, 281-82 (2d Cir. 1986) (invalidingkop in part because bid increase
was minimal).

® For a similar view ee Brian C. Brantley,Deal Protection or Deal Preclusion? A
Business Judgment Rule Approach to M&A LockBasTEX L. Rev. 345,379-380(2002)
(“By focusing on the Board’s process rather tharetlvbr a certain provision within the
agreement is preclusive or not, courts will notaep provisions that are heavily negotiated
between sophisticate parties with their own judgt)en



