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This article develops a model in which greenmail and other forms of management resistance
to takeovers can benefit shareholders. In particular, discouraging some potential acquirers
may increase shareholder wealth because it encourages others to pursue a combination with
the target. This occurs because the number of competing acquirers is reduced and because
resistance can signal that the target does not have access to a ‘“‘white knight.”” This signalling
effect may explain why share prices decline after management resists a takeover, even when
such resistance is value-maximizing in the long run.

1. Introduction

B The surge of corporate acquisitions in the early 1980s has tested the loyalty of corporate
managers to their shareholders. If managers fail to resist a takeover, they often lose their
jobs, while their defeat of a lucrative offer from a corporate raider can be very costly to
shareholders. In practice, managers frequently resist the sale of their firms, even when the
bids substantially exceed current market value. Such behavior in the face of large premiums
has often been taken as evidence that managers have served their own interests at share-
holders’ expense (Jensen and Ruback, 1983; Bebchuk, 1982; Kirkland, 1984). The popularity
of this view has led to a range of legislative proposals designed to restrict the use of certain
tactics managements use to resist takeovers.! These developments warrant a closer look at
the effects of management resistance on shareholder welfare.

Perhaps the most prominent example of a managerial action commonly believed to
be in conflict with shareholders’ interest is the payment of greenmail (Boland, 1984; Kirkland,
1984). This practice permits managers to avert a takeover by repurchasing a potential ac-
quirer’s shares, usually at a substantial premium over the market price. Typically, the po-
tential acquirer also signs a standstill agreement, which prohibits him from owning any of
the target firm’s shares, often for as long as five years.
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Greenmail is one of a range of techniques that also include antitrust litigation and the
use of so-called “poison pills”? and that probably have the effect of keeping one or more
potential acquirers from bidding for the target, in addition to entailing large direct costs.
As such, these tactics appear to serve only to facilitate managerial entrenchment at share-
holders’ expense. For this reason, many observers oppose the use of such defenses.

In this article we investigate the claim that eliminating a bidder cannot serve the interests
of the shareholders of the target firm, and find it to be false. Specifically, we assume throughout
that management acts in the interest of shareholders, and show how defensive tactics, par-
ticularly the payment of greenmail, can be used to raise the expected takeover premium,
and thus to promote shareholder welfare. Our analysis implies that evidence often taken to
show that greenmail harms the shareholders of the firm that pays it is, in fact, consistent
with the view that it helps them. Although our formal analysis focuses on the case of green-
mail, our findings apply to any action that effectively eliminates a potential acquirer.

One way the target management can increase the takeover premium is by encouraging
a bidding contest. Sometimes it does this by inviting uninformed potential acquirers to bid
and providing them with the information necessary to realize a profit from taking over the
target. At other times the target management may encourage other investors to explore the
possibilities of an acquisition themselves. But potential acquirers may be reluctant to gather
costly information if they anticipate a bidding war for the target. By eliminating a likely
bidder, the target may induce other firms to study the possibility of taking it over. The
increased likelihood of bids from these firms may be sufficient to compensate shareholders
for the elimination of a potential acquirer as well as for the direct costs of discouraging him.
In the specific case of greenmail, managers can increase the expected gains from a takeover
by buying the stake of one potential acquirer, driving him away, and thus encouraging
others to explore taking over the firm.

But this is not the only way in which eliminating one potential acquirer can encourage
others. If the target resorts to elimination selectively, depending on its private information,
it can credibly transmit this information to the market and thus encourage others to explore
taking it over. In particular, we show that eliminating a potential acquirer may enable the
target to signal that it has not yet discovered the source of gains from a takeover by a “white
knight.”

The term “white knight” typically refers to a potential acquirer invited by the target
management to top an initial offer opposed by that management. That the white knight
waits for an initial offer and for an invitation from the target to bid suggests that he needs
the cooperation of the target to profit maximally from taking over. Following Jensen and
Ruback (1983), we assume that the target’s cooperation is necessary because it possesses
private information about the source of gains from a takeover by the white knight. Moreover,
we argue that the target may profit from delaying the release of that information to the
relevant potential acquirer to promote information acquisition by others. In this way the
target “conceals a white knight” in hopes that another bidder will surface so that the target
can capture a larger share of the takeover gains.

Because potential acquirers fear a bidding contest with a white knight, the target will
do what it can to make them think it is weak (i.e., without a white knight). For, if acquirers
believe that there is a white knight, they will curtail or even stop their acquisition of infor-

2 One example of swallowing a poison pill is the target’s takeover of a third party for the purpose of making
its own firm an unattractive takeover candidate. Such an acquisition can discourage a potential acquirer for at least
two reasons. First, by acquiring a competitor of a potential acquirer, the target can create formidable antitrust
obstacles to the acquirer’s takeover attempt. Second, swallowing a poison pill can vastly increase the amount of
debt the target holds and thus render the financing of a takeover by cash-constrained potential acquirers even more
difficult. Other examples include financial restructurings, issue of “poison pill preferred” stock that substantially
raises the takeover costs to an undesired acquirer, and the selloff of divisions that attract the undesired suitor.
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mation about the target. On the other hand, if a target that has not found a white knight
can credibly communicate this fact to the market, it can encourage information acquisition.
This can be accomplished, for example, if a weak target gains from paying greenmail, but
a strong target does not.

Our analysis suggests a caveat for those gauging the prudence of defensive maneuvers
by the response of share prices to such actions. If the action taken by management reveals
its private information (e.g., that it has not found a white knight), a subsequent fall in the
share price may just be the market’s response to learning this information, rather than a
negative evaluation of the action itself. In fact, we find that in a signalling equilibrium, share
prices always fall after the payment of greenmail, even when managers are maximizing the
long-run value of the firm. Hence, our analysis casts doubt on the event studies that conclude
that paying greenmail is not in shareholders’ interest on the basis of the observation that
share prices often fall immediately afterwards (Dann and DeAngelo, 1983; Bradley and
Wakeman, 1983).

While our analysis shows how greenmail can benefit target shareholders, we do not
claim that it is never abused. Nor do we even claim that shareholders are better off than.
they would be if the payment of greenmail were prohibited. For instance, shareholders of
some target firms might be better off on average if a means of signalling management’s
private information about white knights did not exist. Thus, no clearcut welfare judgments
emerge from our analysis.

2. The model

B In this section we present a game that allows us to illustrate the proposition that elim-
ination of potential acquirers of a firm can serve the interests of its shareholders. To this
end, we shall assume throughout that management maximizes shareholder wealth, and
show how the payment of greenmail can be an optimal strategy, given this objective.

The players in our game are the target management (7°), atomistic target shareholders,
and potential acquirers.> We assume that potential acquirers might have opportunities to
create value by taking over the target, but that the possibility of such gains must be uncovered
through costly acquisition of information.* Although we do not specify the sources of takeover
gains, they can be either synergistic, as in the case of consolidation of R&D labs or of
marketing networks, or, alternatively, arising from management improvement. In either
case the target and potential acquirers know each others’ identities, but must invest resources
to discover the sources of gains. ‘

A potential acquirer who finds the source of takeover gains can attempt to take over
the target. Similarly, if the target discovers that another firm can profitably take it over, it
can reveal the information to that potential acquirer, and invite him to bid, although it
need not do so at the time of the discovery. Since early disclosure of information discourages
other potential acquirers from seeking information, the target would prefer to delay an
invitation to a white knight until other potential acquirers have invested in information
acquisition so as to raise the likely number of bidders when it is sold in an auction.

Potential acquirers come in two types, distinguished by the size of the gains that can
be obtained through their takeover of the target. Acquirers of high type produce gains
Zy if they discover useful information, while low-type acquirers can only produce gains
Z; < Zy. We make the simplifying assumption that Z; and Zy are common knowledge

3 We do not attempt to explain formally why one firm assumes the role of target while the other assumes the
role of acquirer. One possibility is that whichever firm can appropriate more of the gains by taking over the other
becomes the acquirer. Other explanations have to do with imperfect capital markets and transaction costs.

4 These information costs are likely to include investment bankers’ fees and the opportunity costs associated
with not exploring other acquisitions and, more generally, not engaging in other long-term planning.



