Corporate Voting



Shareholder voting in the Internet age
Coho Energy, 1999

. Company files for bankruptcy, cancels annual meeting
. Angry shareholders on Yahoo! message board:

1. David Marx, real estate appraiser, aka “Stockmeister7”:

“I would vote for a new CEO and I have 125,000 shares toward that end.
Who else would support this. Please post your vote and the number of
shares you have to vote for a replacement.”

2. J.D. Davis, header of truck driver’s union controlling 742,000 shares:

“Stockmeister you have our total support and proxie. Let’s get together
on this and oust the guy. It’s time he got a job driving a forklift.”

. 13,000,000 shares, or 52% outstanding, are pledged to Stockmeister?.
Judge names him head of the shareholders committee in Chapter 11.



Is anything wrong with this?

e Violates anti-fraud proxy disclosure rules

e Solicits votes for an election that will never be
held

— CEO 1s not elected by shareholders

— No elections are held by companies in Chapter 11



What’s interesting about this

e Internet dramatically reduces time and cost
required for shareholder communication

b

e Seems to resolve “collective action problems’
that are the rationale for limited shareholder
participation in governance



Shareholders

Elect / delegate

Board of Directors

Monitor day-to-day

v

Managers



Shareholder voting is changing

 More direct involvement in governance
— Say-on-pay

)

— Majority board elections

— [Proxy access]|

Ingyg,

e Regulatory reform to improve transparency S .
— End of “broker voting” in 2010 (c. 15% cushion) R,

— Publicity of mutual fund votes

e Aggressive tactics by active investors
— “Empty voting”

— “Loan to own”



Why should we care?

1. The good reasons:
(a) Surprisingly large effects on value of equity and debt
(b) Effective communication channel with management

2. The troubling reasons:

Weaknesses of technology and regulation create opportunities
for vulture investors to destabilize companies




Voting
and the value of the firm
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Citigroup Investors Reject Pay Plan

BySUZANNE KAPNER, JOANN S, LUBLIN and ROBIN SIDEL

Shareholders of Citigroup Inc. on Tuesday handed the bank a scathing rebuke, rejecting a board-approved
compensation package for its senior executives that boosted Chief Executive Vikram Pandit's 2011 pay to

$14.9 million from $1 a year earlier.

The shareholder vote, mandated by the Dodd-Frank financial overhaul law, is nonbinding and won't require

Mr. Pandit or Citigroup's other executives to give back pay they have already received. But it is a rare setback
for a large corporation and could force Citigroup to rethink aspects of its executive—pay practices, Corporate
governance advisers had criticized Citigroup's plan because it failed to closely link pay to performance.

Bloomberg News

Citigroup sharehelders rejecled a board-approved
compensation package for CED Vikram Pandit.

The result "is a serious matter,” Citigroup Chairman Richard
Parsons said at the end of the company's annual meeting in
Dallas, where the shareholder vole occurred. The directors will
consult with shareholder groups to determine their concerns,
he said. Shareholders also approved the appointment of
Michael O'Neill as chairman, replacing Mr. Parsons, who is
stepping down.

Citigroup is the first major bank and the biggest company by
market value to have suffered a no vote on executive
compensation,

The setback followed negative recommendations by two
proxy-voting firms widely followed by institutional investors,
and could foreshadow increasing shareholder activism. The
California Public Employees' Retirement System, a major
shareholder, voted against Citigroup's executive-pay practices
because "the bank has not anchored rewards to performance,”
spokesman Brad Pacheco said.

The reversal comes a month after the Federal Reserve
delivered Citigroup a blow by turning down its request for a
share buyback or dividend following "stress tests” by the Fed
to see how the bank would fare in a severe financial downturn.
It follows years of poor stock-market performance at
Citigroup, whose shares have lost 93% of their value since

2006, thanks in part to billions of shares issued lo repay a 2008-2009 government bailout.

Stock +3.2%

= $3 billion gain
in market cap

Pandit’s 2011 pay:

$1.6 mm salary

$5.3 mm bonus

$7.8 mm options

“retention award”



Shareholder resolutions

John J. Gilbert Is Dead at 88;
Gadfly at Corporate Meetings

By DOUGLAS MARTIN

John 1, Gilbert, one of the earliest
and oSt persistent gadflies to speak
out at annusl meetings on behall of
small shareholders — dramariEng
his demands with such attention-get-
ung props as a red clown's nose —
died on Monday uhﬂl:u.lghll.l‘s

E

Full o' Nuts mseting, he returnad the
next yesr with two pairs of boxing

, all ap-

*] was born with a silver spoon
and polished it Mr. Gilbert said. He

He and his brother started attend-
ing annusl meetings in the 1030°s, at
first just W walch over their invest-
ments. But Mrs. Frank — who along

“It was like poing W & privae
club,"” she said “It was the good ald

m&mwmwﬂmi
blocks of stock in 1500 companies,

Thae FNew Vark T

John J. Gilbest, 1972

for outside sharcholders. He pro-
posed moving its annual meeting
from Delaware, the state of incorpo-
ration, w California, whereé opera-
tions were. He further proposed that
shareholders

APPTOVE MAnARe-
ment's choice of auditors, and that
those who could not amend be pro-
vided mimues.

A resull was that the Securities
and Exchange Commission began w0
require that relevant shareholder
resolutions be included In proxy
statements. Mr. Gilbert called this
ruling “the Magna Carta” for small
shareholders. Mot only did this pro-

Gilberts published an annual com-
pendium of activities af corporale
They, of course, were often

initially as an Because
of this, their early complaints often
concerned companies that pald ao
dividends, but greatly increased ex-
ecutives’ com|

pensation.
Mr. Gilbert considered his 1048
stand against the insurance compa-
ny Transamerica & defining moment

at the center of the action.

Al 8 Macy's annual meeting in
1963, for instance, John Gilbert raled
against “management stooges.”

Jack 1. Strauss, the company's
chairman, replied, ““Mr. Gilbert, we
love you."

Any shareholder may propose a ballot
question, subject to modest eligibility
restrictions (must own $2,000 for 1 year)

Must be advisory and non-binding

Subject matter limitations:
* Not about “ordinary business”

» Not targeted at general social issues

May submit it again the following year if it
receives at least modest support from other
voters



Governance proposals

500 & Gruwlng Resantment"

""" & Tha parcentaga of sharahdde:s; o
| voting in favor of allm:natm pomn" yiies

400 CORPORATE GOVERNANCE } . p||i5]§§§sbagn_'ﬁ'sﬁﬁgh g Senc

...... PROPOSALS VOTED ON
BY SHAREHOLDERS



Shareholder value impact
when a takeover defense proposal passes

All votes 0.01% :

60% or less 0.21% 030

55% or less 0.94% |5 o]

52% or less 1.62% g RN IR
51% or less 2.21% 220,

Most vote outcomes are o Votes i Faver

easy to forecast; close votes
implicitly show the value of
governance changes

Source: Cunat, Gine & Guadalupe (2011)



These results are surprising

Large magnitude
The proposals are non-binding
Management can greatly influence the outcome

Management can “surrender’” and avoid the value loss



What are voting rights worth?

e Research into stock lending suggests value is low

* In nearly all elections, value of a marginal vote is
meaningless

e But sometimes 1t matters a lot



What are voting rights worth?

e Zingales’ (1994) study
of dual-class shares on
the Milan stock
exchange:

5

F

Relafive Shopley Value
f

Figure 1
Relative Shapley value of small shareholders in the presence of two large shareholders
The relative Shapley value is the Shapley value of the block of shares held by small sharcholders

divided by the total size of their block (RSV]. In the figure I represent this value for a game with
only two large shareholders.

Source: Zingales (1994)



U.S. example: Resorts International

e Controlling shareholder dies unexpectedly without
an heir
a: Resorts International

120
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QW

02003 0214 0228 0313 0328 0400 0422 0505 O06ME 0530

Source: Zingales (1994)



U.S. example: Viacom

Learning Redstone’s A’s and B’s

1s a voting share in Via-
com more valuable than its
more-ubigquitous nonvoting
sibling?

At least some investors ap-
pear to think so.

The usually nonexistent
spread between Viacom’s A
class voting shares and B
class nonvoting shares has
widened to roughly 10% since
mid-October, when news
broke of financial pressures
on Viacom’s controlling share-
holder Sumner Redstone.
Monday, for example, Viacom
A was trading at $15.89 and B
was at $14.30.

It may be that the spread
is caused by funds selling the
more plentiful B shares
rather than the tightly held
A’s. But it may also be a bet
by some traders that in any
sale of Viacom, the compa-
ny’s A class shares—81.6% of
which are owned by Mr. Red-
stone—will benefit more than
the B’s, He only owns 3% of
the B’s.

1t is a somewhat risky bet. -
Mr. Redstone has repeatedly
vowed that he wouldr’t sell
Viacom. Indeed his family
holding company, National

[ Mind the Gap
Daily shareprice = =
$25 i

Amusements, has other as-
sets it could sell to reduce its
$1.6 billion debt, which faces
a looming deadline for renego-
tiation, including a control-
ling stake in €BS and a
closely held theater chain. On
Friday he sold his control of
videogame company Midway
Games.

Still, Mr. Redstone’s stake
in Viacom is probably the
most attractive asset in his
portfolio given Viacom’s own-
ership of MTV, Nickelodeon
and Comedy Central. Mr. Red-
stone might find it harder to

lure a buyer for CBS, whose
broadcast-television and ra-
dio businesses are more ex-
posed to the advertising
slump.

In addition, a buyer theo-
retically could get control of
Viacom by just buying Mr.
Redstone’s voting stake. As
his Viacom A shares have a
market value of about $750
million, compared with Via-
com’s total market capitaliza-
tion of about $9 billion, buy-
ing his A’s only would be far
easier to finance.

Such a deal would pose se-

rious obstacles for most po-
tential buyers. It would at-
tract massive litigation from
outraged nonvoting sharehold-
ers—assuming it was struck
at a premium price. And to
comply with their fiduciary
obligations to those investors,
Viacom’s independent direc-
tors probably would oppose
the deal. :
Delaware corporate law al-
lows a buyer to circumvent
the need for board approval
by acquiring more than 85%
of voting stock in a transac-
tion. Someone could tender
for all the A shares, or buy 5%
in the market and then negoti-

ate a private deal with Mr.

Redstone to reach the 85%
threshold.

Even then, the board could
have the last laugh, by intro-
ducing a poison pill to cut off
the buyer at the knees. That

~ would imply outright war be-

tween Mr. Redstone and other
directors, with an outcome no-
body can predict. . .
But with Mr Redstone un-
der serious pressure, and in a
bear market as brutal as this,
anything is possible, :
~Martin Peers



U.S. example: Viacom
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What are voting rights worth?
A contingent claims approach

e By put-call parity,
Stock = + call option
— put option

+ bond

e Compare the value of this
synthetic share of stock with
the market price of an actual
share

Source: Kalay, Karakas & Pant (2011)
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Figure 2. Value of the Vote around Voting Events: This figure ch
time series variation of the normalized market value of the vote around ann I s
meetings during the time period 1998 through 2007. The value of the vote 1s calculated as
the difference between the price of the stock and the price of t

= synthetic stock normalized
T)=C—EEPq— P+
where C is the price of the call option with strike X and T days
lays to matunty, PV(X)
15 the present value of
the dividend stream prior to option expiration, £FEF.y is the early exercise premium of the
call option, and EEF,; is the early exercise premium of the put option. The ear

by the price of the stock. The synthetic stock 1s constructed as |
EEFu+PV(X )+ PV(div)
to maturity, P is the price of the put option with strike X and T
18 the present value of investing in a bond with face value X, PV{di:

; exerclse

premiums for the call and put options are calculated using the Binomial option pricing model
with 1000 steps. The figure plots the average value of the vote for 16 trading weeks prior
to the cum-da

and 16 trading weeks after the cum-date for special meetings and annual

meetings.



Voting
as a channel of communication



Director elections in the U.S.

Average “Yes” vote: 94.3%

Disclosed conflict of interest: -2.1%

Attendance problem: -14.0%

ISS "No" recommendation: -18.7%
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\
20% 0% 20% 40% 60% 80% 100%

Source: Cai, Garner and Walkling (2009)



Real effects

e Director resignations: no clear pattern

e CEO dismissals: One standard deviation drop
in voting for outside directors increases CEO
turnover by 121%

e CEO compensation: 1% reduction 1n votes for
a comp. committee member reduces CEO pay

by $143,000 in the next year.



Tommy R. Franks

Thomas J. May

John T. Collins

William Barnet, 111

Walter E. Massey

Charles K. Gifford

Patricia E. Mitchell

Gary L. Countryman

Charles O. Rossotti

Joseph W. Prueher

Virgis W. Colbert

Thomas M. Ryan

Frank P. Bramble, Sr.

Robert L. Tillman

Monica C. Lozano

Jackie M. Ward

Kenneth D. Lewis (Chairman & CEO)
O. Temple Sloan, Jr..(Lead Director)

92%
92%
92%
92%
92%
91%
87%
86%
85%
85%
85%
83%
77%
75%
74%
71%
66 %
62%

Example: Bank of America in 2009

Resigned
Resigned
Resigned
Resigned

Resigned
Resigned

Resigned
Resigned
Resigned
Resigned

Resigned
Resigned



Example: News Corp. in 2011

Murdoch Sons Drew
Opposition in Votes

By RussELL Anams

The re-elections of Rupert
Murdoch's sons, James and
Lachlan, to the board of News
Corp. drew heavy opposition at
the company's annual meeting
last Friday, with about one-third
of voting shares that were cast
going against the pair, according
to a securities filing on Monday.

James Murdoch, Mews Corps
deputy chiel operating officer,
received 433 million votes in fa-
vor of his re-election as a direc-
tor but about 232 million, or
34%, of the votes were cast
agalnst hirm, About 224 million
virtes, or about 33% of the total,
were cast against the re-election
of his brother Lachlan, according
to the filing, Roughly 91.8 million
viotes, or about 13% of those cast,
went against Rupert Murdoch,

the company's chairman and
chief executive.

News Corp, owns The Wall
Street Journal.

The Murdoch family and
Seudi inwestor Prince Ahwalead
hin Talal together control nearly
half of the voting shares of News
Corp. The prince expressed sup-
port for Rupert and James Mur-
doch as recently as July.

Excluding their stakes, the
ol against James Murdoch rep-
resanted about 75% of the votes
cast. On the same basis, the
wotes against Rupert and Lachlan
Murdoch represented about 30k
and T2%, respectively, of the
votes cast,

A News Corp. spokesman de-
elimed to eomment on the tallies,

James Murdoch has come un-
der fire in recent months for his
role in News Corp's response to

allegations that journalists at the

company's now-defunct News of
the World newspaper in Britain
intercepted woice messages in
pursiil of scoops,

The scandal, which resulted in
more than a dozen arrests and
multiple criminal investigations,
also elicited calls for an overhaul
of the News Corp, board, which
some sharsholders say lacks the
independence to provide proper
owersight.

The voting tallies released on
Monday reflect the level of dis-
content among shareholders.
sorme of whom took the opportu-
rty of Friday's mesting to vobee
their displeasure at the elder Mr.
Murdoch and other directors.

Other directors whose inde-
pendence has been questioned
by shareholder advisory groups
alsor drew skenificant opposition.



Example: News Corp. in 2011

James R. Murdoch
Lachlan K. Murdoch
Natalie Bancroft
Andrew S.B. Knight
Arthur M. Siskind
David F. DeVoe

Sir Roderick I. Eddington
Viet Dinh

K. Rupert Murdoch
John L. Thornton
Peter L. Barnes
Jose Maria Aznar
Chase Carey

Joel I. Klein

James W. Breyer

-100%

35%
34%

-50%

M ror
[] Against



Example: News Corp. in 2011

James R. Murdoch
Lachlan K. Murdoch
Natalie Bancroft
Andrew S.B. Knight
Arthur M. Siskind
David F. DeVoe

Sir Roderick I. Eddington
Viet Dinh

K. Rupert Murdoch
John L. Thornton
Peter L. Barnes
Jose Maria Aznar
Chase Carey

Joel I. Klein

James W. Breyer

18% || 65%
20% || 66%

35%
34%

39% | 86%

-100%

-50% 0% 50% 100%

M For: public

[] Against: public

" | Murdoch family
| Prince al-Waleed



Weakness of regulation and
vote-counting technology



Management-initiated propoals

Frequency of vote outcomes around 50% passage threshhold

frequency
40 60 80
| l

20

= | | | |
40 45 50 55 60
percentage support received (1% intervals)

Source: Listokin (2008).



Over-voting

e 4% to 5% of all votes cast are 1llegitimate
“over-votes”

— Securities Transfer Assoc. in 2005 studied 341
companies, and found over-voting at all 341

e Will impact elections with a quorum
requirement, such as bylaw amendments

Source: Smith (2012)



Proposals that appear to have passed
only due to Over-votes

Meeting Date

Company

Description

6/11,2000
10/6,/2008
5,/10/2000

4/25 /2008

i

4/27 /2010

i’

6,/18 /2000

9,/13/2010
2/5/2008

6,/16,/2000
5,/6,/2000

/5,/2007

11/17/2008
9/17,/2007
5,15 /2008
11/13/2008
5,/20,/2000
5,/13,/2008
10/15/2008
4/22,/2008
6,/12,/2008

AgFeed Industries, Inc.

Allscripts Healthcare Solutions, Inc.
Anadarko Petroleum Corporation

Badger Meter, Inc.
Banner Corporation

BioMimetic Therapeurtics, Inc.

Eob Evans Farms, Inc.

Eoise Inc.

Gran Tierra Energy Inc.
Heckmann Corporation

KE Home

Lancaster Colony Corporation
Mentor Corp.

Meritage Homes Corporation
Mvriad Genetics, Inc.
Mash-Finch Company
MiSource Inc.

Dilsands Quest Inc.
PACCAR Inc

FadMet, Inc.

Approve |ssuance of Shares for a Private Placement
Amend Articles/Bylaws/Charter-Non-Routine
Declassify the Board of Directors

Declassify the Board of Directors

Increase Authorized Common Stock

Mpprove |ssuance of Shares for a Private Placement
FEeduce Supermajority Vote Requirement

Approve Merger Agreement

Increase Authorized Common Stock

Increase Authorized Common Stock

FEeduce Supermajority Vote Requirement

Permit Board to Amend Bylaws w /o Shrhidr Consent
Authorize New Class of Preferred Stock

Muthorize New Class of Preferred Stock

Increase Authorized Common Stock
Company-5Specific—Organization-Related

FEeduce Supermajority Vote Requirement

Increase Authorized Common Stock

Increase Authorized Common Stock

Change State of Incorporation

Source: Smith (2012)



How accurate are corporate elections?

* Not very. +/- 5% is the consensus.

— Inaccurate shareholder lists

— Incomplete ballot distribution

— Irregular vote counting by subcontractors

e Seems to be the consequence of an archaic system
designed for a world of paper share ownership

e Important not only for identifying the “winner,” but
for enabling shareholders’ signal to management to
be read clearly

Source: Kahan and Rock (2007).



Manipulation of elections via
“Empty voting”

One Borrowed Share, but One Very Real Vote

OME investors seem to be taking advantage of a
loophole in financial regulations to cast share-
holder votes that are far out of proportian to the

number of shares they actually own, a new academic
study suggests.

The study, entitled “Vote Trading and Information
Aggregation," has been circulating in academic circles
for several months. Its authors are the finance profes-
sors Susan E. K, Christoffersen of McGill University in
Montreal, Christopher C. Geczy and David K. Musto of
the Wharton School of the University of Pennsylvania

Timely Borrowing

The mamber of 8 company's shares borrowed in the .
secuyrities lending market often spikes on the record
date—1he day the shares must be held to vote on
corparate resolutions—and drops back the next day.

125%

Borrowed shares

and Adam V. Reed of the University of North Caroli

The authors describe a strategy that enables any
investors, no matter how few of a company's shares
they own, to profoundly affect the outcame of corporate
resolutions that are put to a vote at the annual share-
halder meeting. In effect, a shareholder can borrow a
large number of shares for a nominal fee and use them
o cast a corresponding number of votes.

As the study points out, the right to vote on a corpo-
rate resolution comes from possession, not ownership,
of shares. That means a trader can borrow shares and
thus be temporarily eligible to vote on corporate resolu-
tions. The number of vates he can acquire is limited only
by his ability to put up collateral — which is required to
be 102 percent of the value of shares borrowed — and
the ber of shares ilable an the securities lending
market, This market primarily serves those who wish
to borraw shares in order to sell them short, but there is
nothing to prevent its use by those whose motive is to in-

. fluence the outcome of corporate votes.
"As Tong as you have the collateral, borrowing

Mark Hulbert is édtrorof The Hulbert Financial Digest,
aservice of Mﬂrketwmd! E-mail: strategy
@nytimes.com. § .

i - £
- RECORD L

DAYS BEFJAE DATE DAYS AFTER

Rercentages of the mverage daily number of shares lent over

Ithe: perioc from 10 days lbefore the record date 1o 10 days

alter. Based onthe everage of 6,186 record dates at publicly
tracled companies from November 1998 to October 1399,

Saurces: Suman E, K, Christatiersen, Ctvistopher C. Geczy,
Diavict ¥ Muto, Addam ¥ Read

The New: York Times

shares I3 very inexpensive. The annual cost ¢an be as
low as 20 basis points, or two-tenths of a percentage
peint, on the cash that is put up. And because the hor-
rower must hold the shares for justone day in order to
have voting rights, the interest can be almost nothing.
The cost to borrow $1 million of stock for ane day, for ex-
ample, could be less than $8, according to Pmlmsor
Reed.

The professors are omvlnoed that many traders
are taking advantage of this loophole.

They reached this conclusion after
studying what happens in the securities
lending market i fiately before and af-
ter, the record dates for corporate votes.

would be inappropflate for him to comment on wheﬂ!er
tlle agency might be ing any regul
to prevent 1 s from b bormmngstmresln
order to influence corporate elections. “How voting
works ig at the heart of our proxy system,” he sald_“The
prof aretobec ded for helping to shine the
spotlight on this important Issue.”
What effect could vote barrowing have on compa- -
nies and their stock prices? There i3 no single answer, of
course, because it depends on which invest-
ors are taking advantage of the loophole and
wha.t corporate policies they are supporl:mg
Over the 12 th d in

At the annual the study, the professors found that a major-

These are the dates when a shareholder meefing ity of vote borrowing was conducted by those

needs to have possession of a stock in order - 4 whoopposed management, But, the re-

fovote on a corporate resolution. The profes- . pogsession searchers also point out, there is no Inherent

sors focused an 6,186 record dates for resolu- reason that this should always be so. Indeed,

tions at publicly traded companies from No- trumps corporate management could just as easily

wember 1998 to October 1999, . . exploit this lnophole to steer voting in its fa-
They found that on the typical record OWRership. vor.

date, there was a significant spike in the
number of borrowed shares. And they found

an almost-as-big decline In such shares, an

average, the day after those record dates. In their opin-
ion, the only plausible explanation is that traders bor-
rawed shares solely to acquire votes. (A copy of the
study is at papers.ssri.com/sol3/papers
cfm?abstract-id=686626.)

The legal grounding fior this practice is not entirely
clear, according to the professors, as case law is in some
respects ambiguous. But as a practical matter, Profes-
sor Reed said, there is “no direct legal impediment” to
traders acquiring votes by borrowing shares.

Chester Spatt, chief economist at the Securities and
Exchange Cominission, said in an interview that it

Butltlsclea;man.henpporwmlytn in-
fluence corporate elections exists. And it
would be naive to expect institutional invest-

ors never to take advantage of it. Hedge funds come to
mind in this regard, because they have all the prerequi-
sites: many of these funds have already become in-
volved in corporate governance issues; they are large
enough totake full advantage of the securities lending
market; they are aggressive; and they ire eager mfmd
ways to eke out extra profit.

Shareholder democracy [s an idea! lhat is perhaps
rarely achieved under the best of circumstances. It's
not likely to be attained if sophisticated investors can
manipulate the outcome of corporate voting merely by
borrowing the shares they need. a



Empty voting through
the stock lending market

09 8 76543200102 24 5 6 78 910

e 300 CRSP =evveee CRSP less R3000

Figure 2. Loan market volume around voting record date. Loan date (where record date ia
0 15 on the horizontal axis, and shares loaned by our data provider, divided by shares outstanding,
12 on the vertical axis. The sample ie 6,764 record dates of CRSP stocks from November 16, 1998
to October 15, 1999, The sample is broken into all shares in CRSE, all shares in the Russell 3000,
and those shares in CRSP but not the Eusaell 3000,

Source: Christoffersen, Geczy, Musto and Reed (2007).



Empty voting: more complex example
Mylan Labs’ 2004 bid for King Pharmaceuticals

Fully hedged

9.9%

ol R P SR e
| KInNg Fnarm.

Merger agreement

Source: Kahan and Rock (2007).



Empty voting: observations

* Some of these strategies appear unbelievably
cheap and low-risk.

e Some temporary owners of voting rights may
vote against the company’s best interests.

 Remedy seems to be better disclosure, but that
alone may not stop all moral hazard problems.



Empty voting: the backlash

 Many major 1nstitutional investors now recall their
shares from the loan market prior to the ex-vote date

Source: Aggarwal, Saffi & Sturgess (2010)



Empty creditors
e Bondholders have voting rights in Chapter 11

* A bondholder can become an “empty creditor” by
using CDS to protect cash flow rights

e In a distressed firm, bondholders can displace equity
and take 1ts voting power.

— Buy distressed bonds / insure through CDS
— Refuse to waive covenants; force a default
— Inherit shares

Source: Subrahmanyam, Tang & Wang (2012)



Debt takeovers

How It Works
Distressed M&A deals

BEFORE Ownership structure

Distressad
company

100%

n

Shareholders Senior

Own the equity debtheolders

of the company, Lenders first in
whose value is line to be repaid in
deteriorating. any bankruptcy.

Source: Wall Street Journal (2009)

Private institutional investors
Often buy debt on the secondary market at
distressed prices amid a company’s struggles.

Debk structure

Junior
debtholders

Lenders whose
investment may
not be secured
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Debt takeovers
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Distressed Takeovers Soar

Deals Reach $84.4 Billion as M&A Bankers Flock to Bankruptey Court
ByMIKE SPECTOR and JEFFREY MCCRACKEN

The brutal recession is opening up the landscape to vulture investors as never before.

New data show that distressed—debt deals — in which creditors use their debt positions to seize ownership of
troubled eompanies — are running close to double the pace of 2008, Some 140 of the deals have been struck
during 200y, compared with 102 transactions for all of last year, according to data provider Dealogic. Those
figures also include corporate takeovers, encompassing a wide array of transactions related to bankruptcies,
restructurings, recapitalizations or liqguidations.

The deals are valued at $84.4 billion altogether, dwarfing the $2o billion
Record Year figure from 2008, And they involve companies from virtually every nook of
Value of distrecsed merger and the U.5. economy, from auto-parts maker Delphi Corp., to retailer Eddie
acnuisition deals Bauer and hotel chain Extended Stay America,

S100 billion
In many of these cases, debtholders aren't concerned about getting monthly
8 payments, but rather using their debt positions to angle for ownership. 1t's
0 the equivalent of a bank making a loan to a homeowner with the intent of

foreclosing on a delinguent mortgage. Such strategies have been around for
. years and are known in financial circles as "loan to own™ or "vulture” deals.
But never have they occurred with such volume and velocity, sav bankerz

Fai llII ----- l and lawvers,
D= ! -l Today's lenders are "increasingly hedge funds who are thinking about a

2000 ] ‘09 loan-to-own strategy,” said Barry Ridings, the vice chairman of U.S.
Source: Oeaiogic investment banking at Lazard Freres & Co. LLC. At troubled companies that
can't pay their debts, boards find that ceding control to lenders is "the best
way to maximize value,” Mr, Ridings said.



Lessons learned

e Shareholder voting 1s much more
confrontational than in the past

e Leads to real changes in boards, compensation,
takeover defenses, and share values

e Can be very destabilizing



