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Abstract

We study the role of takeover threats as a corporate control mechanism using
Aghion and Tirole’s (1997) model of formal and real authority. Shareholders
do not monitor the manager’s actions, since ownership is widely dispersed.
A corporate raider may monitor, and steps in if a pro¿t opportunity exists.
In our model, a takeover threat decreases the manager’s effort and harms
shareholders. The effect of a takeover threat on the expected value of the
¿rm is ambiguous. It is in the interest of the corporate raider if severance
payments the manager receives upon being¿red are high. Shareholders,
however, prefer them to be low.
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1. Introduction

In many corporations the owners are rarely those who control the day-to-day operation.
This separation of ownership and control can give rise to agency problems. A manager
may have an incentive to pursue his own interests at the expense of the owners. The
owners can alleviate this problem by monitoring his actions. Yet, when ownership is
widely dispersed, and monitoring is costly, no shareholder has an incentive to do so.
Alternatively, an outside raider can monitor the actions of the manager. If she1 feels
that he does not maximize the value of the¿rm, she can choose to take control, and
overrule the manager. In this paper, we study the effects of such a takeover threat on
the actions of the manager, the value of the shares, and the value of the¿rm.

In the agency literature, it is usually assumed that if a principal increases her monitoring
effort, the agent will increase his effort as well.2 Stronger monitoring increases the
probability of being caught shirking, hence the incentive to shirk decreases. In a
recent paper, however, Aghion and Tirole (1997) argue that the opposite may also
be true. Suppose that an agent can take initiatives, and derives private bene¿ts from
doing so. Then, stronger monitoring implies a higher probability that the agent is
overruled by the principal. This lowers the agent’s incentive to take initiatives, which
may hurt the principal as well. In that framework, effort levels of the principal and
agent are strategic substitutes3, rather than strategic complements, as they are in the
standard agency literature.

This set-up seems especially relevant to analyze the relationship between managers
and shareholders. Managers are usually expected to take initiatives and look for
new opportunities, rather than being passive and perform some pre-de¿ned tasks.
Managers also obtain some private bene¿ts from taking these initiatives, such as
status, prestige, perquisites, satisfaction from performing certain tasks, and possible
side-payments. Giving managers the freedom to take initiatives may be desirable if
the projects preferred by them also yield higher pro¿ts to the¿rm’s shareholders.
However, a complication may arise when the interests of managers are not fully
aligned with the interests of shareholders. In that case, shareholders will impose a
certain degree of control upon managers.

Burkart, Gromb, and Panunzi (1997) use the framework of Aghion and Tirole (1997)
to study the role of direct shareholder monitoring. They show that for a large shareholder,

1 In the remainder of this paper, we will refer to the manager as being male, and to the raider as being
female.

2 See for example Shapiro and Stiglitz (1987).

3 See Bulow, Geneakoplos and Klemperer (1985).
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the incentive to monitor is increasing in :, the fraction of shares she owns. However,
there is a trade-off between costs and bene¿ts of monitoring. Too much monitoring
will destroy managerial initiatives. Too little monitoring, however, will give too much
discretionary power to managers. Therefore, the optimal ownership structure is characterized
by some intermediate value of:. The authors thus show that: can be used as a
commitment device.

Burkart, Gromb, and Panunzi (1997) only study one particular corporate control
mechanism. Their model requires that there is a large shareholder who monitors the
manager. Therefore, the model is appropriate for analyzing a corporate governance
system which relies on the role of monitoring by a large shareholder. Such a system
exists in Continental Europe and Japan. In Anglo-Saxon countries, however, the
corporate governance structure is characterized by the presence of many small shareholders
(See e.g. Shleifer and Vishny 1997). In such a system the role of direct shareholder
monitoring is much less signi¿cant. In the absence of direct monitoring, takeover
threats are often used as a corporate control mechanism. (See also Hart 1995).

In this paper we use the Aghion and Tirole (1997) framework to study the role of
takeover threats as a corporate control mechanism. Our analysis is complementary
to that of Burkart, Gromb and Panunzi (1997). We assume that there are many small
shareholders who do not directly monitor the manager because of a free-rider problem.
The manager has full discretionary power to decide which project should be undertaken.
The choice of project depends on the size of private bene¿ts that he obtains. Following
Aghion and Tirole (1997), we assume that the manager’s most preferred project also
yields positive pro¿ts for shareholders. Yet, a different project exists that yields higher
shareholder value. A raider may investigate the possibility of a takeover. She will
step in if there is a pro¿t opportunity, which is the case if the project chosen by the
manager diverges suf¿ciently from the project that is optimal from the point of view
of the shareholders. If the raider takes over the¿rm, she pays some¿xed premium
for the shares, and implements her optimal project.

We obtain the following results. First, we show that, due to a takeover threat, the
effort exerted by the manager will decrease. It is usually argued that a takeover
threat will discipline the manager, and increase his effort (see for example Scharfstein
1988). Yet, in our model, a takeover threat introduces the possibility that the manager
will be overruled. If he is overruled, the effort he has taken in evaluating different
projects, will be wasted. Therefore, a takeover threat reduces the incentive to take
such efforts in the¿rst place. This effect is similar to that described in Kahn and
Huberman (1988). In their model, employees who face the possibility of being¿red,
have less incentive to invest in¿rm-speci¿c human capital. In Shleifer and Summers
(1988), takeovers are a mechanism to break the implicit contract between managers
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and workers. Therefore, workers are less inclined to engage in such contracts in the
¿rst place. Due to a takeover threat, the workers may then be reluctant to invest in
relationship-speci¿c human capital. In our paper, a takeover threat makes managers
more reluctant to invest in relationship-speci¿c information. The mechanism, however,
is fundamentally different from Shleifer and Summers (1988).

Second, we show that shareholders prefernot to have a takeoverthreat. Note that a
takeover threat has two effects. On the one hand, if there is a takeover, shareholders
earn more, since they receive more for their shares than they would in the absence of
a takeover. On the other hand, as we saw above, the effort of the manager is lower
with a takeover threat, which reduces shareholder value. In our model, the second
effect dominates.

Our third result is that the effect of a takeover on the expected ex post value of the
¿rm is ambiguous. Again, there are two counterveiling effects. On the one hand, if
there is a takeover, the raider will implement a project that yields higher¿rm value.
On the other hand, the takeover threat reduces the manager’s effort. The net effect
is ambiguous. Suppose society’s aim is to maximize the expected value of the¿rm.
Then these results imply that the interests of society are not necessarily aligned with
those of the shareholders. It is always in the interest of shareholders not to have
a takeover threat. Yet, not having a takeover threat does not always maximize the
expected value of the¿rm.

Finally, we show that the utility the manager obtains when a takeover occurs, inÀuences
the likelihood of a takeover threat. High severance payments to the manager in the
event of a takeover will increase the likelihood of a takeover. This result is in contrast
to the argument that a golden parachute helps to align the interests of the manager
and shareholders, as argued by e.g. Knoeber (1986). The intuition behind our result
is the following. If the manager’s utility is very low in case of a takeover, he will be
inclined to try to avoid such a takeover from occurring. He can do so by implementing
the project that is in the best interest of the shareholders, rather than the one that is
in his own best interest. If he does so, a takeover can never be successful, since a
raider cannot increase the value of the¿rm. But that implies that the raider prefers a
situation in which the manager is paid handsomely should a takeover occur. Only in
that case the manager will be inclined to follow his own interest rather than that of the
shareholders. This is a necessary condition for a takeover to be successful. Obviously,
shareholders have the opposite interest. They prefer the case in which the manager’s
utility is very low if a takeover occurs.

This paper is organized as follows. In section 2 we present the monitoring technology
used in this paper, which is based on Aghion and Tirole (1997). Section 3 studies the
benchmark model with dispersed ownership and no takeover threat, and in section 4
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we study the case where a takeover threat is present. Section 5 derives the necessary
conditions for a takeover threat to be present, which allows us to describe the full
model in section 6. The properties of the model are analyzed in section 7, while
section 8 studies the effect of a change in the exogenous parameters of our model.
Section 9 concludes.

2. The Monitoring Technology

In this section we outline the monitoring technology used in this model, which is
based on Aghion and Tirole (1997). Consider an agent who is supervised by a principal.
Later, we will interpret the agent as the manager, and the principal as either the
shareholders or the corporate raider. The agent can undertake one of N � 1 possible
projects. Project i� with i + 
0� 1� 2� ���� N�, yields bene¿ts bi to the agent, and
bene¿ts�i to the principal. These bene¿ts are nonveri¿able ex-ante. Hence, a contract
between principal and agent cannot be written based on these. Project 0 yields bene¿ts
to both parties that are normalized to zero:b0 � �0 � 0� This is known to both
the principal and the agent. However, they do not know the payoffs of the otherN
projects. When any of theN projects is picked at random, the expected payoff to
both parties is negative. Hence, when both are uninformed, they prefer to implement
project 0�

By exerting effort, the agent can learn the payoffs of all projects, with a probability
that is increasing in his effort. Speci¿cally, he can exert non-veri¿able efforte +
[0�1] � The private costs of doing so equale2�2, and by exerting that effort he learns
the payoffs of all projects with probabilitye� The principal can also invest in information
acquisition. She can exert effortE + [0�1] at private costsE2�2� which enables her
to learn the payoffs of all project with probabilityE� which, in a statistical sense,
is independent ofe� One of theN projects is preferred by the agent. This particular
project yields him private bene¿ts b� and bene¿tsD� to the principal. The principal
prefers a different project, which yields her�� and the agentDb� with D + [0�1] �
Both principal and agent know a priori that such projects exist. Yet, they do not know
which projects yield these payoffs. We can interpretD as the congruence of interests
between the agent and the principal. WithD � 1� their interests are aligned. With
D � 0� they are diametrically opposed. For non-trivial solutions, we need 0� b � 1
and 0�� � 1�

Note that only when the agent is informed, and the principal is not, the agent can
implement his preferred project. If the principal is informed, she will always overrule
the agent, and implement her preferred project. In this model, effort levels are strategic
substitutes. When the principal exerts more effort, the probability that the manager is
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overruled, will be higher. As a result, the agent will exert less effort. Also, when the
agent exerts more effort, the probability is higher that he will pick a project that is at
least to some extent acceptable to the principal as well. As a result, the principal will
exert less effort.

Burkart, Gromb and Panunzi (1997) use this model to study the effect of large shareholder
monitoring on the value of the ¿rm. In their model, the agent is the manager running
the ¿rm, and the principal is the large shareholder monitoring the effort of the manager.
The shares not held by the large shareholder are dispersed among many minority
shareholders, who do not have an individual incentive to monitor. Rather, they free
ride on the effort of the large shareholder. When we interpret � as total security
bene¿ts, the monitoring effort of the large shareholder depends on :�� with : the
fraction of the shares she holds. Making the additional assumption that the large
shareholder can only be informed when the manager is also informed, Burkart, Gromb
and Panunzi (1997) show that the optimal ownership structure has an intermediate
value of :� i.e. 0 � :` � 1�

In this paper, we assume that the ownership of all shares is dispersed. Hence, no
shareholder has an incentive to monitor. In our model, the principal is a corporate
raider. She can exert effort to learn the projects that are pro¿table for this particular
¿rm, and she can buy shares from shareholders at a premium I  0 when she ¿nds
such a project. In the next section, we ¿rst consider the benchmark case, in which
there is no takeover threat. In subsequent sections, we take the raider into account.

3. The Benchmark Case

In this section, we consider the benchmark case, in which there is only a manager,
and many small shareholders. The small shareholders cannot coordinate because of
a free-riding problem. Each is too small to make monitoring worthwhile. Hence, in
terms of the model described in the previous section, we always haveE � 0� The
manager is sure not to be overruled. By exerting efforte, he will be informed about
the payoffs of all projects with probabilitye. When he is informed, he can implement
the project that yields himb� If not, he implements project 0, that yieldsb0 � 0� His
expected payoff thus equals

U B
m � eb � e2�2� (1)

Maximizing with respect toe yields

eB � b� (2)
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which is viable, since b + �0� 1� � The superscript B reÀects the equilibrium value
in the benchmark model. In this benchmark case, the value of the shares, VS� simply
equals the value of the ¿rm VF� and we have

V B
S � V B

F � eBD� � Db�� (3)

Note that the manager is informed with probability eB � b� If he is informed, he
will implement his preferred project, which yields D� to shareholders. If he is not
informed, project 0 is implemented, which yields 0 to all parties involved. Hence, we
have (3).

In the next section we consider the case in which there is a corporate raider. Initially,
we assume that the raider has decided to be active in monitoring this particular ¿rm.
Under this condition, we derive the equilibrium effort of both the manager and the
raider. However, it is not always rational for the raider to be active in the ¿rst place.
In section 5 we derive the necessary conditions for that to be the case. In section 6 we
summarize the entire model, and in section 7 we compare the benchmark case with
the case of a takeover threat.

4. The Case of a Takeover Threat

Suppose both a manager and a raider are active. Again, by exerting effort e, the
manager will be informed about the payoffs of all projects with probability e. A
corporate raider exerts effort E to learn all the information with probability E. We
assume that, when the raider decides to take over the ¿rm, she has to pay a ¿xed
premium I over what the value of the shares would be without a takeover, with I o 0.
We assume I to be constant. The raider will buy all of the shares if she takes over the
¿rm.

If there is a takeover, the raider will implement her preferred project, which yields�.
Therefore, the expected value of the ¿rm equals

V R
F � E ��� �1� E�VN T O� (4)

with VN T O the value of the shares if there is no takeover. This can be seen as follows.
If the raider is informed, she will always buy all the shares in the ¿rm, overrule the
manager, and implement the project that maximizes the value of the ¿rm, yielding��
The probability of this happening equals E � When the raider is not informed, which
happens with probability �1� E� the value of the ¿rm equals VNT O �

Note that with probability e the manager is informed and implements his preferred
project, which yields D� to shareholders. With probability �1� e� he is not informed
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and shareholders get zero. Thus, VN T O � eD� and

V R
F � E ��� �1� E�eD�� (5)

If the raider buys the shares, she will do so at a premium I over VN T O � Therefore, ex
ante, the total value of the shares equals

V R
S � E � �1� I� � eD�� �1� E�eD� (6)

� �1� EI� eD�� (7)

Note therefore that, in this model, there is a difference between the ex ante value
of the shares and the expected value of the ¿rm. In case of a takeover, shareholders
receive a premium I, which allows the raider to obtain control and get more value out
of the ¿rm. Therefore, the expected value of the ¿rm is higher than the expected value
of the price shareholders receive for their shares. If this were not the case, the raider
would never be able to pro¿t from a takeover, and we would never have a takeover
threat. Grossman and Hart (1980), do implicitly assume that atomistic shareholders
think that, even if they personally refuse to trade, the takeover will still go through.
Our approach is in line with Huddart (1993), who assumes that shareholders believe
that, if they do not trade, the takeover will not succeed.4

It can be seen that our model also allows for different speci¿cations of the takeover
mechanism. For example, Grossman and Hart (1980) introduce the possibility that
the raider, when successful in taking over, can dilute some maximum amount M from
the acquired ¿rm. This gives the target’s shareholders an incentive to tender their
shares. When the takeover goes through regardless of their decision, then they are
better off tendering at some pricep � ), with ) the post-takeover value of the¿rm,
as long asp  ) � M� In our model, the post-takeover value of the¿rm, conditional
on a takeover occurring, is�� The price the raider pays for the shares is�1�I�eD��
Hence, we can interpret our model in a Grossman-Hart framework by assuming that
the maximum amount of dilution equals�1� �1� I�eD���
We assume that, if there is a takeover, the manager is¿red. This is in line with
empirical evidence. Martin and McConnell (1991)¿nd that management in poorly
performing¿rms is likely to be removed when a takeover succeeds. The expected
utility of the manager then equals

U R
m � e �1� E� b � E �UF � e2�2� (8)

whereUF reÀects the utilitity he obtains from being¿red. A takeover occurs with
probability E� If it does, the manager getsUF � When the manager is informed and

4 See also Pagano and Röell (1998).
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the raider is not, the manager can implement his own project, which yields him b.
This happens with probability e �1� E� � In all other cases, the manager simply gets
zero, hence (8). Note that UF can be either positive or negative. When a takeover
implies that the manager will be ¿red, becomes unemployed, or loses his reputation,
then UF may be negative. But if the manager receives severance payments, then UF

can be positive.

Maximizing (8) with respect to e yields

e � �1� E� b� (9)

If the raider is informed, which happens with probability E� she buys the shares at
a price �1� I� eD�, whereas she earns � from controlling the ¿rm. Her expected
payoff therefore equals

U R
r � [1� �1� I� eD] E�� E2�2� (10)

Taking the ¿rst order condition yields

E � [1� �1� I� eD]�� (11)

Solving for the equilibrium values eR and E R we ¿nd5

eR � �1���b
1��1�I�Db� E R � [1�Db�1�I�Db]�

1��1�I�Db� � (12)

Thus, if both the manager and the corporate raider decide to exert effort, they will
exert the equilibrium effort levels given by (12). However, it is not always rational
for the raider to exert effort in the ¿rst place. If she decides not to do so, there is no
takeover threat. In the next section, we derive the necessary conditions for the raider
to exert effort.

5. Necessary Conditions for a Takeover Threat

For the above analysis to hold true, two conditions need to be satis¿ed:

1. Pro¿tability of a takeover: if the raider is informed, she has to have an incentive
to take over the ¿rm. Thus

�1� I�eD � 1� (13)

5 In the next section we show that these values are well-de¿ned if there is a takeover threat.
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Using (12), this reduces to6

�1� I�Db � 1� (14)

2. Managerial opportunism: if the manager is informed, he prefers to implement
his own project rather than the project that maximizes shareholders’ pro¿ts.
Thus7

�1� E� b � EUF  Db� (15)

Using (12), this implies

UF  
��� 1� D�� �1� I� D2b�

[1� �1� I� Db]�
b� (16)

Condition (13) can be seen as follows. When the raider is informed, a takeover is
pro¿table if the value of the¿rm when the raider’s preferred project is implemented,
�� exceeds the costs of obtaining those shares, which is�1� I� VNT O . SinceVN T O �
eD�� this implies that a necessary condition for a takeover to be pro¿table is�1� I� eD �
1. The left hand side of this inequality is increasing ine� D� andI� The intuition is as
follows. The higher the effort a manager exerts, the higher the probabilitye that he is
informed, and the higher the probability that the raider cannot add much value to the
¿rm. The higher the takeover premiumI, the more expensive a takeover is. Finally,
the higher the congruence of interestD� the less value a raider can add by overruling.
If (13) fails to hold, a takeover can never be pro¿table. In that case, a corporate raider
will not have an incentive to put any effort in investigating the projects the¿rm can
undertake. Effectively, there is no takeover threat.

The second condition can be seen as follows. For a pro¿table takeover, we also need
that an informed manager has an incentive to implement his own preferred project
rather than the project preferred by the shareholders. If that would not be the case, a
raider would not be able to earn anything by taking over the¿rm. Assume that the
manager is informed. By implementing the shareholders’ preferred project, he gets
Db with certainty. By implementing his own preferred project, he receivesb if the

6 Using (12), we can see that (13) implies �1� I�
K

�1���b
1��1�I�Db�

L
D � 1�thus �1�I��1���Db

1��1�I�Db� �

1�and �1� I� �1��� Db � 1 � �1� I� Db�� hence �1� I� Db � 1� This condition also implies that
eR� E R + �0� 1� for all admissible parameter values. The condition for UF can be derived by simply
plugging (12) into (15) and rearranging.

7 Of course, a manager may also choose an intermediate project that yields him < b and the
shareholders @�� with D � < � 1 and D � @ � 1� Yet, we will assume that, when the manager
announces which project to implement, he knows whether or not the raider has exerted effort. It is then
easy to see that it is never subgame perfect to propose such a project.
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raider is not informed, which occurs with probability 1 � E � However, if the raider
is informed, which happens with probability E� there will be a takeover, and the
manager obtains UF � Thus, to induce the manager to choose his own preferred project
when he is informed, we need (15). If that condition does not hold, and the raider has
exerted effort E� the manager will always follow the interest of the shareholders. But
given that he will do so, the raider will not exert effort in the ¿rst place and we do not
have a takeover threat.

Walkling and Long (1984) show that managerial resistance to a takeover is more
likely to occur when the manager perceives that his welfare may deteriorate in the
presence of a takeover. This is in line with our model. The managerial opportunism
condition implies that UF cannot be too low. When it is, the manager will resist
the takeover, by simply implementing the shareholders’ preferred project when he is
informed. In our model this implies that a takeover threat will not exist. Given that
the manager already acts in the shareholders’ interest, attempting a takeover is not
pro¿table.

6. The Full Model

We can now study the full model. The timing can be described as follows (see¿gure
1). In periodt � 1� the manager and a potential corporate raider learn the parameters
of the model:b��� D�UF � andI� Based on that information, a raider decides whether
or not to try to take over the company, i.e. whether or not to exert positive effortE .
This decision is observable to the manager. Thus, the manager can observe if there
is a raider actively contemplating a takeover. Att � 2� effort is exerted. If the raider
is active, the information acquiring game is the one described in section 4. If the
raider is not active, we are back to the benchmark case described in section 3. At
t � 3, the manager announces a project to implement. Att � 4� a takeover may
occur. At t � 5, a project will be implemented. If there is no takeover, this will be
the manager’s proposed project, otherwise it will be the project decided by the raider.
Finally, att � 6� payoffs are realized.

Given this description of the game, we can solve it using backward induction. As
noted, sections 3 and 4 describe the two possible subgames starting int � 2� Given
(12), we can then solve for the entire game, by checking whether (13) and (15) hold.
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Figure 6.1: Time Frame.

7. The Effects of A Takeover Threat

We assume here that (13) and (15) are satis¿ed, and the raider is active. Thus, she
will be informed with probability E R� When she is informed, she will take over the
¿rm. Therefore E R also represents the probability of a takeover. We can establish the
following results.

Theorem 7.1 Compared to the benchmark case, we have the following:

(a) The equilibrium effort of the raider and the equilibrium effort of the manager
are strategic substitutes: "eR

"E R �
"E R

"eR � 0�
(b) The manager’s equilibrium effort decreases when there is a takeover threat�

eB  eR.
(c) The ex ante value of the shares with a takeover threat is always lower than

the ex ante value of the shares without a takeover threat� V R
S � V B

S .
(d) For I � I`� the expected value of the¿rm is higher with a takeover threat

than without such a threat� V R
F  V B

F , where

I` � 1� Db �Db�� 2�
Db��1� Db� (17)

Suf¿cient for this condition to hold is0 � Db � 1
2 �

PROOF. In Appendix.

From (a) we have that a higher effort of the manager will decrease the effort of the
raider, and a higher effort of the raider will decrease the effort of the manager. When
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the manager exerts higher effort, the value of the shares is higher, which makes it
less attractive to invest resources in trying to take over the ¿rm. When a raider exerts
more effort, the probability of a takeover is higher, which decreases the incentive for
the manager to look for good projects. This also explains part (b).

For part (c) note that the introduction of a takeover threat has two effects. On the one
hand, if there is a takeover, the shareholders earn more, since they receive more for
their shares than they do without a takeover threat. This is a positive effect. On the
other hand, the effort of the manager is now lower. Thus in case a takeover threat
ultimately does not lead to a takeover, the ex post value of the shares is lower than
in the benchmark case. This is a negative effect. In this model, the negative effect
dominates.

The introduction of a takeover threat also has two contrary effects on the value of
the ¿rm. On the one hand, there is a positive effect. If there is a takeover, the raider
will implement the project that yields ¿rm value�� which is more than the manager
would have delivered. On the other hand, there is a negative effect. The threat of
a takeover reduces the manager’s effort. If the takeover does not occur, the ex post
value of the¿rm is lower than it would have been in the benchmark case. When the
condition in (d) is satis¿ed, the positive effect dominates. If not, the negative effect
dominates.

In ¿gure 2, we have depicted the effect of a takeover on¿rm value in�Db� I�-space,
where we assume that the managerial opportunism condition is satis¿ed. Curve IC
represents (13). On this line, this expression holds with equality, leaving the raider
indifferent between monitoring and not monitoring. Thus, only in the area below IC,
there is a takeover threat. The other curve representsI`� as given by (17). Below this
line, a takeover increases the expected value of the¿rm.

In area I, the value of the¿rm increases with a takeover threat, whereas in area II, it
decreases. Note that the two curves intersect atDb � 1�2� Hence, 0� Db � 1�2 is
indeed suf¿cient to ensure an increase in¿rm value, as stated in the theorem. In¿gure
2, we have drawnI` under the assumption that� � 1�4� As� increases,I` rotates
counterclockwise around the intersection with IC. With� � 0� I` is vertical. With
�` � 1� it coincides with IC. Note that the area in which a takeover threat decreases
¿rm value is relatively small. For that, we need thatDb is relatively high. Then, the
raider cannot add much value to the¿rm, which implies that the negative effect of
lower managerial effort outweighs the positive effect of a value-enhancing takeover.
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Figure 7.1: The Value Of The Firm

8. The Effects of a Change in the Exogenous Variables

So far, we have assumed that the variables UF and I are exogenously given. In this
section, we study how a change in these variables affects the outcome of the model. In
particular, we look at the levels preferred by the raider and the shareholders. First note
the following. One may argue that, for society as a whole, the best scenario is the one
that maximizes the expected value of the ¿rm8. When this value is maximized, the
probability is the highest that the best project available will be implemented, which
ultimately bene¿ts society as a whole. Thus, in this view, a takeover threat is desirable
if and only if the condition in (d) of theorem 1 is satis¿ed. Small shareholders always
prefer a case in which there is no takeover threat. Part (c) of theorem 1 shows that
without such a threat, the expected value of their shares is maximized. A corporate
raider always prefers the case in which there is a takeover threat. Only in that case
she can earn positive pro¿ts. Moreover, it is clear from the analysis that, when there
is a takeover threat, the expected pro¿ts of the raider are always positive. Finally, the

8 See however Shleifer and Slummers (1988).
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manager may or may not prefer a takeover threat depending on whether or not the
takeover poses a serious threat to his welfare.

Shareholders prefer a high takeover premium, thus a high value of I� First, a high I
makes it more likely that condition (15) fails to hold, and there will not be a takeover
threat. Second, even if (15) does hold, a higher I increases the expected value of
the shares.9 Thus shareholders prefer I as high as possible. For a similar reason, the
raider prefers I to be as small as possible. When we want to maximize ¿rm value,
the desired level of I depends on whether or not the condition in (d) of theorem 1 is
satis¿ed. This has an interesting implication for the desirability of takeover defenses.
In our model, the natural impact of these will be to increase takeover costs, and thus
the value of I.10 In Continental Europe, the use of takeover defenses is prevalent
(see e.g. Sudarsanam 1995). If the aim is to maximize ¿rm value, our model suggests
that a Àexible view on takeover defenses is more appropriate. The policy treatment
of these defenses should then be based on a ’rule-of-reason’, rather than a strict rule.
Indeed, if takeover defenses can be used to implement a continuous range of values
for I� then (5) and (12) can be used to¿nd the value ofI that maximizes the expected
value of the¿rm.

Next, consider the role ofUF� which reÀects the utility of the manager when he is
¿red. A necessary condition for a takeover threat to exist is that (16) holds. With
UF lower than theRHS of (16), the manager always implements the shareholders’
preferred policy, out of fear for a takeover. Consequently, no takeover attempt can be
pro¿table, the raider will not monitor, and we are in the benchmark case. Therefore,
this implies that shareholders preferUF to be low. It is in their interest that the
manager stands to lose a lot from being¿red. If that is the case, there will be no
takeover threat, and the expected value of their shares is higher. The raider, however,

9 From (7), V R
S � �1� EI� eD�. Substituting from (12), this implies

V R
S �

|
1� �1� I� Db�� [1� �1� I� Db]�

[1� �1� I� Db�]2

}
I �1���Db� (18)

After some tedious manipulations it can be shown that this expression is increasing in I.

10 A different way to interpret anti-takeover defenses, is that they increase the costs of a takeover per
se. In that interpretation, takeover defenses increase the wedge between the premium a raider has to pay,
sayI�� and the premium the shareholders ultimately receive, sayI�� If such a wedge exists, it only
strengthens the results in the previous section. When a takeover threat makes the shareholders worse off
whenI� � I�� as we assume there, then it de¿nitely makes them worse off when the premium they
receive is even lower than what the raider has to pay, andI�  I�� If takeover defenses are de¿ned
in this sense, shareholders only have an incentive to impose them as long as the increase in the wedge
betweenI� andI� implies an increase inI�� and they have no incentive to do so if it does not affect
the premium a raider has to pay,I�� but does decrease the premium they receive,I��

15



prefers that UF is high.11 Only in that case it is pro¿table to try to take over the ¿rm.
This implies that, a priori, a raider wants to convince a manager that he will receive a
high severance payment when the ¿rm is taken over. It is in the raider’s interest that
the manager does not act in the shareholders’ best interest. Only if that is the case, a
takeover can be pro¿table, and a raider can possibly add value to the¿rm.

9. Conclusion

This paper has studied the effect of a takeover threat as a corporate control mechanism,
using Aghion and Tirole’s (1997) model of formal and real authority. Our paper is
complementary to Burkart, Gromb and Panunzi (1997), who use the same framework
to study the effect of large shareholder monitoring. The following results were obtained.
First, due to a takeover threat, the effort exerted by the manager will decrease. Thus,
whereas it is usually assumed that a takeover threat disciplines managers, in our
model the opposite is true. Here, the manager has less incentive to exert effort in
trying to learn the pro¿table opportunities of the¿rm, when he knows that he can be
overruled.12 Second, it is in the shareholders’ interests if there is no takeover threat.
The value of their shares increases if there is a takeover, yet the mere threat of a
takeover also decreases the manager’s efforts, which adversely affects the value of
the shares. The latter effect dominates. The value of the¿rm, however, is higher
with a takeover threat for most parameter values. Finally, we also show that it is
in the interest of the raider if the severance payments the manager receives upon
being ¿red, are high. If that is the case, the manager stands to lose little from a
takeover. Therefore, he will be less inclined to act in the shareholders’ interests,
which implies that a takeover can be pro¿table. Obviously, for the very same reason,
the shareholders prefer low severance payments. If the utility the manager obtains
from being¿red is very low, there will not be a takeover threat, and the value of the
shares will be higher.

In the real world, one often observes that the value of the shares increases when a
takeover is announced. That observation is entirely consistent with our model. When

11 Note, however, that we do not take into account the fact that a positive UF may imply a positive
monetary transfer having to be made from the raider to the manager when there is a takeover. In that
case, the costs of that monetary transfer have to be subtracted from the raider’s utility. This can be
interpreted as a discrepancy between the premium the raider pays, and the actual premium shareholders
receive. See previous footnote.

12 In the UK, the City Code on Takeovers and Mergers stipulates that, in case of a failed takeover,
no new bid of the raider is allowed within twelve months (unless there is a rival bid) (see Sudarsanam,
1995, p. 85). The argument may be similar to the one in this paper� a manager will exert less effort when
he knows that there is a takeover threat, thus hurting shareholders.
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a raider has decided to take over a ¿rm, he pays a premium I over the original value
of the shares, which implies that the price at which the shares are traded on the
stock market, also increases by this amount. When a takeover takes place, it makes
shareholders better off. What we have shown in this paper, however, is that the threat
of a takeover makes them worse off. In other words, our model predicts that share
prices go up when anti-takeover provisions are taken. This is exactly what Linn and
McConnell (1983)¿nd.

In this paper, we made a host of simplifying assumptions. Yet, we believe that dropping
these assumptions will considerably complicate the analysis, without adding much
insight. For example, we assumed that the manager does not hold shares, and that
his renumeration is in no way related to the ultimate value of the¿rm. Burkart,
Gromb and Panunzi (1997) also make this assumption and show that relaxing it
does not qualitatively change their results. We also assumed that there is only one
possible raider. It is often argued that when there is a takeover attempt, rival bidders
may appear. In our paper, this is not a problem. A rival bidder also has to invest in
information acquisition. If she does learn the payoffs of all projects, and decides to
engage in a bidding war, the shares will be bid up to�� and takeover pro¿ts are zero.
Hence, a priori, a rival bidder does not have an incentive to exert effort.

One interesting extension of our model would be the case in which the raider already
owns a toehold. If she would own a fraction of, say,:r , then her utility function (10)
would change. In that case, when she is informed, she would also face the choice
of either taking over the¿rm, or simply overruling the manager. Yet, in such a set-
up, the incentives of all shareholders may no longer be aligned, and therefore the
other shareholders may no longer have an incentive to always agree with the large
shareholder, as they do in Burkart, Gromb and Panunzi (1997). If they no longer
have that incentive, then overruling is not an option for the raider owning a minority
fraction of the shares.

As noted earlier, our analysis complements that of Burkart, Gromb and Panunzi
(1997). We look at the role of a takeover threat as a corporate control mechanism,
whereas they study the role of a large shareholder. It would be interesting to consider
the case in which both mechanisms are present, i.e. where there are both a corporate
raider monitoring the¿rm and a large shareholder doing so. In that case, effective
control may be lower. Since a raider can also intervene, a large shareholder has less
incentive to monitor, while the opposite is also true. It is an interesting question
whether, in such a framework, the results of Burkart, Gromb and Panunzi (1997)
and those derived in our paper, still hold true.
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Appendix

In this appendix, we give the proof of theorem 1. Part (a) follows directly from (9) and
(11). For part (b), comparing (2) and (12) we have that eR � eB if �1���b

1��1�I�Db� � b.
Necessary and suf¿cient for this to hold is exactly (14).

For part (c), suppose the opposite is true, and V R
S  V B

S � From (3) and (7) this implies
b
1� E RI

c
eRD�  Db�� (19)

thus b
1� E RI

c
eR  b� (20)

Using (12), this implies|
1� [1� �1� I� Db]�

1� �1� I� Db�
I

}|
�1���

1� �1� I� Db�

}
 1� (21)

thus


1� �1� I� Db�� I [1� �1� I� Db]�� �1���  [1� �1� I� Db�]2 � (22)

or

� [1� �1� I� Db] [�1� I� Db�� �1���I � 1]  0� (23)

With�  0 and, from (14), �1� I�Db � 1� we need

�1� I� Db  
1� I
�

� I� (24)

With� + �0� 1� the RHS of (24) is strictly larger than one. But then (24) contradicts
(14), hence V R

S � V B
S �

For part (d), substituting (9) in (5) yields

V R
F � E R ��� �1� E R�2Db�� (25)

Using (3), we have V R
F  V B

F whenever

E R ��� �1� E R�2Db�  Db�� (26)

so when

E R �
Kb

E R
c2 � 2E R

L
Db  0 (27)

" 1� �E R � 2�Db  0 (28)

" E R  2� 1
Db
� (29)
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Using (12), this implies

[1� �1� I� Db]�
1� �1� I� Db�

� 2Db � 1
Db

 0� (30)

hence

[�1� I� Db���I � 2] Db � 1

[1� �1� I� Db�]Db
 0� (31)

Since the denominator is positive, we need the numerator to be positive as well, which
implies

D2b2�� 2Db � 1� Db�I �Db � 1�  0� (32)

Since Db � 1 � 0� this implies

I �
1� Db �Db�� 2�
Db��1� Db�

� (33)

From (29), the condition is always satis¿ed with Db + b
0� 1

2

c
� This proves (d). �
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