Acquisition Tactics:

Use of ADRs

To Acquire American Companies

In a Tax-Free Exchange

Introduction:
United States acquisitions financed by the issuance of American Depository Receipts (ADRs) are becoming increasingly popular.  The growing awareness of international equity markets by American investors, the rise in the popularity of ADR programs and the potential to offer tax free mergers and acquisitions are making the ADR-financed acquisition the tool of choice among acquisition professionals.  This article will explore the attractions of ADR-financed acquisitions, as well as provide a practical primer on the financial and structural aspects of an ADR merger.

This article has been written from the perspective of a public UK buyer making an acquisition in the United States.  American Corporate Services (ACS), a transatlantic advisor which has been assisting European companies in acquiring American companies has noted a rise during the past 5 years in the use of ADR financed acquisitions, and believes that this trend will continue in the future.

While other international companies have established ADR programs, the largest share of ADR issues and the bulk of the ADR financed acquisitions have been completed by UK based companies.

America’s Growing Acceptance of International Equities:
American investors have a growing awareness of international markets.  There are several reasons for this:

Affluence.  For the first time ever, most American household wealth is now held in investment accounts, as opposed to home equity.  The rise of 401K pension plans at both large and small companies, increased participation in Individual Retirement Accounts (IRAs) and Self-Insured Programs (SEPs) and increasing affluence of the American people has created a large tide of new money flowing into the market.  

Institutionalization  The second factor is the increasing institutionalization of the American markets.  Prior to 1980, there were fewer than 500 mutual funds (managed funds), and now, at the start of 2003, there are over 7,000 mutual funds.  Approximately 20% of all mutual funds have some degree of international focus, ranging from 10% to 100% allocation of capital.

ADR Availability  Another factor is the rise of the American Depositary Receipt (ADR).  While American or Global Depositary Receipts have been around since the 1920s, the volume and acceptance of the security as a mainstream investment vehicle has been a relatively recent phenomena.  Depositary Receipts are negotiable certificates issued by a US commercial bank, and until recently, very few of the major UK or US investment banks had experience in the product.

Many European companies have established ADR programs, and volume is rising.  For 1996, ADR volume accounted for 4.3% of the total share volume and 4.6% of the total dollar volume of the three major US exchanges.  American investors can now hold shares in foreign companies directly as the purchase and trusteeship of the shares is easily handled by established brokers.

With American markets at all-time highs, US investors are therefore tempted to look overseas for more economical equities.  At the end of 1996, there were well over 1,600 ADRs for the American investor to choose from.

Market Factors:
The idea that foreign shares have a place in a well-balanced portfolio, and the general attractiveness of foreign shares which are just as liquid as American shares and often higher yielding, makes ADRs an increasingly acceptable substitute for cash to the seller in an American merger or acquisition.  When combined with the sell-side advantages of a tax-free transaction, it is clear that ADR financed acquisitions will gain increasing favor over cash transactions in the future.  

The potentially  “tax-free” nature of an ADR financed acquisition or merger may reduce the buyer’s transaction and acquisition costs and enhance post-transaction cash-flows, making possible higher dividends which may compound returns to all stakeholders.

What are ADRs?
American Depositary Receipts (ADRs) are certificates issued by a US Depository Bank, representing foreign shares held by the bank.  The US bank will typically hold a large block of shares through a branch or correspondent bank in the country of issue.  Depositary Receipts are registered with the US Securities and Exchange Commission and trade like any other US security in the over-the-counter market or on a national exchange.  ADR shareholders enjoy rights comparable to those of holders of the underlying securities, plus they have the benefits and convenience of trading in the US securities markets.

One ADR may represent a portion of a foreign share, one share, or a bundle of shares of a foreign corporation.  The price of the company’s shares in the home market, and the price of the ADR are kept essentially identical by arbitrage.  American Depository Shares (ADS) and Global Depositary Receipts (GDR) are similar securities.  Investors purchase and sell ADRs through their US brokers in exactly the same way securities of US companies are bought and sold.

ADRs typically trade on one of the three exchanges:  1) New York Stock Exchange (NYSE), 2) American Stock Exchange (ASE) and 3) the National Association of Securities Dealers Automated Quotation System (NASDAQ).  Shares may also trade “Over the Counter” or OTC, although the bulk of trades ($272 Billion out of $341 billion in 1996) take place on the NYSE.  

Even though foreign issuers will report under their domestic frameworks, these companies must also, for American reporting purposes required under their ADR listing privileges, report in the US under the US accounting and disclosure rules required by the listing US exchange, which can include the requirement to file quarterly financial statements.  According to The Bank of New York, in 1996, of the publicly traded ADR programs, over 76% were sponsored programs trading on one of the three major US exchanges.

The ADR program was established under the auspices of the American Securities and Exchange Commission (“SEC”).  Overseas (e.g., UK) companies wishing to implement an ADR program must comply with all applicable SEC regulations.  For example, unlike the UK, where companies formally appoint a stock broker to represent them at the Exchange, in the US companies are expected to file directly with the SEC, and are now required to do so electronically.  Commercial banks handling the ADR will typically supervise the administration of the issue, working with the company and its auditors to reconcile existing financial statements with US GAAP (the appropriate format for filing in the US).

For convenience, UK companies have typically chosen to initiate “sponsored” ADR programs, working in partnership with the commercial bank holding the shares to handle regulatory filings and promotion.  Most American brokers are interested in the potential volume of trading in ADRs, and can often arrange a secondary placement of shares into the American market.

In 1996, ADRs in UK companies accounted for 33% of the ADR trading volume and 32% of the ADR dollar volume in the US.  Three US commercial banks dominate the market for sponsored depository receipt programs:  The Bank of New York, with 57% of the sponsored ADR programs, and Citibank and Morgan Guaranty who each have an approximately equal share of the remainder.  Other banks account for a negligible (less than 2 percent) share of the market.

According The Bank of New York, ADR trading on the three major US exchanges reached $337 billion in 1996, with over $19.5 billion raised in new offerings.  This represented a 22% increase in dollar volume over 1995.  As of December 31, 1996, over 1,600 ADR programs were in place representing companies based in 63 countries.

Structuring the Transaction:
Acquisitions or mergers are typically structured in one of four ways, each with its own accounting and tax implications (figure 1).

According to Securities Data Co., since 1992 there have been 357 poolings vs. 36 purchase acquisitions in transactions valued at over $100 million.  Pooling is very tax efficient for the seller, as there is no taxable event upon the completion of the transaction.  The basis for the new shares becomes the original basis in the target companies shares. Pooling does not create any goodwill, or premium, so that future earnings are not affected.

Most buyers prefer to buy assets.  Assets are easy to see and audit and generally carry less potential liability.   Advisors will counsel against share acquisitions due to the actual and potential liabilities being assumed.  Techniques, such as the 338H(10) election, have evolved to let buyers treat acquisitions as asset purchases, while sellers can elect to treat the transaction as a stock sale.  This allows buyers and sellers to get “the best of both worlds.” 

The problem becomes convincing the target company shareholders that the buyer’s shares are an acceptable substitute for cash.  Sellers are quick to understand the tax advantages of a tax-free-exchange of shares.  What may be difficult is convincing the seller that the British company’s shares, in the form of ADRs, are not only the equivalent to an American company’s shares, but may also have certain other advantages, such as a higher dividend yield.

Regulatory Hurdles:
Both the American and the UK Company Directors must meet to approve a merger agreement.  In the UK, the board will approve the “scheme,” or merger plan, in accordance with section 425 of the Companies act of 1985.  The plan may then be put to shareholders for approval.

In the US, significant tests must be passed to realize potential tax exemptions for vendors.  These include rules under “Section 367” (which may deem ADRs to be non-paper consideration) and other tests to ensure that the existing business being sold continues relatively unchanged under the new structure.

Also in the US, once the shareholders have approved the merger, SEC approval is then sought through an F-3 filing (if the Company is publicly traded), and the appropriate filing is made with the attorney general in the state in which the business is incorporated.

Conclusion:
There are many excellent reasons for a UK acquirer to consider the use of ADRs (summarized in Figure 2).  Issuing a new ADR, or using an existing ADR program can give a UK Company better access to foreign capital markets.  Secondary placements to raise additional capital in the United States are relatively easy to arrange, giving the UK buyer flexibility in meeting financing needs.

Independent advisors ACS have reported successes in pre-selling acquisition targets on the idea of accepting their client’s shares.  In virtually every transaction ACS has been involved with over the past 25 years, the final tax position of the seller has ultimately governed the final structure of a transaction.  Using ADRs may provide the seller with a tax effective vehicle for achieving liquidity, while paying dividends on an ongoing basis.  UK acquirers are advised to attend initial meetings with U.S. sellers well prepared with copies of their annual report and accounts, as well as any independent brokerage reports. 

Of key importance is the ability of the buyer to avoid an auction.  Once a target company has been put into play, independent advisors to the seller will often counsel the sale “to the highest bidder.”  Using ADRs and presenting the transaction as a strategic merger can often derail the auction process.  While an auction could potentially result in a higher selling price, the net-after-tax proceeds actually realized may be significantly lower than a negotiated transaction structured using ADRs.

According to specialists at international accountants BDO Seidman LLP, who have been working with UK clients who have issued ADRs as acquisition compensation since the 1980s, while at first the idea of using ADRs to finance an American acquisition may appear to be overly complex and costly, in practice the technique has proven to be relatively simple to execute by those foresighted enough to explore the avenue.
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