
Spin it to win it

W hen Carl Icahn is on a roll, the veteran activist doesn’t like to leave 

the table early. So when the internet auction site eBay, which Icahn 

had successfully called on the previous year to spin-off PayPal, 

reached out to ask for advice, he had plenty. 

What began as a conversation about the corporate governance of the new 

company, which is expected to list in 2015, has developed into a crusade. 

Shortly after announcing that PayPal would not have a staggered board, or 

ban shareholders from requisitioning a meeting, or adopt a poison pill with a 

threshold of less than 20%, Icahn wrote to the CEO of Gannett, a publishing 

company he pressed to spin-off its newspaper business in 2014. His list of 

demands was essentially the same as the agreement he had reached with 

eBay. By the end of January, a third company, Manitowoc, said that it would 

subscribe to Icahn’s list of demands.

Writing on his website, The Shareholders’ Square Table, Icahn said of the 

Manitowoc deal, “Unlike at so many other companies, SpinCo shareholders 

will truly have a say in what happens at the company they own, including the 

ability to decide for themselves whether to accept an offer if one is made.” 

Here, in one sentence, was the nub of Icahn’s move. The corporate governance 

reforms sought by Icahn amount to stripping the six companies that will emerge 

from the divisions of eBay, Gannett and Manitowoc, of takeover defenses that 

will make it difficult for a hostile bidder to gain control. Manitowoc’s SpinCo 

and PayPal will also opt out of section 203 of Delaware’s corporate law code, 

which prevents hostile bidders from taking a large position in a stock and then 

launching a tender.
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Carl Icahn isn’t alone in his preference 

for spin-off transactions that leave either 

part of the business vulnerable to hostile 

bidders. Trian Partners referenced 

the PayPal agreement in its critique 

of DuPont’s spin-off of chemicals 

unit Chemours, and Sandell Asset 

Management recently told the board 

of JDS Uniphase that the company’s 

commercial lasers unit CCOP, which 

is being spun-off, should not have a 

staggered board or poison pill. “We 

believe the board must ensure that 

the CCOP entity conforms to the best 

of corporate governance practices 

and does not contain any entrenching 

mechanisms,” the fund’s CEO, Tom 

Sandell, wrote in February. The entity 

is an acquisition target, he added, and 

should not prevent shareholders from 

having their say over any potential offer.

Spin-offs gaining ground

Encouraging corporations to divest 

non-core businesses has been a 

popular strategy for activists since the 

financial crisis. At least two bankers 

interviewed by Activist Insight for this 

report dated the trend to Bill Ackman’s 

push for Fortune Brands’ spin-off of 

Beam in 2010. But the tactic is still 

fairly rare. Of the 39 successful activist 

campaigns for divestments since 2010, 

only 16 have resulted in actual spin-

offs. And corporations themselves are 

more keenly aware of the benefits. An 

analysis by The Edge Consulting Group 

and Deloitte suggested that 38 spin-off 

transactions  were completed in the US 

in 2014, the same as in 2012 and 2013 

combined (elsewhere in the world, spin-

offs transactions have slowed since 

2010).

A spin-off, essentially a tax-free 

distribution of shares in a wholly owned 

subsidiary (“SpinCo”) to shareholders 

of a listed corporation (“the ParentCo”), 

can prove a useful strategy for creating 

value. According to the Edge/Deloitte 

survey, separate units have better focus 

and are easier for investors to value. The 

study said ParentCos tend to generate 

an average return of 14% one year after 

the demerger and 28% after two years. 

SpinCos do even better, returning 22% 

after one year and 48% after two years. 

Betting on a buyer

One way of creating value is for the 

ParentCo to generate cash by borrowing 

heavily and loading the debt onto the 

SpinCo. Shareholders get a premium 

if the new stock performs well or is 

acquired at a premium, and services 

agreements mean the ParentCo and 

SpinCo can share costs or office space 

for years to reduce expenditure. In 

many cases, one or other party to the 

transaction attracts a takeover bid.

Naturally, there are limits to post-spin 

transactions in order to avoid a total loss 

of cash, which is usually levied on the 

sale of assets between corporations. 

According to the M&A handbook of 

New York law firm Wachtell, Lipton, 

Rosen & Katz, a takeover of either the 

SpinCo or ParentCo within two years of 

the demerger can preserve the tax-free 

nature of the spin-off when there have 

been no “substantial negotiations” in 

the two years prior to the spin-off being 

completed. “Substantial negotiations 

generally require discussions of 

significant economic terms,” it says.

Geoff Sorbello, a Senior Vice President 

in the Activism Advisory Practice at 

investment bank Houlihan Lokey, 

is cautious on whether the trend of 

announced spin-offs will continue 

as strongly in the near future. “There 

are a number of public companies 

with disparate businesses that don’t 

necessarily have synergies or cross 

selling opportunities,” he says. “The 

question is whether the low-hanging fruit 

is still there.  An ever shifting a shifting 

market means the break-up analysis 

often changes.” The fate of SpinCos is 

often dependent on the changes in each 

industries’ unique valuation, rather than 

internal factors, he points out.

Activists to the fore

Even so, activists are unlikely to stop 

pushing for spin-offs. Robert Willens, a 

tax expert formerly of Lehman Brothers, 

is widely regarded as the expert on the 

topic: “There does seem to be more 

agitation on the part of activists for 

spin-offs; and also for the removal of 

takeover defenses for Spin Co,” he says. 

The reason is that “activists realize that 

the myth of the ‘two year embargo’ on 

sales of spun-off corporations (or for that 

matter parent corporations) is indeed a 

myth.

According to a study by The Edge 

Consulting, most SpinCos outperform 

ParentCos. However, activists tend to 

prefer the Parent (see infographics on 

p23).

Source: The Edge Consulting Group & 

Deloitte
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SpinCos themselves are starting to 

be seen as increasingly vulnerable to 

activism. Peter Michelsen, a Partner 

at specialist consultancy CamberView 

Partners and former Goldman Sachs 

banker, says that the turnover in 

ownership following a separation can 

make both sides more vulnerable to 

activism. Passive investors typically sell 

the stock if it no longer meets the criteria 

for their funds and event-driven traders 

who often favor activists move in, he 

says.

Daniel Kerstein, an investment banker 

at Barclays who often represents 

corporations faced with activism, is 

not surprised that activists have picked 

up on the governance of SpinCos 

as a theme. “Tech companies, for 

example, have put in place structures 

that protect their leaderships, and non-

tech companies probably look at that 

longingly,” he says. Today’s M&A climate 

makes the saleability of the SpinCo more 

of an issue than in previous years, when 

potential acquirers were more cautious.

Staying off rogues’ wall

Previously, it had been thought that 

takeover defenses meant fewer bids 

but higher premiums for corporations, 

but recent research is more ambiguous. 

According to Charles Wang of the 

Harvard Business School, a 2013 study 

he authored with Alma Cohen suggested 

that any beneficial effect of staggered 

boards on takeover premiums was 

swamped by their discouragement of 

bids and disincentives for management. 

Institutional investors, faced with 

ever more pressure to improve their 

returns, have become more militant 

about shareholder-friendly corporate 

governance. Michelsen says that even 

when there isn’t an activist in the stock, 

people on the SpinCo side “prefer 

tempering defenses so they don’t have 

to live through being a poster child for old 

school corporate governance agitation.” 

Advisers often tell SpinCo management 

that they only have one chance to put in 

structural defenses, Michelsen says, but 

shareholders don’t buy comparisons to 

initial public offerings, when investors 

can price the impact of takeover 

defenses rather than having the stock 

dumped on them.

Fuel to the fire

That means corporations can expect 

to experience more agitation over the 

governance they prescribe for SpinCos. 

According to an article by Stephen 

Glover, a Partner at law firm Gibson Dunn, 

teams working on spin-off transactions 

have plenty of other decisions to make, 

and often replicate the governance 

of the ParentCo. That doesn’t always 

make sense, because the SpinCo will 

address very different issues, he says. 

Proxy voting advisers, such as ISS and 

Glass Lewis, are tightening up their 

attitudes to provisions adopted without 

shareholder approval or a clear timeline 

for a shareholder vote, even before initial 

public offerings. This is especially true of 

poison pills adopted without a “sunset 

clause”, or expiration date.

Going forward, Glover thinks 

corporations will have to think more 

carefully about how they structure spin-

off transactions. In examples where the 

SpinCo and ParentCo expect to share 

certain business services, directors 

likely to serve on both boards should 

be insulated from the decision-making 

process. Transactions will proceed 

more smoothly if the deal team starts 

work with a clear understanding of its 

corporate governance vision, he adds.

The willingness of large and influential 

activists to take the issue of SpinCo 

corporate governance suggests that it will 

not evaporate soon. As Icahn has written, 

“Obviously the directors have every right 

to, and should, advise shareholders not 

to accept an offer which they believe 

undervalues the company. But in the 

end it should be the shareholders’ 

decision.” That argument appears to be 

gaining weight, as evidenced by battles 

at Darden Restaurants or Allergan last 

year that provoked an outcry in favor 

of shareholders being given a vote. 

With Icahn getting his way at Gannett 

just before this article went to press, 

others will be tempted to try their luck. 

If he keeps winning, others may join his 

table. 
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With one exception, the number of spin-offs completed in the US has continued to 

rise each year. This year may see fewer spin-offs but a higher Dollar volume, given 

Yahoo’s plan to spin-off its stake in Alibaba.

                             Source: The Edge Consulting Group & Deloitte
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