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Is it the right time for Merger Arbitrage?

By Philip DiDio

During these unprecedented times, the global pandemic has reinforced the importance of
businesses pooling their assets and resources together to complement their strengths. Whilst
the pandemic has had a negative impact on some sectors, others have benefited, such as e-
commerce websites. As major economies attempt to get back to “normality”, and as
vaccination efforts accelerate across the globe, some of these companies may look to expand
their operations through mergers and acquisitions (M&A).

A common strategy deployed by hedge funds is to buy the shares of the company that is to
be acquired and simultaneously short the acquirer’s stock, also known as merger arbitrage.
The market-neutral profile of such a strategy drastically lowers its correlation with equity
markets and makes it an attractive vehicle for diversifying a traditional equity-bond portfolio.
But how can one assess the merger arbitrage environment and its attractiveness?

Three possible approaches to evaluating the attractiveness of merger arbitrage include:
1. Measure supply and demand and see which way it tilts

Over the first seven months of 2021, merger and acquisition volumes were at their highest
levels ever, at $3.4 trillion. As seen in the chart below, this surpassed the previous year-
to-date high in 2018 by 25%, with North America driving 65% of the overall global M&A
activity. It should be noted, that in the month of July alone, 22% of the global M&A
volumes are attributed to Special Purpose Acquisition Companies (SPACs). This implies the
supply of capital hunting for mergers and acquisition targets has increased over the past
year, translating to a potentially greater universe of deals to implement merger arbitrage
strategies over the shorter term.
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At a sector level, all sectors except Energy have recorded higher M&A deal volumes year-
over-year. As seen below, Technology takes the lead, with nearly $1 trillion in volume and
activity, up more than three times compared to the same period last year. Again, the
increased number of M&A deals across various sectors could indicate more opportunity
within the merger arbitrage space.
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2. Measure pricing of merger spreads vs history

Merger spreads, that is the difference between the current stock price of the target
company and the value offered by an acquirer, are currently showing mixed signals,
reflecting risk and opportunity. As seen below, average annualized spreads over 2021 in
the US have been somewhat average, around 6-8%, compared to historical spreads.
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More recently, spreads have widened since Aon and Willis Tower Watson decided to
terminate their proposed $30 billion combination last month after the U.S. Department
of Justice (Dol), filed a civil lawsuit to block the merger due to fears it would suppress
competition. Although the widening of spreads could indicate higher levels of uncertainty,
this could also point to better potential returns for merger arbitrage.

3. Evaluate riskiness of deals

The riskiness of a merger and acquisition deal is subjective. One measure of deal
complexity is the number of days to completion. Generally, the longer it takes to complete
a deal, the higher the level of perceived risk. As illustrated below, the forecast average
days remaining to completion has fallen over 2021, to an average level comparable to
historical figures. However, this forecast could expand if deals were to encounter new
hurdles/delays.
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In summary, the three indicators of the current merger arbitrage environment provide mixed
signals. M&A activity has increased over the past seven months, with a significant proportion
attributable to SPACS. Spreads have recently widened, although this could be a short-term
trend. Finally, days to completion is at an average level which could imply risk levels and
corresponding rewards are fairly low. However, if we see spreads remain at current levels or
even wider, this could indicate an attractive merger arbitrage environment over the next 6 to
12 months.
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Disclosures

Except where otherwise indicated, the information contained in this presentation is based on matters as they
exist as of the date of preparation of such material and not as of the date of distribution or any future date. This
document does not constitute advice or a recommendation or offer to sell or a solicitation to deal in any security
or financial product. It is provided for information purposes only and on the understanding that the recipient has
sufficient knowledge and experience to be able to understand and make its own evaluation of the proposals and
services described herein, any risks associated therewith and any related legal, tax, accounting or other material
considerations. To the extent that a reader has any questions regarding the applicability of any specific issue
discussed above to their specific portfolio or situation, they are encouraged to consult with the professional
advisor of their choosing, and recipients should not rely on this material in making any future investment decision.

We do not represent that the information contained herein is accurate or complete, and it should not be relied
upon as such. Opinions expressed herein are subject to change without notice. Certain information contained
herein (including any forward-looking statements and economic and market information) has been obtained
from published sources and/or prepared by third parties and in certain cases has not been updated through the
date hereof. While such sources are believed to be reliable, SECOR does not assume any responsibility for the
accuracy or completeness of such information. SECOR does not undertake any obligation to update the
information contained herein as of any future date.

Any illustrative models or investments presented in this document are based on a number of assumptions and
are presented only for the limited purpose of providing a sample illustration. Any sample illustration is inherently
subject to significant business, economic and competitive uncertainties and contingencies, many of which are
beyond SECOR’s control. Any sample illustration may not be reflective of any actual investment purchased, sold,
or recommended for investment by SECOR and are not intended to represent the performance of any investment
made in the past or to be made in the future by any portfolio managed or advised by SECOR. Actual returns may
have no correlation with the sample illustration presented herein, and the sample illustration is not necessarily
indicative of an investment that SECOR will make. It should not be assumed that SECOR’s investment
recommendations in the future will accomplish its goals or will equal the illustration provided herein.

The statements in this presentation, including statements in the present tense, may contain projections or
forward-looking statements regarding future events, targets, intentions or expectations. Due to various risks and
uncertainties, actual events or results may differ materially from those reflected or contemplated in such
forward-looking statements. Past performance is no guarantee of future results. Investments are subject to risk,
including the possible loss of principal. There is no guarantee that projected returns or risk assumptions will be
realized or that an investment strategy will be successful. No representation, warranty or undertaking is made
as to the reasonableness of the assumptions made herein or that all assumptions made herein have been stated.
Different types of investments involve varying degrees of risk, and there can be no assurance that the future
performance of any specific investment, investment strategy, or product made reference to directly or indirectly
in this document, will be profitable, equal any corresponding indicated performance level(s), or be suitable for
your portfolio.



