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New idea – special situation (and
one quick positioning update)
OCTOBER 18, 2022  / PUPPYEH / EDIT

Amidst much hand-wringing and general angst at the state of the market, I am still

Ønding plenty to do in speciØc pockets. Corporate debt is rapidly becoming an

interesting investment arena again (and is a topic I hope to return to with some active

recommendations in the near-future, provided I can Ønd some tradeable opportunities

for retail/IB-trading clients, which represent basically all my subs); but special

situations remains the gift that keeps on offering up actionable, short-duration,

asymmetric opportunities. It is to this arena we return today – this time in Europe, to a

particularly beaten-down, misunderstood name in Spain.

Mediaset Espana (Madrid: TL5) – last price 2.55 –

780mm EUR market cap, $500-750k ADV

Thesis summary: Mediaset Espana (hereafter ‘ME’) trades at <1x EV/FCF and will likely

be taken out by its majority 83% owner, MediaForEurope, within the next three or four

months. An imminent rule change on European cross-border mergers/absorptions,

slated to go into effect at the end of January, would likely make any subsequent

absorption much more expensive for MFE, informing the near-term opportunity to

acquire minorities as soon as possible (I believe from as early as January 1st next year.

MFE recently bid in a voluntary tender for the shares at a price implying 4.15 EUR at
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close; previously (in 2019) they had been willing to offer as much as 6.54 EUR in cash,

for the same shares in ME. Today, ME shares trade at 2.5, and a miserly earnings

multiple, as the market remains unconvinced a second offer will come and/or that MFE

will treat minorities even close to fairly. Despite the inadequate protections for

minorities in Spain, my view is different, and I think the incentives for MFE to get this

done are strong, given the massive net cash at ME versus net debt at MFE’s Italian

operations; and the imminent rule change just mentioned. All in all I see the opportunity

to earn 40-60% upside, base case, with a near-term, idiosyncratic delisting catalyst

probably only more likely if current market conditions remain tough or get tougher in the

next couple of months.

Business background

Mediaset Espana is a Spanish media company, known for its free-to-air broadcast

channels Telecinco (‘TV 5’) and Cuatro (‘Four’), as well as an in-house production

company. Whilst beset by all the typical challenges of other linear/traditional media

companies (competition with unbundled streaming services, etc), the Spanish TV

market is basically a duopoly between ME and Atresmedia, with both companies

commanding around a 40% share of the TV ad market and the rest being split by

smaller players:

This concentrated market structure has supported pricing and resulted in much better

recent proØtability than other structurally-challenged TV markets. Witness the

remarkable consistency of ME’s Ønancial performance despite the ongoing secular

challenges over the last Øve years:
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Importantly, despite the ever-increasing need to grow content spend in a streaming

world, cash Ùow has been pretty consistent over this period as well, basically mirroring

EBIT, give or take:

No doubt there is economic sensitivity in this business, and I am not arguing that

heading into 4Q and 2023 the numbers will not deteriorate. But even looking at prior

recessionary periods in Spain, this business performed pretty admirably: in 2008-

2010, the business still put up 85mm in EBIT in its trough year (2009), generating a

similar amount of FCF:
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Still, like most all Raper Capital special situation ideas, this is not at all a call on the

business – for I believe it is highly unlikely ME is still listed by the time we get a true

look at how it performs through the coming European/Spanish recession. Instead I

think the setup here is perfect for a near-term takeout by the majority shareholder,

MediaforEurope (MFE), the Italian holding company controlled by Silvio Berlusconi.

A little history: the Ørst cross-border merger

attempt fails

In order to get up to speed we need to take a quick spin through the history of ME and

its relationship with MFE, formerly known as Mediaset Italia. Berlusconi has been a

dominant investor in ME since its founding in 1989 as a different corporate entity

(Gestevision Telecinco), at which time he owned 25%. After merging with Cuatro in

2009 and going through a number of other restructurings, Berlusconi’s listed Italian

entity, Mediaset Italia, owned ~52% in 2019, when he tried to do a ‘Cross-border Merger’

of the Spanish entity (see here).

Cross-border mergers or absorptions are a small and under-covered area of the

merger arena that until recently I was not at all familiar with. They are an option

available only to entities where the parent/holding company already has a controlling

stake and board control, and are designed to allow international corporations the

beneØts of restructuring and reorganizing their subsidiaries across different borders

(in this case, an Italian parent entity to consolidate and restructure its Spanish assets).

By 2019, Mediaset Italia had decided to pursue a pan-European consolidation project,

in the name of operational and purchasing synergies, in an effort to compete with the

likes of NetÙix in the streaming and content markets. As they described in the offering

circular from 2019:
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I have highlighted a couple of points I feel are important, and that we shall discuss

subsequently; it is important to note that Mediaset Espana holds a huge stake in

Prosieben (a German media company) with signiØcant strategic value, and also that

MFE thought they would get 100-110mm in synergies from the merger, ultimately,

over the next four years (a huge number in the context of combined proØtability).

But more than the transaction beneØts, we need to understand exactly what happened

in 2019. Back then, Vivendi was a signiØcant minority shareholder in the Italian entity,

at 25%, and had been having a back-and-forth war of sorts with Berlusconi over a

number of issues (see here, and here, for example). Since the 2019 merger involved the

creation of a new Dutch-domiciled entity and the cancellation of the Italian-domiciled

Mediaset Italia (in addition to the absorption of the Spanish subsidiary), it gave any

Mediaset Italia shareholders the right to dissent, and, if they so desired, withdraw at a

determined ‘withdrawal right price’. See this section of the proxy:

Vivendi did NOT exercise their withdrawal rights at the time, but nevertheless

effectively BLOCKED the merger/absorption transaction by alleging corporate

governance irregularities and suing Mediaset Italia in court – since the vote would

have required 75% approval of all Mediaset Italia shareholders, this was enough to

effectively kill the transaction and so it did not proceed.

Nevertheless, it is worth considering what would have happened to ME shareholders

back in 2019, had the merger gone ahead. As the proxy states, ME shareholders would

either have gotten 2.33 shares of NewCo (the Dutch Entity) per ME share; or 6.544

EUR in cash (being the 3mo VWAP price of ME shares leading up to the offer):

Still, the deal failed, due to Vivendi’s machinations, and the situation lay dormant for a

few years, until…

Round 2: MFE tenders for ME in mid-2022
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MFE – now incorporated in Holland but with an Italian listing – came back to try to

take out all the minorities in mid-2022, lobbing a tender offer (that is, NOT a cross-

border merger absorption), offering 4.5 newly issued A shares, along with 2.16 EUR

per share in cash, for each ME share. The offer was accepted by 61% of minority

holders in early July, taking MFE’s ownership to 83% – enough to pass any special

resolution (requiring 75% of votes), but NOT enough to squeeze out minorities (need

90% in Spain), which is the status quo where we sit today.

Before discussing the implications of this prior offer and where we go from here, it is

worth considering how and why MFE went for this move as opposed to another cross-

border merger attempt. MFE brokered a peace deal with Vivendi in mid-2021,

resolving all outstanding legal issues and paving the way for Vivendi to sell down its

shares in a staggered fashion, which would have cleared the way for another cross-

border merger attempt; but perhaps the emergence of some upset minorities in the

register persuaded them to go for a typical voluntary tender instead.

There were a few peculiarities about the tender just conducted. For example, the

original consideration was just 1.85 EUR per share cash and 4.5 new A shares; this was

later bumped to the Ønal consideration (2.16 EUR cash plus the 4.5 new A shares) to

secure ME management’s approval of the transaction (perhaps the give the transaction

an appearance of good governance or due process). Note, however, that because the

tender was ‘voluntary’ under Spanish law, no fairness opinion was required or provided

(!):

MFE portrayed the Ønal consideration as an implied 5.91 EUR per share, based on the

average price in the quarter preceding the announced transaction, and thus a

‘generous’ 37% premium:

However due to the ongoing meltdown in European stocks (and perhaps disgust at the

terms of this non-arm’s-length transaction), by the time the deal closed on July 1, MFE

A shares had declined to 44c, implying a transaction value per ME share of 4.15 EUR.

Keep in mind that today’s implied transaction value, on identical terms, is 3.52 EUR:
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Putting aside the disparity between realized price, offered price, and intrinsic value of

the ME share (which we shall discuss), the bid made clear two things 1) MFE REALLY

wanted to fully own ME; and 2) they were being quite strategic regarding how they

acquired the shares. The second point is self-evident (witness the mostly stock

consideration along with the lack of fairness opinion dictated by the voluntary nature

of the tender, exploiting a loophole in Spanish law). But the Ørst point is pretty clear

too: within the deal docs, MFE made no secret about their desire to move for a squeeze

out if they got to 90%, to wit:

Thus at this juncture I think it is safe to conclude that MFE remains as interested in

ever in fully consolidating 100% of ME – and perhaps now more than ever.

ME is as cheap as it has ever been, under 1x

EV/FCF!

Beyond the purported strategic rationale re cost synergies, greater purchasing

power/scale, and the like, the underlying Ønancial logic of the transaction is

overwhelming: MFE is extremely levered, whilst ME is massively net cash. ME has

350mm of net cash on balance sheet (as of June’22), along with a Prosieben stake

worth close enough to 300mm – implying the heretofore very consistent 200mm+ of

FCF from the operating ME business is being valued by the market at under 150mm!!
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Meanwhile the consolidated MFE accounts show a net debt position of 631mm,

implying a net debt position at the Italian entity of close to 1bn EUR…
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…all whilst Italian earnings power appears to be collapsing…

…and even as the Spanish business has remained quite resilient:
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Compounding this problem is the fact that MFE continues to buy back its own stock,

and is paying a dividend; whereas the Spanish entity is simply hoarding its cash (no

doubt to be subsumed by the Italian entity once it is fully gobbled up). If we were to

believe that a European recession will only further hurt the proØtability of both

businesses but particularly the Italian entity – recalling that Italy is much more short

energy than Spain; is in a much more precarious political situation; and has much wider

risk spreads in its sovereign market – then the urgency for MFE to get full access to

ME’s cash, as soon as possible, becomes only more paramount.

Summarizing the setup and what could happen

next

As it stands, then, ME stock is trading at 2.55 despite multiple offers, of various stripes,

valuing those same shares at anywhere from 3.5-4.15 EUR a couple of months ago, to

as high at 6.5 EUR a couple of years ago. The standalone valuation of ME today is

borderline criminal at under 1x EV/FCF, with 75% of the market cap in cash and readily

realizable listed investments. Moreover we have a highly motivated parent acquiror

who has, as recently as July, tried to acquire the whole thing and in recent earnings

calls basically reiterated its desire to fully delist and control 100% of the entity as soon

as they are able:

The ‘cooling off period’ refers toa Spanish regulation whereby MFE cannot further

increase their stake, by any means, for six months after the last bid concluded. Since

this occurred on July 1, 2022, this would imply early January would open up the

window for a further initiative to take the remaining 17% of the company.

The question is, of course, what form the next bid could take and how can we extract

something closer to fair value? I believe MFE is much more likely to go for another

cross-border merger absorption, simply because a) since they now control >75%, there

is no legal mechanism for minority shareholders to block this form of transaction; and

2) there is an already-mandated change in EU Directives regarding such cross-border

mergers, giving minorities the right to arbitration on valuation fairness, that is slated to go
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live on January 31, 2023 – meaning MFE would be highly incentivized to act before

then to achieve as cheap a price as possible on the consolidation. Here is the relevant

EU Directive on the matter; the important section referring to price arbitration for

minorities is the below:

If we assume MFE looks to wrap this up as soon as possible in early January, they

would then come up with some kind of exchange ratio for the share swap, and be

legally mandated to only offer 3month VWAP as the ‘withdrawal price’ for

shareholders who wanted cash instead of MFE shares as compensation for the bid (this

is the current minimum price as dictated by Spanish law as it stands today). That is to

say, if MFE proceeds with the transaction under these terms, BEFORE the new EU

rules go into effect, we are potentially looking at getting only 3mo VWAP as our ‘cash

out’ price in January next year. On the face of it, that’s the bad news.

And yet, this situation still really appeals to me, and I think we are in a very asymmetric

setup as it stands, for a few reasons. Obviously, even if we were to receive simply 3mo

VWAP today (which is around 3 EUR), we would still earn a solid positive return. But

there are other considerations at play too. ME may be a controlled company and legally

Spain may be a sub-optimal jurisdiction for minorities (given the state of play as I see it)

– but the fact remains, MFE made a bid at 4.15 (effectively) in July, that they marketed

at 5.9 EUR at the time – and even that bid on identical share swap terms is worth 3.52

EUR today (disregarding the 100mm of FCF that ME has generated in the last two

quarters). But even the lower of these numbers is so considerably above current

trading prices that I believe ME directors would have a very hard time signing off on

something so much lower than this, in the space of a few months.

Indeed, in the context of minority takeouts, it would HIGHLY UNUSUAL for a

theoretically independent board to endorse a transaction at this price – especially in

the context of underlying business performance (better in Spain, worse in Italy); and

intrinsic valuation (under 1x FCF). Moreover Spain enacted a number of rules to

prevent minority abuse during the pandemic, see here for example – and whilst this

transaction would NOT fall under the same rubric of a voluntary tender, nevertheless it

taps directly into the same issue (majority owners stealing value from minorities) and

thus would be fertile grounds for public debate.

These are not idle issues – and particularly not for MFE, which would seek to maintain

a Spanish listing on the Borsa (as they suggested they would in the recent Offer

Document as well as the 2019 merger attempt), and presumably good relations with

the CMMV (Spanish regulator) and local capital markets. Moreover, we should

remember that the cost to MFE of paying some acceptable consideration – call it 4-4.5

EUR cash – on the tiny minority slice remaining is basically de minimis against the pro-

forma cash they would gain access to. For example, and considering the Prosieben

stake as cash-like, for the moment, if they were to move to 100% ownership, MFE

would gain unfettered access to ~650mm EUR of cash and investments, versus a potential

incremental cash out to minorities, assuming a 4 EUR Ønal price versus a 3 EUR theoretical

minimum required price, of only 53mm EUR (because there are 53mm minority shares
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outstanding today). This strikes me as a fairly small amount of leakage, and to be clear, I

would still vigorously protest a transaction at 4 EUR given the underlying valuation.

But it demonstrates, I believe, how small the incremental amount of cash being granted

to minorities could still generate huge upside excess returns to us (as minorities) in this

scenario.

The activist angle is open to us

It goes without saying that this dialogue on valuation and fair compensation will not

happen behind closed doors or absent some form of public examination. I of course

have a substantial position here, and given the obvious similarities to the Hunter

Douglas case, I am fully able and willing to agitate for the best possible outcome for

minorities should a transaction be presented that is grossly inadequate. But I would

also highlight that a number of other activists, or pseudo-activist voices appear to be

on the register too. For example, Polygon – no stranger to activism in Europe in these

kinds of minority take-out situations – owns 1% of the company and is one of the

largest minorities left involved. I would assume a takeout at prices akin to 0.6x FCF

would engender a huge amount of opprobrium, in the public domain, from Polygon, as

well as other hedge funds still on the register.

Again – this is not to say this is the world’s best business, nor is it one I wish to

underwrite for the medium-term. But the incentives regarding a full takeover in the

very near-term seem quite clear, and despite the potential for some minority abuse, I

still think it is Øendishly, Øendishly hard to lose money from here. Instead I see a base

case return of something like 40-60% over the next 3-5 months as quite likely,

especially once portions of the Ùoat have rotated into like-minded hands, and thus am

quite excited about the upside/downside skew from current levels. So, I am adding it to

the events book here.

Quick positioning note on Twitter

No change to my over-arching view that this deal is highly likely to close by Oct 28, but

for full disclosure I did close my Oct/Nov $40/48 risk reversal, by selling the Nov $48

calls at $5.1 yesterday (note that the Oct puts had already expired worthless). Nothing

has changed in my view, I am simply slightly uncomfortable with risking so much

premium in the event I am wrong and we have to go back to trial as these November

calls would likely lose a big chunk of value in that scenario even if Twitter ultimately

prevailed in court (it would simply not get decided in time for me to cash in the

November expiry). Still, this trade generated a huge excess return (basically a 10-

bagger) and I maintain a gargantuan position in the common stock and some longer-

dated calls. Fingers crossed for the next week or so!

Disclosure: long TL5.MC, TWTR, and TWTR calls of various strikes (Dec and Jan expiry)
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