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MARKET REVIEW

Both equity and fixed income markets bounced around in 
the first quarter of 2023, with swings in expectations around 
Federal Reserve policy dominating financial headlines. The 
sudden collapse of Silicon Valley Bank (SVB) and Signature 
Bank raised broad concerns that other small and regional 
financial institutions might face similar liquidity issues. 
Amidst that uncertainty, the S&P 500® managed to gain 
7.5%, including dividends, recouping some of 2022’s bear 
market losses, while the 10-year U.S. Treasury yield fell from 
a peak of 4.1% in early March to 3.5% by quarter end. 
Accordingly, the Bloomberg U.S. Aggregate Bond Index 
finished up 2.96%. Even so, capital markets remained 
volatile, uncertain whether the markets can sustain an 
upward trend or if further declines could occur in 2023.

Mergers and acquisitions (M&A) fell to multi-year lows in the 
March quarter as CEOs struggled to cope with macroeconomic 
uncertainty. According to Dealogic, the dollar value of U.S. 
transactions declined 44% from year-earlier levels. Similar 
trends were seen in Europe and Asia Pacific, where M&A 
volume was off 70% and 29% from the same period last 
year. On a global basis, the January-March interval was the 
slowest period for dealmaking in over a decade.

Yet, the trend appears to be turning. Month-over-month 
volumes have been steadily increasing as the year progresses, 
and even the banking crisis does not seem to have had a 
meaningful impact on announcements. In fact, in the three 
weeks following the collapse of SVB, there was a noticeable 
uptick in the number of announced transactions larger than 
$1 billion; there have been 48 $1B+ deals in the last four 
weeks, for a total of 108 $1B+ deals year-to-date.

Major transactions during the quarter included Pfizer Inc.’s 
(PFE.N) $43 billion acquisitions of cancer biotech Seagen 
(SGEN.O), a Silver Lake-led consortium’s $12.5 billion deal 
for software maker Qualtrics International Inc. (XM.O), and 
CVS Health Corp.’s (CVS.N) $10.6 billion takeover of primary 
care provider Oak Street Health Inc., to name a few.

A few weeks do not make a trend, but there are good reasons 
why companies are beginning to revive takeover plans. At the 
top of the list is the gradual return of confidence in corporate 
boardrooms.

As management teams shift their focus again to the future, 
they have the opportunity to think strategically about their 
company’s strengths and weaknesses. And for many CEOs, a 
merger, takeover, or other types of corporate reorganization 
may appear to be the best path to enhance shareholder 
value. This is particularly true for companies that expect 
revenue growth to be increasingly difficult to achieve—as 
macro conditions deteriorate—and where corporate cost-
cutting has resumed.

Of course, it takes more than confidence to do deals. 
Would-be acquirers must also have the financial resources 
to pull them off. The news here is equally positive. U.S. 
corporations and private equity firms hold a record amount 
of cash on their balance sheets, and many investment-
grade companies that are less well-endowed can tap credit 
markets to do deals.

Probably the biggest impediment to a more dramatic upturn 
in deal-making at this point is the disconnect between 
buyers and sellers when it comes to pricing transactions; 
however, this, too, seems to be improving. Following any 
period characterized by large swings in equity valuations, it 
is understandable that buyers want to be opportunistic, 
while sellers are determined not to give up their independence 
on the cheap. Stock-market volatility is the scourge of 
investment bankers, and sometimes all it takes for buyers 
and sellers to pull the trigger is some stability in the financial 
markets. We see little reason things should be different now. 
The trend in M&A activity will not be straight up, but we are 
optimistic that deal-making has reached an important 
inflection point, recognizing that increased spread volatility 
is not likely to abate anytime soon.

SPREADS

As of March 31, the average annualized spread widened by 
50 bps to 9.0% from 8.5% at year-end, while the median 
widened to 4.1% from 1.9% over the same 3-month period. 
Spread volatility was driven in part by the high level of 
regulatory / regulator behavior uncertainty, with the average 
spreads reflecting the changing perceptions of non-U.S. 
regulatory risk during the Activision (ATVI)-Microsoft (MSFT) 
and VMWare (VMW)-Broadcom (AVGO) reviews. The deal mix 
has also begun to skew toward those legacy transactions with 
high regulatory risk and timing uncertainty, particularly due 
to deal closures throughout the quarter leading to an adverse 
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deal mix. The mid-quarter banking crisis also added to the mix 
of macro uncertainty, increasing market volatility significantly 
and widening spreads inordinately on transactions even when 
deal risks remained unchanged.  Of course, as we have stated 
numerous times in the past, such volatility presents an 
opportunity in the risk arbitrage space, and investors able to 
ride out such periods often get rewarded for doing so.

Net Annualized spreads (0-50%)

Date Description Average Median

December 31, 2022 Year End 8.5% 1.9%

March 31, 2023 End of Q1 9.0% 4.1%

Note: UBS Merger Monitor. Mergers with an equity value over $400 million involving 
publicly traded U.S. targets. Arbitrage spreads in the table show the average and 
median annualized spreads (net of LIBOR), subject to a floor of 0%.

THE IMPACT OF INTEREST RATES

When talking about spreads, we must look at both ends of 
the equation that drive potential total returns in the merger 
arbitrage market. The risk premium is certainly a key 
component, as discussed above, but probably more important 
is the risk-free rate, or the foundation for which the risk 
premium is added for all transactions.

With rates rising over these many months, it is unsurprising 
to see annualized spreads increasing across the board. But 
when faced with ever-increasing volatility, it becomes 
difficult to assert just how much the risk-free rate has 
impacted the total rates of return offered in new transactions. 
Against that backdrop, we share this example: 

Target Acquirer Deal Terms Expected Close

DCP Midstream Phillips 66 Cash Second quarter 
of 2023

Summary:  Announced January 9, 2023, Phillips 66 PSX, already a 
minority owner, entered an agreement to increase its stake in DCP 
Midstream LP DCP, one of Colorado’s largest oil and gas businesses. 
Phillips 66 will purchase all of the public common units of DCP 
Midstream for $3.8 billion.

Projected Internal Rate Return (IRR) (as of 3/31): ~9%
In a more normalized environment, a deal like this would likely 
have garnered a 3-4% IRR but given heightened volatility and 
overall concern about M&A headwinds, even where concern seems 
unwarranted in this case, this deal has the potential to provide an 
extremely attractive return with very little downside risk. The deal 
is not subject to regulatory review other than the SEC, and there 
appear to be no concerns.

Deals with “wrinkles” tend to offer much higher potential 
returns, along with commensurate downside, an area of the 
market that we feel adept at assessing. Examples include 
VMW/AVGO, ATVI/MSFT, and First Horizon/TD Bank. While 
regulatory hurdles and deal delay are the biggest headwinds 
facing these transactions, we believe that many of them 
have a path to completion as regulators increasingly appear 
to be stretching the boundaries of what may constitute a 
viable theory of harm to consumers. Nevertheless, our focus 
on downside protection and high risk/adjusted returns leads 
us to be more conservative in our positioning. As a result, our 
overall value at risk at the portfolio level is at one of the 
lowest levels we have seen in several years. 

Markets have tested managers like us many times, and our 
longevity is the direct result of staying the course even when 
it seems easier to do something different. We maintain our 
conviction that mitigating drawdowns and minimizing 
portfolio volatility has the potential to provide investors with 
relative performance consistency regardless of market 
cycles. Such perseverance and time-tested discipline can 
help limit the irrational fear/greed extremes that often derail 
the best investment plans. 

While deal confidence has declined due to broader 
macroeconomic uncertainty, our research shows a strong 
pipeline of buyers and sellers. To paraphrase the proverb 
“this [uncertainty] too shall pass,” we remain constructive 
on the long-term prospects for our portfolios going forward. 

Interest Rates and Dry Powder – Borrowing is considerably 
more expensive today than a year ago. However, private 
equity as well as corporations are sitting on record amounts 
of cash, which they will predictably seek to pursue attractive 
corporate opportunities. 

Opportunities in Distressed M&A – We believe, consistent with 
past cycles, the difficult operating environment will drive an 
increase in companies selling themselves entirely or non-core 
assets; some deals will be voluntary, while other companies 
will be forced to raise capital, creating opportunities for buyers 
to expand product lines, services, or supply chains at a 
reduced rate. 

Geopolitics – Manufacturers must mitigate global supply 
chain risks and supplement platforms to boost operational 
resilience to weather production challenges.

Activism – Activists will continue to play a major role in 
scrutinizing companies for efficiencies and proper deployment 
of resources/capital, potentially leading to break-ups and 
other reorganizations. 
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The S&P 500® Index is a free-float market capitalization-weighted index of 500 of the largest U.S. companies. The index is calculated on a total return basis with dividends reinvested. The 
Bloomberg U.S. Aggregate Bond Index measures the U.S. investment grade fixed rate bond market. The index is calculated on a total return basis. The indexes are unmanaged, returns 
do not reflect any fees, expenses, or sales charges, and are not available for direct investment.  

The commentary is the opinion of Westchester Capital Management. This material has been prepared using sources of information generally believed to be reliable; however, its 
accuracy is not guaranteed. Opinions represented are subject to change and should not be considered investment advice or an offer of securities. 

Past performance is no guarantee of future results. 

All investments carry a certain degree of risk, including possible loss of principal.

Mutual Funds, ETFs, and Virtus Global Funds are distributed by VP Distributors, LLC, member FINRA and 
subsidiary of Virtus investment Partners, Inc.
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