
Early in 2001 Trilogy successfully acquired Chapters bookstores after a long and hard fought struggle by Gerald Schwartz. The ultimate outcome of the acquisition was the merging of Chapters and indigo books. This business combination was anything but straight and narrow. Chapter’s management did not want to be acquired and tried a lot to prevent the merger. Chapters tried to employ a poison pill defense and when that failed they looked for a white knight to save them. Gerald Schwartz tried just as hard to acquire Chapters. Using what some people might call crude and lowball methods to ensure the purchase of Chapters would go through. This paper will look at the events leading up to Trilogy’s purchase of Chapters books, what happened to the business combination after the acquisition, as well as the implications the business combination had on the industry.


Chapters is a chain of bookstores that was created by Stevenson through the merger of Coles and Smiths books in 1990’s. Prior to the merger Chapters enjoyed a 27% share of the Canadian book market and had 77 big box stores across Canada as well as many Coles and Smith books location in many malls. Heather Reisman was the then CEO of Chapters smaller competitor Indigo books. Indigo enjoyed only a 3% share of the Canadian book market and was significantly smaller than Chapters. In fact Indigo only had 15 stores, many of which were located near or across from current Chapters locations. This leaves some unanswered questions, such as how did the much smaller Indigo merger with Chapters under Indigo’s terms, and on what basis was this decision rationalized? These questions will be answered below.   



Reisman and Stevenson had some bad blood between them. After Stevenson merged Coles and Smith books in the mid 1990’s, Reisman tried to bring Borders Group Inc to Canada. Borders Inc was a US book-selling firm. Stevenson spoke out against allowing Reisman to bring Borders Inc. to Canada. Stevenson’s fight was successful and Reisman was denied the opportunity to bring Borders Inc. to Canada. One of the main reasons is because the Canadian government tries to protect Canadian book culture by not allowing foreign owned book selling firms into Canada. Currently existing Canadian book selling firms are only allowed to have 7% or less foreign ownership. In 1996 Reisman started her own book chain called Indigo books. This would cause more problems between Reisman and Stevenson. This is because Stevenson sued Reisman in that same year. He was accusing her of hiring some his best Chapters staff away from him. In short accusing her of stealing his labour force. Stevenson dropped the suit in 1997. So prior to the Trilogy takeover there were already bad feelings between the two CEO’s. This feud will be useful later when the motivations for the takeover are discussed.  

The Takeover attempt was launched in late 2000. Reisman was the CEO of Indigo a much smaller firm than Chapters was. In order to have a successful takeover bid she needed a bigger company with deep pockets. This is where Gerald Schwartz enters the scene. Gerald Schwartz is a very successful Canadian businessman and proclaimed to be Canada’s best takeover artists. As the CEO of Onex corp. he is no stranger to business and Onex is a larger firm. As the wife of Heather Reisman, he was a very valuable asset to help her in her takeover attempt of Chapters. Reisman and Schwartz formed Trilogy Inc. This corporation was going to be the company that took over Chapters and merged it with its smaller rival Indigo. 


Trilogy launched its bid for chapters on November 28, 2000. The price offered was $63.5 million, or $15/share for 50.1% of the outstanding shares of Chapters. Stevenson rejected the offer outright saying it was an insult. Stevenson claimed that the bid would force some shareholders into thinking that they should sell, in case the stock price were to decrease should the sale of Chapters go through. The bid was also viewed as opportunistic because the value of Chapters shares was plummeting. The shares that were once $36/share had dropped to just $8.62/share 20 before the Trilogy offer. These views were the views of Chapters management who were trying to keep their jobs. 

Gerald Schwartz defended the decision to acquire Chapters sooner rather than later. Schwartz claimed that the falling stock price was due to inefficient management. Management was not making the best decisions for the shareholders and this was reflected in the low stock price. Both Schwartz and Reisman believed that the book selling industry was suffering from overcapacity. Not only were there big box Chapters bookstores in Ontario, but also within a few blocks was an Indigo location. Schwartz and Reisman used these arguments to rationalize their takeover bid. Reisman said that if the merger between Indigo and Chapters was successful she would deal with the overcapacity of the book selling industry by closing a few Chapters locations and make the industry stronger and more profitable. A friend close to Schwartz and Reisman said the couple had sunk a lot of time and money into Indigo, and that they wanted to be rewarded by being the dominant bookseller in Canada. 

These were all valid strategic business reasons to takeover Chapters, and were the reasons that Schwartz used to rationalize the takeover. But there were a few analysts that believed that Reisman was using the power of her husband not only to advance her business, but also to get back at Stevenson and one up him in their personal feud. As was discussed above, Reisman and Stevenson had bitterness towards each other. So although the takeover and merger might be best for Chapters and the industry, there is a chance that Reisman just wanted to takeover Chapters out of spite and that Stevenson was rejecting the bid for the same reason. Stevenson and the rest of Chapters management had some rather concrete reasons for not wanting the takeover. Stevenson would almost for certain lose his job, possibly also some other management as well. 

Chapters was ready for a hostile takeover. Chapters had a line of defense ready. Chapters had a poison pill. If any company bought out Chapters there was a provision that previous stockholders would be granted extra shares, thereby diluting the shares of the entity that took over Chapters. As it turns out Chapters looked for a white knight first before relying on the poison pill strategy. Chapters searched and found Futureshop. Futureshop the electronics retailer was willing to bid for Chapters. Futureshop who had no experience in the book industry wanted to expand their range of items sold. The bid put forward by Futureshop was for $15.80/share for all the shares outstanding. Two problems ensued the Futureshop offer. Futureshops stock price fell by 10% to $7.75, and Trilogy followed the Futureshop offer with a better offer. Trilogy offered $17/share for 70% of outstanding shares. Chapters was now in search of a new white knight. Futureshop was not going be able to save them.

Chapters now had some problems to deal with. Gerald Schwartz was not afraid to play hardball, and Schwartz had a lot of connections. In their quest to find new white knights Chapters ran into a common problem. Most companies were not willing to save Chapters because Schwartz was the one trying to acquire Chapters. Either the companies were afraid to up against Schwartz, or the people in charge knew Schwartz. This problem was worsened because a Canadian bookseller can have 7% foreign ownership; this meant that Chapters could not go outside Canada to find a company to save them from trilogy. 

As mentioned above Schwartz also played hardball. In early 2001 Stevenson oversaw the sale of a Chapters warehouse to chapters. The warehouse was going to be turned into a distribution center, which would cuts costs through employees termination and make Chapters look more profitable. Schwartz claimed the sale was done on the inside and sued Chapters shareholders, because he saw this as the inside sale of a business segment. The suit would later be dropped. Schwartz repeatedly called a pension fund, which happened to be the major shareholder of Chapters with 15% of the shares outstanding. The pension fund saw this as an attempt of intimidation. Schwartz then took a tough stance against the auditors Ernst and Young. Schwartz was willing to sue Ernst and Young if they signed off on Chapters projected earnings and the projected earnings were much higher than the actual earnings. Chapters was going through a financial rut at the time of the takeover and Schwartz wanted to be sure that he was not overpaying for Chapters.

With no white knight willing to save Chapters, and only 24 hours left until the Trilogy bid would expire on February 1, 2001, Chapters management gave up. Chapters Board of directors advised shareholders to accept the Trilogy offer of $17/share for 70% of Chapters shares outstanding. Futureshops offer was acceptable, but did not seem like the best path for Chapters to take. At the same time it seemed inevitable that the Trilogy offer would succeed. The board of Chapters came to this conclusion after the Ontario Securities Commission (OSC) failed to stop the take over bid by Trilogy of Chapters. Chapters argued all day before the OSC that the takeover should be stopped. The OSC panel comprised of four people told the Chapters lawyers that there was nothing wrong with the takeover bid and it would go through. Trilogy on February 1, 2001 was now the owner of Chapters books. Lawyers for Chapters argued that Trilogy engaged in private deal with shareholders to obtain 3% of the company.  Chapters felt that these private deals violated the principle of treating every shareholder equally. Under these circumstances, says Chapters, Trilogy should be obliged to buy the remaining shares outstanding.

Chapters had one defense tactic left. They tried to use their poison pill defense. As could be expected, Trilogy went to the OSC to argue the poison pill defense tactic. The OSC agreed with trilogy and the poison pill was stopped. The OSC felt that poison pills impede economic efficiency, preventing more efficient firms from acquiring less efficient firms. Poison pills serve to help management save themselves, acting in their own best interest rather then in the best interest of the shareholders. The final reason the OSC provided was the poison pill encouraged an unfair transfer of wealth to the takeover target rather than the takeover firm. 

This leaves a lingering question. What if the Futureshop bid had been successful? Industry analysts believe that Chapters would have been worse off. Futureshop had no experience running a book-chain. Although both companies are in the retail business, electronics is a much different industry than bookselling. Futureshop also had a problem on its hands. Bestbuy, a large electronics retailer from the US was coming into Canada. Analysts felt that Futureshop would probably too busy dealing with Bestbuy to bother with Chapters, or vice versa. In either case Futureshops attention might not be focused in the right place, which could impact both the electronics and bookselling industry. Maybe this is what the OSC saw when they denied the poison pill to go through. Poison pills can have this adverse effect. When one company tries to avoid a hostile takeover target with a poison pill, they can often be lead to find an unworthy suitor. Such was the case with Futureshop in this instance.

After acquiring Chapters, Trilogy went right to work trying to merge Indigo with Chapters. The Canadian bureau of competition saw this coming and moved in to put a stop to this merger. Not that the bureau necessarily wanted to prevent the merger, but they wanted to see how the merger would impact competition in the bookselling industry. In other words, the bureau wanted to see if Trilogy had created what could be considered a monopoly. The bureau expected to reach a verdict in ten weeks. Until the verdict was reached, Reisman, who promptly replaced Stevenson as CEO of Chapters, was not allowed to run both Indigo and Chapters. Indigo was put into the hands of a trust until the verdict was reached, while Reisman ran Chapters. 


The last topic leads into the next topic. The publishing industry that supplies booksellers with books was hurting. Prior to the takeover booksellers feared that the two chains would be merged and that prices would soar. Publishers were worried that sales of their products would fall. Also worried were the small independent bookstores that felt that this would create a monopoly. Many independent sellers had trouble competing with Chapters and Indigo. A merger would make it even harder to compete. This was the face that publishers and independent booksellers put on prior to the merger. During and after the merger the case was different.


Chapters had inventory problems. They had too much inventory and nor enough cash. It was not unusual for Chapters to return large amounts of books back to publishers. In fact it is an industry norm. In the book industry, booksellers can return all their unread books they purchased to the publisher for their money back. Most booksellers average around a 15-25% return rate. At one point Chapters was returning 50% of their books. This hurt the publishing industry. After the Christmas season publishers were shocked to find out that truckloads of books were being sent back to them by Chapters. Many publishers had already paid the royalties to the authors. The publishers had basically paid for the books that were being returned by Chapters. The publishing industry was now hurting. Chapters had enough of the market share that their return policy was seriously damaging Canadian publishers. This is why Canadian publishers were hoping for Trilogy to succeed. Reisman had promised to deal with overcapacity issues; as well she knew how to run a profitable bookstore. The publishers believed that the problems would correct themselves as inventories at Chapters became more reasonable and Reisman started to make Chapters profitable again. The publishers put pressure on the government to speed up their decision over the monopoly issue. The quicker the issue was dealt with, the quicker Reisman could make the industry profitable again. At least this is what the publishers believed.  


Reisman kept good to her word. She did deal with overcapacity, unfortunately for the publishers it was by closing 12 big box Chapters stores. She attempted to return the books to their publishers, but the government stepped in and set limits on the amount of books that could be returned.


The final decision of the competition bureau was that Chapters and indigo could merge together, on the condition that Reisman could open no new stores for 24 months. This was not a problem for Reisman who had to deal with overcapacity as well as overstocked inventory problems with Chapters.


What was the aftermath of the merger? When the dust cleared Reisman had success. She tells everyone that it was her husband who acquired Chapters, but it was up to her to make it profitable. Chapters incurred losses in fiscal 2001 of $86 million; this was due in part because the old management under Stevenson was in charge. In 2002 Chapters had suffered a loss of $46 million despite sales had increased 7%. The loss was attributed to a restructuring charge that would not be re-occurring. Finally in 2003 Chapters saw their first profit under Reisman. Chapters made $1.4 million in 2003, proving that bookselling was profitable. Many analysts argue though that many people start bookstores for the love of the books, not the profits. 


The implications of the merger for the industry were good as well. Many publishers have started to rebound after facing financial difficulty. A few small bookshops are saying that their sales are up too. Unfortunately there was one Canadian publisher that was not saved in time. Stoddart Publishing was forced to close its doors. Stoddard’s distributes the books of about 200 publishing houses. They were truing to expand their warehouse at the same time Chapters began sending obscene amounts of books back. It was too much and Stoddard’s had to go out of business.


In the end it seems that the decision by the OSC to deny the use of the poison pill was a good one. Chapters couldn’t merge with Futureshop, which prevented troubles in multiple industries. Also, it allowed Reisman the opportunity to deal with the overcapacity situation as well as large inventory levels. Even know despite all these positives many analysts believe that trilogy overpaid for the chapters stock. As of late 2002 the Indigo stock was valued at only $5.25/share, while Trilogy paid $17/share for Chapters stock. This may reverse itself as the company becomes more profitable. But this fuels the argument that Reisman was out for personal revenge rather than a sound business strategy. There was plenty of evidence of sound business strategy for the merger, such as the ailing industry from over capacity as well as under performing Chapters management. But you never can silence the skeptics. 
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