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Albertsons Kroger Merger: The Best 
Merger Arbitrage Deal In The World

Because I specialize in a unique combination of value equities with an event-driven focus, I never liked the 
merger arbitrage space. It had always seemed to me an area with a too narrow focus and the truth is it is not 
an equity strategy but a cash alternative or fixed-income alternative.

Warren Buffett explains in his annual letters that he participates in only a few deals every year. The reason 
he focuses on a few large deals is not only because of his size limitations but because he prefers to spend 
the bulk of his time on more promising fundamental research. This is the way he looks at it and I think it is a
correct attitude.

BarclayHedge Merger Arbitrage hedge funds index provided an average annual return of about 6.73% for the 
last 26 years since 1997.

Without going into many details of these returns, merger arbitrage strategy probably deserves a certain 
place under the sun.

However, I personally think that the idea of managing a dedicated merger arbitrage strategy or fund or 
portfolio and allocating to this significant resources is not a very attractive proposition. Similar to Warren 
Buffett, I think that these resources can be allocated to much more promising fundamental research.

Recently announced merger between Albertsons and Kroger illustrates this well.

According to Etalon Capital estimates, current merger arbitrage spread on the deal is approximately 41% 
percent. There are many uncertainties such as cash/equity proportion of the payment, the value of the 
spin-off and of course regulatory risk, rising interest rates and inflation, plus a long period required for deal 
completion.

So given all the risks and circumstances, at the end of the day this spread does not look too unreasonable and 
is probably justified, more or less.

This is from the perspective of merger arbitrage investors.

However, if you just expand your focus a little bit and think about this more broadly, from the perspective of 
a fundamental value investor, the picture here is totally different.

If you are buying Albertsons shares now, you essentially invest in the new merged company at a large discount.

But there is more to it.

First, you are investing in the new merged company at an EV/EBITDA (FY 21) valuation multiple of only x4.2 
compared to current multiples of x4.7 and x6 for Albertsons and Kroger, respectively. 
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Second, just the free cash flow of the combined company can be ~$5 bil annually or more, so in the next 
three years, for example, you can get $15 bil in free cash flow or more than 50% of new merged company's 
market capitalization (based on the “discounted” price mentioned above).

Third, there are many upside optionalities such as synergies, growth in revenue and EBITDA due to inflation, 
and also Albertsons real estate for which the company considered sale-leaseback transactions that are still 
possible.

So from the perspective of a fundamental value investor, the picture here is completely different from the 
picture of merger arbitrage investors.

The profit potential for merger arbitrage investors is limited and given many risks and uncertainties even 
highly limited. But for fundamental, value oriented investors it is an open, developing story with significant 
upside potential.
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Disclaimer

Etalon Capital, Inc. ("Etalon") is an independent research provider offering research and consulting services. The research products are for institutional investors 
only. The opinions expressed herein are those of Etalon and should not be construed as investment advice. This report expresses our opinions, which we have 
based upon publicly available facts and evidence collected and analyzed including our understanding of representations made by the companies we analyze. This 
document has been prepared for informational purposes only. This document is not an offer, or the solicitation of an offer, to buy or sell a security or enter into any 
other agreement. We have made every effort to ensure that all information contained herein that supports our opinions is accurate and reliable. All expressions 
of opinion and disclosed positions are subject to change without notice, and we make no representation, express or implied, as to the accuracy, timeliness, 
or completeness of any such opinions and information or with regard to the results to be obtained from its use, and we make no representation that we will 
update any information on this. The price target, if any, contained in this report represents the analyst’s application of a formula to certain metrics derived from 
the actual and estimated future performance of the company. Analysts may use various formulas tailored to the facts and circumstances surrounding a specific 
company to arrive at the price target. Various risk factors may impede the company’s securities from achieving the analyst’s price target, such as an unfavorable 
macroeconomic environment, a failure of the company to perform as expected, the departure of key personnel, or other events or circumstances that cannot be 
reasonably anticipated at the time the price target is calculated. Etalon may change the price target on this company without notice. This report is based on data 
obtained from sources Etalon believes to be reliable; however, Etalon does not guarantee its accuracy and does not purport to be complete. The opinion is as of 
the date of the report unless labeled otherwise and is subject to change without notice. Updates may be provided based on developments and events and as 
otherwise appropriate. Updates may be restricted  based on regulatory requirements or other considerations. Consequently, there should be no assumption that 
updates will be made. Etalon disclaims any warranty of any kind, whether express or implied, as to any matter whatsoever relating to this research report and any 
analysis, discussion, or trade ideas contained herein. This research report is provided on an "as is" basis for use at your own risk, and neither Etalon nor its affiliates 
are liable for any damages or injury resulting from the use of this information. This report should not be construed as advice designed to meet the particular 
investment needs of any investor or as an offer or  solicitation to buy or sell the securities or financial instruments mentioned herein. This report is provided for 
information purposes only and does not represent an offer or solicitation in any jurisdiction where such an offer would be prohibited. Commentary regarding the 
future direction of financial markets is illustrative and is not intended to predict actual results, which may differ substantially from the opinions expressed herein. 
Past performance is not a guide to future performance, future returns are not guaranteed, and a loss of original capital may occur. The analyst who is the author of 
this report does not have a position in shares of the companies that are the subjects of this report. However, Etalon prohibits analysts from trading in a way that is 
inconsistent with opinions expressed in reports (subject to exceptions for unanticipated significant changes in the personal financial circumstances of the analyst). 
All of the views expressed in this research report accurately reflect the research analyst's personal views about any and all of the subject securities or issuers. No 
part of the research analyst's compensation was, is, or will be, directly or indirectly,  related to the specific recommendations or views expressed by the research 
analyst in the subject company of this research report. This report may not be reproduced in part or in whole. Please do not redistribute this report.
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Etalon Capital, Inc. provides independent research with a focus on event-driven value equities to institutional 
investors. Events include M&As, spin-offs, activist investors, IPOs, SPACs, buybacks, recapitalizations, asset 
sales, hedge fund holdings, and other significant corporate transactions. These are diversified by sources of 
risk as well as risk/return profiles. We generate an edge with a unique research process, combining value, 
focus on corporate events, and story investing principles.
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