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224 Fundamental Changes

and public companies.'?” While this divergence berween the UK and U.S. and
continental Europe may be due in part to differences in ownership structure, and
in part to the fact thar mergers are more common on the continent than in the
UK (where business planners favor tender offers???), it surely also reflects a more
basic difference in the permitted transactional flexibility as well as views on the
relative value of judicially-enforced standards on the one hand, and ex anze rules
and decision rights on the other.2?!

Finally, the protection of non-shareholder constituencies in significant corper-
ate actions resembles that offered by corporate governance more generally. As
compared with U.S. law, EC and Japanese law are more protective of creditors,
both in general (through capital maintenance rules) and when firms embark on
mergers and other organic changes. Moreover, not surprisingly, EC law provides
workers with substantially mere protection in mergers and other restructurings

than U.S. law does.

7% See Company Law Review Steering Group. Modern Company Law, For @ Comperirige
Economy, Fenal Report 1281 (2001) (a majoricy of consultces cthoughe it would be inappropriate wa
crcate a broader statutory merger procedure without court supervision for private companies).

0% Of course, the absence of more general merger provisions may also have led to a preference
for tender offers 1n the UK.

201 Unsurprisingly, academics also debate the benefics and determinants of Mergers &
Acquisitions (M&A) activity. See, e.g., Gegor Andrade, Mark Mitchell, and Erik Stafford, New
Euvidence and Perspective on Mergers, 15(2) JournaL oF Economic Peasrectives 103 (2001);
Marina Martynova and Sjoerd Oosring, Tbe Long-Term Operating Performance of Eurgpean Mergers
and Acquisitions, in International Mergers and Acquisitions Activity sinice 1990: Recent Research and
Quantitative Analysis (G. Gregoriou and L. Renneboog (eds.), 2007), ac 79-116.

8
Control Transactions

Paul Davies and Klaus Hopt

8.1 Agency Problems in Control Transactions

8.1.1 Control transactions

In this chapcet we consider the legal strategies for addressing che principal/agent
problems which arise when a person (che acquirer) attempts, through offers to the
company’s shareholders, to acquire sufficient voring shares in a company to give
it control of that company.! The core transaction in this chapter is one between
a third party (the acquirer)* and the company’s shareholders,> whereby the
third party aims to acquire the targer company’s shares to the point where it can
appoint its nominees to the board of that company. This is what we mean in this
chapter by ‘control transactions’. Of course, control may also pass to a new share-
holder or set of shareholders as a result of transactions berween he company and
its shareholders or the investing public {as when a company issues or re-purchases
shares). However, such control transactions involving corporate decisions can be
analysed in the same manner as other corporate decisions, a task we undertake
elsewhere in this book. The absence of a cotporate decision and the presence of a
new actor, in the shape of the acquirer, give the agency problems of control trans-
actions (as defined) a special character which warrants separate treatment in chis
chapter.

! Note that we will use the terms ‘company’ and “corporation’ interchangeably.

? Of course, the acquirer may, and typically will, already be a shareholder of rhe rarger com-
pany, buc it need not be and the relevane rules (other than shareholding disclosure rules) do not
turn on whether ir 1s or not. The bidder may also be or contain the existing management of the
targer company (as in a management buy-out (MBO)). This sicuarion generares significant agency
problems for the shareholders of rhe target company which we address below.

3 More precisely, irs vore-holders. As we see below, addressing effectively both the main sers of
agency problems in this area 1s made more problemaric where voring rights and cash-How righrs in
a company are not proportionarely disttibured.

* The special character of canrrol rransacrions is also reflecred in the increasing number of juris-
dierions which have adopted scts of rules. separace from rherr general company laws, to regulare
them.
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More challenging for analysis is the distinction between shifts in control
through sratutory mergers® and control transactions. In tecms of end result, chere
may not be much difference berween a statutory merger and a friendly cakeover
bid, at leasr where the successful bidder avails icself of a mechanism for the com-
pulsory purchase of non-accepting minorities. However, in terms of the legal
rechniques used to effect the conrrol shift, there is a chasm between che rwo
mechanisms. A merger involves corporate decisions, certainly by the shareholders
and usually by the board as well. Contral transacrions, by concrast, are effected
by private contract between the acquirer and the shareholders individually.
Nevertheless, at least in friendly acquisitions, the acquirer often has a free choice
whether to structure its bid as a contracrual offer or as a merger proposal. This
creates a regulatory dilemma. In some jurisdictions the regulation of takeovers
is confined to control shifts, as defined above.® Others, the minority, adapr the
rules for control shifts and apply chem, at least in patt, to acquisitions through
statutory mergers, on the grounds cthat many of the principles applicable to con-
tractual offers (for example, the equality rules governing the level of the required
consideration, some of the timing rules and even the ‘no frustration’ principle)
can be applied ro concrol shifts by means of statutory metgers. Moreover, not to
do so mighr provide an incentive for acquirecs to structute their offers that way.
Where this latter approach is adopted, the rules on control transactions act as an
additional layer of regulation of the statutory merger, whose significance depends
upon the exrent to which the rules for staturory mergers have not already occu-
pied the regulatory ground.”

Control transactions, not implemented as statutory mergers, may be effected
in a variety of ways which can be used singly or, more likely, in combinarion: via
private treaty with a small number of important shareholders; via purchases of
shares on the market; or by way of a general and public offer to all the sharehold-
ets of the target company. In che case of the public offer it may be eicher ‘friendly’

5 Seesupra74.

¢ Thus, the definition of a rakeover in Art. 2.1(a) of rhe Directive of che European Parliament
and of the Council on wikeover bids (2004/25/EC, Q.. L 142, 30.4.2004—hereafrer ‘“Takeover
Direcrtive’) excludes statutory mergers.

7 Thus, in the UK. the City Code starts from the principle thar the Code applies equally
1o rhe peculiar UK version of rhe starurory merger (the “scheme of artangement’: see supre
7.4). excepr o rhe extent char the statutory merger procedure regulares a parricular issue ar
the nature of the sratutory merger procedinre makes a particular Code provision inapplicable.
(The Panel on Takeovers and Mergers, THE Taxeover Copk (9th ed., 2009) § A3(b) and
Appendix 7—hereafter ‘City Code’). Tlus recently inrroduced Appendix results from che
Panel’s decision further o specify how the Code applies ro mergers in the lighr of the ‘sig-
nificant increase i recent years in the use of schemes of arrangemenr in order ro implement
transactions which ace regulaced by the Code': see Panel Consultation Paper 2007/1. By con-
trasr, the acquisiuon of Bank Austria AG by Bayerische Hypo Vereinsbank was effected by a
merger in order to avoid rhe new Austrian rakeover legislation. Sec 4 NEUE ZEITSCHRIFT FUR
GESELLSCHARTSRECHT 282 (2001).
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(i.e., supported by the management of the targer company) or ‘hostile’ (i.c., made
over the heads of target managemenc to the shareholders of the targer).®

Of the three acquisition methods, the second and third are cleatly facilirated if
the target’s shares are traded on a public market. For this teason, companies with
publicly traded shares are at the centre of atrention in this chapter. In fact, legis-
lation specific to control transactions is usually (though nor always) confined to
companies whose securities are traded on public markets {or some sub-set of these,
such as the top-tier markets).® Not only are hostile bids difficult to organize other
than in relation co publicly traded companies, but also the shareholders’ agency
and coordination problems (discussed below) are less pronounced in closely held
companies. Nevertheless, the control transaction is not fogically confined to such
companies and we make some tefetence to non-traded'® companies as well. In
jurisdictions which rely on general corporate standards, such as fiduciary duties,
rather than rules specific to control transactions, to regulate the behavior of tar-
get management or the target’s controlling shareholders, the application of these
standards to the managements and sharcholders of non-traded companies raises
no difficult boundary questions.!!

8.1.2 Agency and coordination issues

8.1.2.1 Where there are no controlling sharebolders
in the target company

Where there are no controlling shareholders in the rarget company, the main
focus is on the first agency relationship, i.e., chat between the board and the
shareholders as a class. Here, the acquirer’s underlying strategy is likely to focus
on a public offer to all the shareholders, preceded by pre-bid acquisition, through
the market, of as latge a ‘toe-hold’ sharcholding in the target as the acquirer can
manage withour revealing the object of its intended offer. Unlike in the case of the

8 (Ofcourse, the board’s decision whether to recommend an offer, either at the outser or during
the course of an iniually hostile offer, will often be influenced by its estimate of the bidder’s chances
of succeeding wirh a hostile offer. Further, rhe number of concluded deals which remain hostile ro
rhe end is likely ro be small whether or nor the incumbent managemenr s in a position effectively
to block the bid: if ir can, the acquirer will negotiare with it to achieve irs recommendation; if ir
cannor, there is lirtle poinc in rarget managemenr opposition. Thus, it may be difficult to character-
ize a particular bid as “friendly’ or “hostile” but the question of wherher a particular system of rules
Facilitates hostile bids 1s of enormous imporrance. See snfra 8.2.1.

® Thus the Takeover Direcrive applies only to companies whose securiries are traded on a ‘reg-
ulared market’ {Art. 1.1)—normally a top-tier marker. The City Code applies slightly more widely
(to all companies which may offer their shares o the public and even to closely held companies
where there has been somerhing analogous ro a public market in rthe private company’s shares}
(Ciry Code, § A3()).

9 Throughour this hook. corpotations whose shartes do not rrade freely in impersonal markers
are also referred to as “closely held’ companies.

"1 Sec sufre 8.3.1 for a discussion of U.S rules on sales of shares by controlling shareholders ro
loorers.
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company with controlling shareholders, cthe control shift effected by a successful
general offer in this case is not from those who have control (the blockholders) o
the acquirer who wishes to obrain it. Rather, de facto control of the company was
probably in the hands of the target board, so that control shifts from the board of
the target to the (board of the) acquirer. Therefore, there is a disjunction between
the parties to the dealings which bring aboucr the transfer of control (acquirer and
target sharcholders) and the parties to the control shift itself (acquirer and targec
board).

It is precisely chis disjunction which generates the agency issues which need o
be addressed. The control transaction may be wealth-enhancing from the targer
shareholders’ point of view but thteaten the jobs and perquisites of the existing
senior management. The incumbent management of the target may cthus have an
incentive to block such transfers, by exercising their powers of central manage-
ment. They may seek to use those powers to make the target less attractive to a
portential bidder or to prevent the offer being puc to the shareholders. These steps
may take a myriad of forms bur the main categories are: placing a block of che rar-
get’s securities in the hands of persons not likely to accept a hostile bid; structur-
ing the rights of the shareholders and creditors, for example, through poison pills;
and placing straregic assets outside the reach of even a successful bidder.

Alternatively, the transaction may not be wealth-enhancing from the share-
holders’ point of view but the incumbent management may have an incentive
to promote it to the shareholders, because the management stand to gain from
the proposed control shift, either by reaping significant compensation for loss of
office or by being part of the bidding consortium. The control transaction cannot
be effected withour the consent of the shareholders, the transfer of whose secur-
ities is the central mechanism for effecting the shift. However, the incumbent
management may use their influence with the shareholders and their knowledge
of the company to ‘sell’ the offer to its addressees or, in the case of competing
bids, they may use chose factors to favour one bidder over another.

However, the rules governing control shifts need also to deal with a second
martter where shareholdings in the target company are dispersed. This is the
coordination problem of dispersed shareholders as against the acquirer. In par-
ticular, the acquirer may seek to induce shareholders of the target to accept an
offer which is less than optimal. There are a number of ways in which this can be
done,' but in essence they rely on informarion asymmetry or unequal treacment
of the rarget’s shareholders. Moreover, the agency problems of the shareholders as
a class as against the incumbent management may continue even if the latter do
not (or cannot) prevent an offer from being made. This is particularly likely to be
the case where it is in the interests of the incumbent management to promote a
deal berween rhe acquirer and the targer shareholders.

2 Seemfra8.25
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8.1.2.2 Where theve are controlling shareholders'®

Where there is an existing controlling block of shares held by one or a small num-
ber of sharcholders, the acquirer is likely to come to an agreement with the block-
holders first and decide whether, and on what terms, to make a general offer to
the non-controlling shareholders only once such an agreement has been reached.
As between the acquirer and the blockholder, it is likely chat the standard provi-
sions on commercial sales will cope well with any problems likely to arise.

However, the general rules of civil law are not likely to address effectively the
coordination problems as between the acquirer and the non-controlling share-
holders (at least if these are dispersed) nor the agency problems between control-
ling and non-controlling shareholders. The former problem is largely the same
as that discussed in relation to companies with no controlling shareholder.'4 As
to the lacter, the controlling shareholder may engage in rent-seeking by selling
control of the company to an acquirer who will ‘loot’ it; or, simply sell it to an
acquirer who, perhaps for good commercial reasons, will be less respectful of the
interests of non-controlling shareholders rhan the vendor had been. This is par-
ticularly so where the targer, upon acquisition, will become a member of a group
of companies where business opportunities, which the target has been able o
exploit in the past, may be allocated to other group members. The law could seek
to address this problem by focussing on the existing controlling shareholder’s
decision to sell or on the terms upon which the acquirer obrains the controlling
block or upon the subsequent conduct of the affairs of the target by the new
controller. In the last case, reliance will be placed on the general legal strategies
for controlling centralized management, including group law.!? In the first and
second cases, the law is likely to develop rules or standards specific to the control
transaction, though chey may take a wide variery of forms, up to and including
an exit righe for the minority upon a change of control, via a mandatory bid
requirement.!®

8.1.2.3 Agency problems of non-shareholders

Finally, whatever the structure of the target company’s shareholding, agency
issues will arise as berween the acquirer and non-shareholders, especially
employees. In those countries where company law is used to address company/
employee agency issues as a matter of general practice via standing employee or
union representation on the board,!” a control shift effected simply by means of
a transaction between the acquirer and the target sharcholders, thus by-passing
the corporate organ which embodies the principle of employee representation, is

'3 All jurisdictions will face such siruations, even if the typical pattern of shareholdings in com-
panses i chart jurisdicrion s the dispersed one.

" Supra8.1.2.1. 5 See suprad.l.

16 See infra 8.3 17 Seesuprad.2.l.
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tlikely to be regarded with suspicion. Consequently, the strategy of using board
composition rules to address the general agency costs of employees will argue in
favour of the insection of the board into the control shift transaction, usually via
a relatively relaxed regulation of defensive measures on the part the rarget board.
Even where company law is not normally used to address employee agency issues,
the freedom of management to take defensive measures may be seen as a proxy
for rhe protection of the interests of employees and, possibly, other stakeholders,
As we shall see,'® the closeness of the ‘fit’ between the ability of management
to defend itself and the interests of non-shareholder stakeholders is contentious.
Beyond this, regulation of the control transaction, because of its focus on the
acquirer/target shareholder relationship, is unpropitious ground for dealing with
the agency costs of employees, excepr through disclosure of information, which
may be useful to stakeholders generally in the generation of polidcal or social
pressure in response to the offer,'® or through mandatory consultation over the
consequences of the takeover for the employees.

Creditors, as well as employees, may stand to lose out as a result of changes
in the company’s strategy implemented by the acquirer, especially changes in
the company’s risk profile, perhaps arising from the leveraged nature of the bid.
Those most at risk, the long-term lenders, are well placed to protect themselves by
contractual provisions, such as ‘event risk’ covenants in loans.2® Such protections
may not always be fully protective of the creditors, butadopting sub-optimal con-
tractual protection is normally part of the commercial bargain conrained in the
contract. Consequently, the agency costs of creditors are not normally addressed
in concrol-shift rules.®!

8.1.2.4 The nature and scope of control-shift regulation

Many of the agency problems of conrrol transactions are familiar from earlier
chapters of this book. However, they appear in this chapter in a novel context.
A central feature of that context is the tension between a commitment ro the
free transferability of shares and a recognition that sales of shares sufficient to
produce a control shift have consequences for the policies of the company which
would normally call for a decision of either the board or the general meeting (or,
of course, both). This poinr applies as much to rransfers from existing controllirig
shareholders as to transfers of control from the board of the target. Moreover, the
conrrol transaction brings onto the scene a new actor, namely the acquirer, whose

8 Infra 8.5.

' Trade unions and management in some countries may be able ro form an effective, if implicit,
coalition ro oppuse a proposed acquisition.

20 Willlam W. Bratton, Bond Covenants und Crediter Protection, 7 Eurorean BusINESs
Orcanrzation Review 39 especially ac 58ff(2006).

2! Tris sometimes difficult 1o distinguish covenanes whose aim is to protect the lender and chose
which aim to protect target management (‘poison debe’); in fac, both groups may have an interesc
in inserting provisions which make debr repavable upon 2 change of control. However, this poinc
relares ro the agency costs of the sharcholders. not the credirors,
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activities both generate new problems (arising, for example, out of the manner
in which the offer to the shareholders of the target is formulated) and reveal the
traditional agency problems (for example, that berween shareholders and man-
agement of the targer) in a novel and more complicated secting.

A major question which then arises is whether the element of novelty in the
control transaction leads to the fashioning of rules specific to control shifts or
whether the agency and coordination issues inherent in control rransactions can
be handled by the application of the established principles of corporate and secur-
ities law, albeir in this new context. All our jurisdiccions utilize to some degree
both types of approach, bur the balance berween them can vary considerably.
Towards one end of the spectrum stands the law applicable where the target com-
pany is incorporared in Delaware. Although both federal law (in the shape of the
Williams Act)2? and Delaware law {in the shape of rules governing access to the
short-form, squeeze-out merger)?? contain some rules specific to control transac-
tions, the main weight of the rules on control shifts {for example, dealing with
the allocation of decision rights over the offer)** is to be found in the application
to the directors of the target company of the general fiduciary standards govern-
ing board decision-making.

By contrast, in the member states of the European Community rules spe-
cific to control shifts are more important {though not to the complete exclusion
of general rules of corporate and securities law). Thus, the Takeover Directive
lays down an extensive set of rules which is confined to control shifts. Further,
the directive reflects the long-standing leaning rowards extensive control-shift
specific rules in some of the member states, notably France, Iraly, and the UK.
Japan sits somewhat berween these two models, though it is difficult to classify
as its rules are still in a state of development. It has legislation specific to control
shifts,2® but, on the central issue of the allocation of decision rights over the
offer, court-developed general standards applying to directors decisions are still
central.26

The line between a rule specific to conrrol transactions and the application of a
general corporate law principle ro control shifts may be a fine one, especially if the
general principle is applied frequently in the specific conrext and begins to form
a jurisprudence of its own. Nevertheless, it is a significant one. First, the type
of body responsible for the application of the rules is likely to be different. The
application of the body of specific rules is likely to be a task given to a specialized
agency. The Takeover Directive requires member states to ‘designate the author-
ity or authorities competent to supervise bids for the purpose of the rules which

22 1968, 82 Scat. 454, codified at 15 U.S.C. §§ 78mid)—(e) and 78n(d)~{t), adding new §§ 13(d),
13(c), and 14(d)—(f) co the Securities Exchange Actof 1934

25 I 8.4. 2 fuf8.2 3.

25 See Art. 27-2(1)(3) of the Financial Instruments and Exchange Act 2006.

¥ fnfra 8.2.2—coupled in this case with non-binding guidelines issued by the government.
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they make or introduce pursuant to this Directive.’?” This will generally be the
financial markets regulator but may be a specific regulator for takeovers.2 Ty,
application of general corporarte law principles, by conrrast, is likely to be a task
which falls to the courrs, so that che core of control shift regulation in Delaware
is judge-made. Second, as noted,*” specific concrol shift rules tend o apply only
in respecr of rarget companies whose shares are publicly traded, whereas general
principles can be adapred by the courcs for all types of control shift. Third, it hqs
been argued thar the ‘judicialization of US takeover regulation made it easicr
for a pro-management approach to emerge’ because, on the one hand, case law
precedents are telatively free from interest group influence and, on the other, the
courts can decide only the cases which come before them and management (angd
their lawyers) are in a goed pesition to control the flow of litigation and appear
as repeat players before the courts.3® OFf course, this does not mean thac specific
regulation is necessarily pro-shareholder: chat depends on how interest group
pressures play out in any particular case. As we shall see, a variety of patterns of
specific regulation across jurisdicrions can be found.

However, takeover-specific tules do not often address the agency problens
which arise as between the shareholders of the acquiring company and their
board in telation to the decision to acquire the target; and we shall follow thac
lead in this chaprer. This issue is but an example (albeit an important one) of
the general agency problems existing between shareholders (and creditors) and
boards in relation to setting the corporate strategy, which have been fully ana-
lysed in earlier chapters.>! However, it is central to this chapter to consider the
extent to which regulation purportedly designed to address the agency and
coordination costs of zzrget shareholders (both as a class and as non-controlling
shareholders) impacts upon the incentives for potential bidders actually to put
forward an offer.2?

27 Arc 4.1,

28 The former is by far the more common choice but the UK, for largely historical reasons, gives
the supervision of takeavers to a bady (Cicy Panel on Takeovers and Mergers) different from the
general financial marker regulator (Financial Services Aurhority (FSA)).

2% Supra8.1.1.

2 J. Armour and D. Skeel, Who Wrirss the Rudes for Hossle Takeavers, and Wihy?—The Peculiar
86‘/5)73)’6"[” of U.S. and UK. Takeover Regulation, 95 GEORGETOWN Law Journat 1727, 1793

' See supra Chapters 3 and S.

¥ On chis issue in general see Arhanasios Kouloridas. Toe Law ano EconoMics of
T.-\KF,OVERS: AN ACQUIRER'S PERSPECTIVE (2008). The empirical hicerature is vireually unanimous
in concluding thar targer sharcholders caprure neacly all of the gains from takeovers and that the
gains for bidders shareholders are small or non-exisrenr {even negacive for hostile takeovers). See
M. Martynova and L. Renneboog, MrrGERs AN ACQUISITIONS 1N EURODPE (2006} 5.1 and 5.2
.(availat_)le on hrep:/fwww.ssrn.com/abstracr_id=880379)—confirming che U.S. empirical studies
in relnr_lon ro the European takeover wave of 1993 ro 2001. Acquirer sharcbolders thus seem o have
strong incentives to controj their management’s misjudgments in this area.
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8.2 Agency Problems Where There is No
Controlling Shareholder

8.2.1 The decision rights choice: shareholders only or
shareholders and board jointly

The central issue is the extent to which the bidder is provided with access to the
target shareholders to make and maintain an offer for theit shares without the con-
sent of the incumbent management. Theoretically, the available solutions range
from allocating the decision on the control shift exclusively to the shareholders by
depriving the management of any role in the interactions berween acquirer and
rarget shareholders, to designing the control shift decision as a joint one for incum-
bent management and shateholders, as if it were a statutory merger. In the former
case, the shareholdets’ agency problems as against the management are resolved
by terminaring che agency relationship for chis class of decision: the principal is
protected by becoming the decision-maker?? and the principle of free transferabil-
ity of shates is made paramount. In the lacter case, both management and rarget
shareholdets must consent if the control shift is to occur. The acquiret is forced to
negotiate with both groups. The potential gains from the control shift may now
have to be split three ways (acquirer, target shareholders, rarget management)
and, to the extent that cthe benefits to management of cheir continuing control of
the target company exceed any share of the gain from the control shift which the
acquirer is able or willing to allocate to them, fewer control shifts will occur.

8.2.2 The ‘no frustration’ rule

The chaice of vesting the decision on the offer in the sharecholders alone is most
prominently illustrated by the UK Code on Takeovers and Mergers, which, since
its inception in 1968, has contained a ‘no frustcation’ injunction addressed to the
beard of the tatget company. This provides that ‘during the coutse of an offer, or
even before the date of the offer if the board of the offeree company has reason
to believe that a bona fide offer might be imminent, the board must not, without
the approval of the shareholders in general meeting, take any action which may
result in any offer or bona fide possible offer being frustrated or in shareholders
being denied the opportunity to decide on its merits. .. ’3* This is an effects-based
rule, not one dependent on the intentions or motives of the board. Action on the

» Typically, rhe shareholders decermine che fate of the offer by deciding individually whether
ro accept the offer or not, bur in some cases the shareholders’ decision may be a collective one, as
where rhe shareholders decide in a meeting whether w approve che raking of defensive measures by
the incumbent management or where the shareholders vore to remove a board chac will nor redeem
a poison pill. fufre 8.2.2and 8.2.3.

H Rule 211
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part of the incumbent management which might “fruscrate’ an offer an acquirer
wishes to put to the targer shareholders is legitimate under this rule only if the
shareholders themselves, through a collective decision, have approved it, i.c., have
in effect rejected the offer. The ‘no frustration’ rule recognizes thar effeccively
ro implement a strategy of exclusive shareholder decision-making in relation to
public offers requires rules which ensure, not only that sharcholders are free rg
accept offers which are put to them, but also thar offerors are free to pur offers
to the shareholders. In other words, the law must provide entry rules for acquirers
as well as exit rules for shareholders.

The ‘no frustration’ {or ‘board neutrality’)?® rule was proposed by the European
Commission as a central element in the Takeovers Directive, but it proved con-
troversial (especially in Germany) and agreement among the member states wag
possible in the end only on the basis chat it became a rule the member stares
could choose nor to make mandatory in their jurisdictions.?® Nevertheless, the
‘no frustration’ rule became widely adopred in the European Union during the
long process of negotiation over the directive (though notin Germany).?”

It is clear in both the City Code and the directive that shareholder approval
means approval given during the offer period for the specific measures proposed
and not a general authorization given in advance of any particular offer. A weaker
form of the shareholder approval rule is to permit shareholder autherization of
defensive measures in advance of a specific offer. This is a weaker form of the
rule because the choice which the shareholders are making is presented ro them
less sharply than under a post-bid approval rule.”® On the other hand, rendering
pre-bid approval of post-bid defensive measures ineffective makes it more dif-
ficult for shareholders to commit theraselves to handling future offers chrough
board negotiation with the bidder.?® Pre-bid shareholder approval is one way of
legitimizing defensive action in Germany“® and also in Japan. In the latter the

¥ The Communiry-level discussion normally uses the term ‘board neucraliry’ bur we prefer the
term ‘no frustration’ as more accurately indicating che scope of the rule. See infra 8.2.2.1.

3¢ Directive 2004/25/EC, Arts. 9.2 and 12.1. Even if a member stare does noc impose the rule, »
company must be given the nght to opt into the 'no frustration’ rule: Art. 12.2. The same solution
was adopred in relation to the ‘break-chrough rule’ infra 8.3.2.

#7 Commussion of the European Communities, Report oi the impleinentation of the Directive on
Takeover Bids, SEC(2007) 268, February 2007, p.6, indicating that 17 of the 25 member states had
a'no frustration’ rule in place before rhe adoprion of the direcrive.

38 "This point is well caprured in the French terminology which refers ro advance auchorizaton us
approval given ‘4 froid 'and aucherization given after the offer asgiven ‘4 chand”: CfDavid Kershaw,
The lllusion of Imporunce: Reconsidering the UK's Takeover Defence Probibition, 56 INTERNATIONAL
AND CoMraRATIVE Law QUarTERLY 267 (2007), arguing char the ‘no frustration’ rule of the Code
adds licele or nothing to UK company Jaw, bur on the basis chac pre-bid and pose-bid upproval are
functionally equivalent.

* Qun pre-commirment see supra 7.2. For the possible use of pre-bid defensive measures to chis
cnd see infri 8.2.3.

*°$ 33(2) Ubernalnnegesesz. Such permission may be given for periods of up to 18 months by
resolutions requiring che approval of three-quarrers of the shareholders, though the constitution of
a pardiculat company may set more demanding rules. However, spproval may also be given post-
bid by the supervisory bourd withoot shareholder approval (§ 33(1) [F;bermrbmegﬁem, Jast sentence)
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governmental guidelines favor pre-bid approval of defensive action ‘to allow the
shareholders ro make appropriate investment decisions’*! However, court deci-
sions are unclear whether pre-bid approval will always legitimize defensive meas-
ures.®? Like Germany, Japan also contemplates the legality in certain situations
of defensive measures raken by the board unilaterally, and to thar extent the two
countries embrace the joint decision-making model %3

8.2.2.1 No frustrarion, passivity, and competing bids

The ‘no fruseration’ rule, even though it allocates the decision on the acceprance
of the bid to the target shareholders, does nor impase a ‘passivity rule’ on the
incumbent managemenr. There are a number of situations in which the rarget
board, consistently with the ‘no frustration’ rule, may rake action which may sig-
nificantly influence the outcome of the offer. To this extent the board does not
have to be neurral towards the offer. First, incumbent management remains free
ro persuade shareholders to exercise their right of choice in a particular way and,
indeed, in most jurisdictions the target board is required to provide the share-
holders with an opinion on the offer. This recognizes the role of the incumbent
management in addressing the information asymmetry problems of the rarget
shareholders. The question of whether the ‘no frustration’ rule should give way
in a more fundamental sense to the need to address target shareholders’ coordin-
ation problems is addressed below.%*

Second, the management may appeal to the competition authorities to block
the bid, presumably the rationale being thar this is an efficient way of keeping
the public authorities informed about potential competition concerns, whilst the
public interest in competitive markers must trump the private interest of share-
holders in accepting the offer made to them.

Third, rhe rule is usually understood as a negative one and nor as requiring
incumbent management to take steps to facilitate an offer o the shareholders

and so pre-bid approval by shareholders seems unimporrant in practice. See K.J. Hopr, Obsracles
ty corporate restruceuring Observations from a European and German perspective, in M., Tison, F.
De Wulf, C. Van der Elsrand R. Steennot (eds.), PERSPECTIVES IN CoMpaNy Law AND FINANCIAL
REeguLaTiON: Essavs in Honour o EDDY WYMEERSCH, pp. 373-95 (2009).

41 METT and Ministry of Juscice, Guidelines Regarding Tiheover Defense, 27 May 2005, p.2.
These guidelines are not legally binding in rhemselves bur seck ro caprure couct decisions and best
practice.

12 See rhe wacranrs issued as a defensive measure in the recent Bulldog Sance case, which
boch the District and Supreme Courts upheld on the main ground thar the action had been
approved by the shareholders after rhe bid had been taunched and acquirer was treated faidy
in respecr of its pre-bid holdings (if nor in the same manner as the other shareholders of che
targen): S. Osaki. The Bulldog Sauce Takeover Defense, 10 Namura Carrrasn Markers REview
No. 3, 1 (2007).

3 Guidelines, p.3, chough even these should be removable at che will of che sharcholders. For
Germany see supra note 40.

1M See infra8.2.5.
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(excepr in some cases where a facility has already been extended to a rival bidder),
Thus, the no-frustrartion rule is not interpreted as tequiting the rarger manage.
ment to give a potential bidder access to rhe rarget’s books in order t formulage
its offer. In the case of private equity, and even some trade, bidders, this may give
the management of the rarger something approaching a veto over the contro|
transaction or, at least, give it significant negotiating power with the bidder as to
the terms of the offer.#

Moreovet, developments elsewhere in company and securities law may enhance
the possibilities noted in the previous paragraph. Recent developments in
requirements for disclosure of the beneficial ownership of voting shares, although
primarily aimed at the prevention of false markets, in fact help incumbenr man-
agement by increasing the time available to them to prepare the defensive steps
permitted to them. Mosrt jurisdictions now have rules requiring the beneficial
holders of shares in listed companies, whether acting alone or in concerr, w dis-
close thar fact to the company and the marker when certain minimum levels are
exceeded.*¢ The beneficial owner may also be required ro disclose, not just the
fact of the ownership, hur also its intentions in relation to control of the com-
pany.*” Seme jurisdictions employ a further technique and permic the company o
trigger a disclosure obligation. 18

8.2.2.2 White knights and competing bids

Finally, the ‘no frustration” cule does not normally prevent an incumbent man-
agement from seeking to enlarge the shareholders’ choice, for example, by seck-
ing a ‘white knight. Whether or not sought by the incumbent management, a
competing bidder may emerge. This event may seem unproblemaric because it

45 Given rhe leveraged narure of the typical privare equity offer, the acquirer needs to be very
sure about the target’s income-generating potential. Of course, rhe shareholders may pressurize the
board to open the company’s books to rhe potential bidder, even if the management are relucranr ro
do so, bur rhe management do not require shareholder approval to srand pat.

46 Most national laws require disclosure ar the 5% mark. There is also che beginnings of a trend
rowards mandatory disclosure of economic inrerests in shares, whether or not accompanied by an
ownership incerest. See, for example, CSX Corp v. The Children’s Investment Fund (UK) LLP 562
F. Supp 511 (2008) bringing equiry swaps within § 13(d) of rhe Securities Exchange Act 1934:
FivancraL Services AutHority (UK), Disclosure of Contracts for Difference, CP 08/17, Octaber
2008, proposing extended disclosure rules from September 2009. Cfthe acquisicion by Schaeffler
ofan uodisclosed 28% stake in Conrinenral via CfDs before announcing a ralkeover in May 2008;
and the undisclosed increase in che same way of Porsche’s srake in Volkswagen from 43% 10 74%
in Ocroher 2008, which led ro a severe short squeeze in Volkwagen'’s shares, given thar 20% of the
shares were held by the Stare of Saxony and were nor available for sale. See hrep://www.thehedge-
fundjournal.com/research/sj-berwin/fin-alert-rhe-volkswagen-case.pdf.

7§ 13(d) Securiries Exchange Act 1934 (US); Arc, L. 233-7.V1I Code de commerce (France)—
but this additional informarien is required only ar the 10% and 20% levels; Risk Limitation
Act 2008 (Risikobegrenzungsgeserz), again at the 10% level (Germany); Art. 27-23 er seq. of the
Financial Instruments and Exchange Acc 2006 (Japan).

8 Companies Azt 2008, Part 22 (UI)—this is nor tied to any particular level of shareholding
and involves an obligation to respond to the company’s request, in default of which the company
may seek an order from the court suspending the righr to transfer or vote the share.
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appears not to constrain the shareholders’ choices bur rather ro enlarge them. The
wealth-enhancing impact of competing bids as far as targer shareholders are con-
cerned is well established in the empirical literature. However, this may be rrue
in relation to a particular offer, but not in relation to the universe of offers. The
cost associated with rules which facilicate competing bids is that they reduce the
incentives for first offets to be made. First bidders often lose our if a comperiror
emerges, and in thac situation the search and other costs incurted by the first bid-
der will be thrown away. This will discourage first bidders generally and so reduce
the number of offers.# It is thus significant whether the ‘no frustration’ rule per-
mits the seeking of a ‘white knight’ and, more generally, whether orher rules on
the conducr of a bid in fact help or hinder competing bidders.

As Romano has remarked,?° ‘any regulation that delays the consummation of
a hostile [or even a friendly] bid. .. increases the likelihood of an auction by pro-
viding time for another bidder to enter the fray, upon the rarger’s soliciration or
otherwise.” Thus, rules ostensibly aimed at other problems may have a significant
impact on the chances that an alternarive offer will be forchcoming. An example
is rules which require the bid to remain open for a cerrain minimum period of
time (in order rhat shateholders shall not be pressurized into accepting the offer
before they have had a chance to evaluate it). Another is rales, just discussed,
requiring disclosure to the market of the beneficial ownership of shareholdings
above a certain size®' which may give a potential competitor advance warning
thar an offer for a particular target company is likely to be forthcoming.®® If a
competitor does emerge, whether through the actions of the rarger management
or not, its task is facilitated in chose systems which permit acceprors to withdraw
their acceptance of the first offer, unless it has been declared uncenditional, either
for any reason or if a competing offer emerges.”® To the same effect are rules giv-
ing competing bidders equal treacment with the first bidder as far as information
is concerned .

There are a number of techniques which can be used to mitigate che downside
to the first bidder of rules which facilitate compering bids.>> Where the direct-
ors of the potential target judge that it is in the shareholders’ interests thar a bid

3% Frank H. Easterbrook and Daniel R. Fischel, The Praper Role of a Target’s Munagement in
Respanding ro a Tender Offer, 94 Harvarp Law Review 1161 (1981). The debare is examined by
Romano, Roberta Romuno, A Guide to Take-overs: Theary, Evidence and Regulation, in Klaus ].
Hopr and Eddy Wymeersch (eds.), Eurorean Takzovers: Law anD PracTicE 3 (1992) 27-38.

0 fbid ar 28. 31 See supra note 46,

5 Securiries Exchange Act 1934, § 13(d)(1D(C) (US); Arr. L. 233-7VII Commercial Code
(France);

** This is rhe predominanr rule in takeover regularions, cven in the U.S. (sce § 14(d)5 1934
Securities Exchange Actand Rule 14d-7)—though norin rhe UK (Code on Takeovers and Mergers,
Rule 34, allowing withdrawals only more narrowly). The bidder may seek to avoid this rule by
obraining irrevocable acceprances outside the offer (and usually before ir is made}—though the
acceptor may choose to make the acceprance condirional upon no compering bidder emerging.

M fufra8.2.5.1.

3% Tor further analysis see Kouloridas, sizpra note 32, Chs. 6and 7.
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be made for their company and that an offer will noc be forthcoming wichour
some protection against the emergence of a competiror, the ditectors of the tavget
could be permitted to contract not to seek a whice knight.*® More effective from
rhe first offeror’s point of view would be a financial commitment from the targer
company in the form of an ‘inducement fee’ or “break fee’, designed to compen.-
sace the first offeror for the costs incurred if it is defeated by a rival. Such fees are
common in the U.S., but treated with reserve in the UK because of their potential
impacr upon the principle of shareholder decision-making.>” They could be used
to give a substantial advantage to the bidder preferred by the incumbent man-
agement. Finally, the first offeror could be left free to protect itself in the market
by buying shares inexpensively in advance of the publication of the offer, which
shares it can sell at a profit into the competitor’s winning offer if its own offer is
not accepted. Alchough pre-bid purchases of shares in the target (by the offeror)
do not normally fall foul of insider dealing prohibitions,*® rules requiring the
public disclosure of share stakes limir the opportunity to make cheap pre-bid
purchases of the targec's shares.?

Overall, in those jurisdictions which do not permit substantial inducement
fees, the ability of the first bidder o protect itself against the financial conse-
quences of a competitor’s success are limited.

8.2.3 Joint decision-making

Where management is permitted unilaterally to take effective defensive meas-
ures in relation to an offer, rhe process of decision-making becomes in effect a
joint one involving both shareholders and management on the target company's
side. Unless the target board decides not to take defensive measures or to remove
those already implemented, che offer is in practice incapable of acceprance by
the shareholders. Perhaps the best known of such measures is the ‘poison pifl’ or
shareholders’ rights plan, as developed in the United States. Here, the crossing
by an acquirer of a refacively low threshold of ownership triggers rights for tar-
get shareholders in telation to the shares of either the targer or the acquirer, from

% This is the situation in the UK: see Dawson International ple v. Coats Parons plc [1990:
Burrerwortas Company Law Cases 560. Self-interested use of chis power 15 then policed hy
subjecting its exercise to court review Dy reference to the board’s fiduciary duties, Even so, if, dus-
pite the concractual underraking, a compering bidder does emerge, the rarger board may nor con-
tract our of s fiduciary ducy to advise irs shareholders about which bid 1s 1n their interests.

>" They are usually in the 2-5% range in the U.S., whilst rule 21.2 of the City Code sets an
upper limit on inducement fees of 1% of the offer value. It also requires the arrangement to be dis-
closed in the offer document and the offeree board and its financial adviser wo confirm to the Panel
that they believe the inducement fee is in the besr interests of the rarger shareholders.

%5 See, e.g., Recital 29 ro the Directive of the Eutopean Parliament and of the Council on insider
dealing and marker manipulation (2003/6/EC, [2003] O] L 096/16). Details are controversial, f
Klaus j. Hopt, Tukeavers, Secrecy and Conflicts of Ineerests, in Jennifer Payne {ed.), TAxEOVERS IN
EncLiss ano GeErMaN Law 9 {2002) 33, 38-50.

3 See snpra note 46.
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which the acquirer itself is excluded and which render the acquisition of fucther
shares in the targer fruitless or impossibly expensive.$® Whilst the poison pill is
not mandatory, the ease with which it can be adopred by management of poten-
tial targer companies renders it widespread in practice in U.S. companies. It is
also a powerful legal technique, apparenty putring the incumbent management
is 2 position where they can ‘just sav no’ to a potential acquirer.

The success of the poison pill defence depends, it should be nored, not sim-
ply upon its effect on the acquirer but also upon the target managemenr having
power under general company law and the company’s constitution to adopt the
plan containing these contingent rights without the approval of the sharehold-
ers and upon the courts’ holding it not w be a breach of the directors” duries to
adopt or to refuse to remove the plan in the face of a bid. In the absence of these
fearures, a shareholders’ righes plan will not necessarily produce joint decision-
making by shareholders and target management. Thus, although allegedly mod-
elled on the poison pill, the power given to target companiesin the recent French
reforms to issue share warrants does not have by any means the same portential for
management entrenchment. Under the French rules, the decision must be taken
by the shareholders, either themselves to issue the warrants or to authorize man-
agement to do so0; and this decision must be taken during the bid period. Only
if the acquirer's management would not be subject to a neutrality rule, were it
a bid rarger (i.e, if there is no ‘reciprocity’), may the shateholders authorize the
management to issue warrants in advance of a bid.%2 Thus, under che French rule,
while the legal mechanism is similar to the U.S. one, it is firmly under the control
of the shareholders, at least in cases of reciprocity.®® Where there is no reciprocity,
the rule constitutes the weak form of the 'no fruscration’ rule.

Mote generally, the possibilities for the incumbent board to insert itselfinto
the decision-making process on the bid (whether through a shareholder rights

%0 This definirion of a poison pill is taken from Lucian A. Bebchuk and Allen Ferrell. Federnlism
and Corporate Law: The Race to Proreci Managers from Tikeovers, 99 CoLuMpia Law Review
1168 (1999) (citing, in their footnote 35, the chief economist for the Securities and Exchange
Commission). See also, by the same authors. On Takeover Law and Regulatory Competicion, 57 Tae
Busingss Lawyer 1047 (2002).

8! “The passage of tume has dulled many w the icredibly powerful and novel device thar a
sc-called poison pill is. Thac device has no other purpose than ro give the board issuing rhe righes
the leverage to prevenr transactions it dees not favor by diluting the buying propanent’s interests
(even in its own corporation if the rights “fip-over”).” Scrine V-C in Flollinger [nt'l v. Black, 844
A.2d 1022 (2004, Del. Ch.) arpara.lll.

$2 Arr. L. 233-32.11 and 33 of the Commercial Code, inserred by law no. 2006-387 of 31
March 2006 concerning public offers. Arts. 12 and 13. Also the warrants (bons & offre) musr be
issued to all che shareholders, including che ncquirer in respect of 115 pre-bid shareholding (though
the shares which it has agreed 10 acquire chrough the bid do not count for enritlement to the war-
rants). Subject to this parrial exceprion, the boards of French companies are now suhject to an
explicit neueralicy rule (Art. L. 233-32.1), though the prior taw, which was much less clear, was
interpreted in this way as well.

& For furrher discussion of the recipracity rule see infra 8.3.2.

¢ See supra 8.2.2.
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plan or in some other way) will depend, in the absence of a ‘no frustration’ rule,
upon the extent to which shareholder approval is required, whether by genera]
corporate law or the company’s articles, for particular decisions.** Normally, che
powers of cencralized managemenc are excensive in rhe relation o the handling of
the company’s assets, but in many jurisdictions they are more constrained where
issues of shares or securities convertible inro shares are concerned, because of
their dilurion potencial for the existing sharcholders. Yer, in principle, defensive
measures which focus on the company’s capital rather than its business assers
may be more artractive to incumbent management, because they are less dis-
ruptive of the underlying business or a more powerful deterrent of the acquirer,
Thus, in the European Community general rules requiring shareholder approval
for increases in capital inhibit, chough do not complertely rule our, sharelolder
rights plans adopted unilaterally by incumbent management.®¢ Equally, the
recent development of share warrants as a defensive measure in Japan was pre-
mised upon changes in general corporate law (not aimed specifically ar the con-
rrol shift situation but at implementing a more general deregulation programme)
which expanded the board’s share-issuing powers. In parricular, the board was
empowered to issue stock options without having to seek shareholder approval,
though the court may prevent ‘unfair issuance’®” Whether it is legitimate for the
board to use its powers to defeat a takeover is, of course, a separate question, bur
without the power, the question does not even arise.,

8.2.3.1 Strategies for controlling the board’s powers to
take defensive measures

Alchough the ‘no frustration’ rule is nor a fully-fledged passivity rule, it never-
theless operares so as to put the shareholders in the driving sear as far as deci-
sion-making on the offer is concerned. Purting the shareholders in a position
where they can deal with their coordination problems as against the acquirer
then becomes a significant concern of the rules applying to control shifts which
are based on the ‘no frustration’ principle. By contrast, joint decision-making
strategies permir the incumbent management to negotiate on behalf of the share-
holders and to take other steps in their interests, such as rejecting bids which
undervalue the company. If, within a joint decision-making system, it is possible
to secure thar the incumbent management’s decision-making power is used in
the shareholders’ interests rather than to promote the self-interest of the manage-
ment in retaining their positions, it can be argued that the outcome is superior t

85 See snpra3.4and 7.
% TThe Second Company Law Directive [1977] O.J. L 2671, requires sharcholder approval for
increases in capical (Are. 25). See in general Guido Ferrarini, Share Qunership, Takeover Law and
the Co;r;vrmbi/ir_y of Corporase Conrrol (2002). available on huep:/ssrn.comlabstract=265429, and
supra7.2,

7 Arts, 210 and 247 of the Companies Act .
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that achieved by lodging the decision right wholly with the shareholders, because
the shareholders’ coordination problems are circumvented where incumbent
management negotiaces on their behalf.%® However, to achieve chis resule, a joint
decision-rights scrategy needs o be accompanied by one or more other strategics,
if che risk of self-serving use by the management of its veto powet is to be avoided.
There is a range of strategies which could be deployed to rhis end: standards,
crusteeship, removal rights, and reward straregies.

8.2.3.2 Standards

Ex post scrutiny by a courr of the exercise of the veto power by management is
the most obvious additional legal strategy to apply, since the decisions of cen-
tralized management, whether in relation to control transactions or noc, are rou-
tinely subject to such review in most jurisdictions. It has been argued®? that in
the 1980s the Delaware courrs applied fiduciary duties to directors in such a way
as indeed to sustain refusals to redeems poison pills only where the bid was for-
mulared abusively as against the rarget shareholders, At this time, therefore, it
could be argued chat the poison pill was generating an efficient set of responses to
the agency and coordination problems of the target shareholders: directors could
exercise their discretion to biock the opportunism of acquirers bur not to further
their own interests in the preservation of their jobs. However, with the develop-
ment by the Delaware courts of the ‘just say no’ rule, the impact of the poison pill
changed significantly. The starting point of this new approach was the adopticn
of the view that decisions on the fate of a bid are in principle as much a part of
the management of the company, and thus wichin the province of the directors,
as any other part of the board remit.”? Sole decision-making had to be given to
the shareholders (and indeed a policy of neutralicy adopted among the competing
bidders) only if the incumbent management, as part of irs strategy, had reached a
decision to sell control of the company or o dispose of its assets.” But the deci-
sion to mainrtain the business as a going concern in the hands of the incumbent
management was one that the board was in principle free to take, whether or not
icthought the offer ro be wealch maximizing from che shareholders’ point of view.
Thus, from a shareholders’ perspective, joint decision-making over control shifts

8 The aciracriveness of this argumenr depends, of course, an (a) how easily che shareholders’
coordination problems can be addressed if managemenc is sidelined (fufrz 8.2.5) and (b) how much
scope for negoriation js left to che incumbent board under the no-frustradion rule (supre 8.2.2.1).

¢ Lucian Bebchuk, 7he Case Against Board Veto m Corporate Takeovers 69 UNIVERSITY OF
Cricaco Law Revicw 973 ar 1184-8 (2002). See also R. Gilson, UNOCAL Fifzeen Years Larer
(and What We Can Do Abour i1}, 26 DeLaware JournaL of Corroratt Law 491 {2001).

78 Parumount Communicarions [nc, v. Time fnc, 571 ATLanTIC RErorTER SECOND SERIES
(hereafrer A.2d) 1140 (1989); Unoend Corp. v. Mesa Prirolenm Co., 493 A.2d 946 (1985); Unierin
Inc. v. American General Corporation, G351 A. 2d 1361 (1995).

7V Revion fne. v. Macdndrews & Forbes Holdings Inc., 506 A2d 173 (1986); Parameunr
Communicarions v. QVC Neaverk, 637 A.2d 34 (1994).
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will have a significant downside if the courts’ approach to review of board decisions
is essentially managerialist.”?

In Japan as well, in the absence of shareholder approval, the governmental
guidelines and court decisions anticipate that defensive action by target man-
agement will be lawful only where it enhances ‘corporate value” and promotes
the shareholders’ interests. Consequently, defensive measures nor approved by
the shareholders will stand a greater chance of meeting this standard if the bid is
coercive, animated by greenmail or based on information asymmetry as berween
acquirer and targer shareholders”® However, the flexibility, perhaps the unre-
liability, of this standard is demonstrated by the characterization by the Tokyo
High Court of the bidder in the Bulldog Sauce case as “abusive’ simply because it
was a shareholdet wich purely financial interests in the target”

In general, in all jurisdictions there will be overarching duties applying vo deci-
sions of the board—such as the duty to act in the besr interests of the company or
to exetcise powers only for a proper purpose—from which even a specific legis-
lative mandate to take defensive measures will not normally relieve the manage-
ment. However, there is little evidence that the courts are willing to scrutinize
rigorously over long periods of time rhe discretion vested in management under
the dual decision-making model 7

8.2.3.3 Trusteeship

Analternative to going outside the company for review of defensive measures pro-
posed by management is to seek approval within the company from independent
directors. Thus, in Germany the managing board has two possibilities for taking
defensive action but both turn on the action being approved by the supervisory
board.”® This strategy depends for its effectiveness (from the shareholders’ polint

72 In many U.S. states the managerialist approach was adopred legislatively chrough ‘constitu-
ency statuces which, whilst appearing to advance the interests of stakeholders, in particular labor
and egional interests, in practice operated—and were probably intended to operate—to shield
management from shareholder challenge. Romano, sipra note 49, at p. 40 and 8.5 infra.

73 METI and Mo] Guidelines, supra note 41, ac pp.1-2 and see the discussion of the Livedoor
and other cases by Kozuka, snfee note 95, ac pp. 12-16.

7% Qsaki, supra note 42 ar pp. 71T,

75 Thus, in Germany the managing board’s power to take defensive acrion with the consent
of the shareholders andfor the supervisory board will not relieve it of its duty to act in the best
interests of the company. There 1s much academic discussion of what this limiration means, bue
it is doubtful whecher ir prevents management entrenchment excepr in egregious cases. The same
appears o be true of Iraly which in 2008 repealed its ‘no frustration’ rule bur left boards subjectro
the laws on direcrors’ duries. However, there is some evidence char the Delaware courts have done
a better job wich the standards strategy when ic has been deployed ro control managenal promo-
tion of (racher than resistance to) control shifts. See Robert B Thompsen and Randall §. Thomas,
The New Look afS/mrc/)oM['r Litigation Arquiﬂtiou»Orieu!EAf Class Actions, 57 VANDERBILT Law
Revrew 113 (2004).

¢ The managing board may seek the advance approval of the shareholders for defensive
measures bur then any exercise of the power must be approved by the supervisory board (§ 33(2)
Ubernabmegeserz) or it may take defensive measures simply wirh the approval of the supervisory
hoard ($ 33(1) (fbrrmzhmegrs 1z, last sentence). Only the last-minute amendments o § 33 in the

Agency Problems Where There is No Controlling Shareholder 243

of view) heavily on the ability of the supervisory board to play a genuinely inde-
pendent role. This may be questionable in the case where the board is coderter-
mined. since the employee representatives on the supervisory board will typically
favor the management's rather than the sharcholders’ standpoint.”” Equally, to
the extent chat board decisions in the U.S. to redeem or not a poison pill are raken
by the independent members of the board, thar jurisdiction makes use of a trus-
tee strategy. Here there are no complications arising from codetermination but
the independence of the non-executives is still an open issue.”®

8.2.3.4 Removal rights

As management’s decisions to turn away potential offers were upheld in the U.S.
courts, shareholdets responded by seeking o replace the existing board with those
who would look on the bid more favorably. The effect of this development was to
channel takeover bids into battles at the general meeting to replace the incum-
bent board with nominees of the bidder, who would remove the pill. In effect,
this strategy gives greater emphasis to the role of collective shareholder decision-
making, which is also to be found when post-bid defensive measures are subject
to shareholder approval under the no frustration rule. In the latter case, however,
a collective decision of the shareholders is a pre-condition for defensive measures
to be taken by incumbent management; in the former, it is a pre-condition for
the offer to be put to the sharcholders of the rarget where the board will not deal
with the bidder. The burden of obtaining shareholder approval falls on che target
board under the former set of rules and on the bidder in the latter. This makes
a crucial difference. The requirement to obrain shareholder approval before the
offer is put to the shareholders, is restrictive of the acquirer”® The momenrum
behind the offer may well have been dispersed before the conditions for launch-
ing iv have been realized. This is especially so if the vote can be obrained only at
the end of the direcror’s term of office or if more than one vote is needed because
the company has a staggered board 8 Ir has been argued thar it is the combin-
ation of the poison pill with the staggered board which pucs the managemenr of

legislative process explain this oddity. In practice, there seems lirtle value to the managemenc in
obtaining prior approval of the shareholders.

77 Hopt, supra note 40 at [TLA,b.

7 Foran assessment of supervisory boards in rwo-tier board strucrures, see supra 3.2

7 On the advantages of the bid over a proxy fighr see Louis Loss and Joel Seligman,
FunpaMmeNTALS OF SEcUurITIES REGULATION 562 (4ch ed., 2001). Lucian Bebchuk and Oliver
Harr, Takeover bids versus proxy fights 1n contests for corporate control {(Harvard Law and Economics
Discussion Paper No. 336; and ECGI—Finance Working Paper No, 04/2002. Availableat SSRN:
heep:/fsstn.com/abstract=290584) argued thar in principle a speedy sharcholder vore binding on
all the shareholders is preferable ro individual acceprances of a general offer as a way of deciding
upon a bid, chough they recognized thar the American cules fall short of this scheme. In effecr, this
1s an argumenc in favor of using che statutory merger procedure to effect a conrtrol rransaction. See
suprz 8.1.1.

‘o This is where a proporrion only-~normally one-third—of the board can be removed ar each

annual shareholders” meeting.
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the carget in a powerful defensive position in the U.S., racher than the poison pill
on its own, i.e., that the removal strategy would effectively constrain the board’s

use of the poisoned pill, if ic were available.®!

8.2.3.5 Reward sirategy

Under this strategy che self-interest of the incumbent management in rerain-
ing their jobs is replaced by self-interest in obtaining a financial rev‘{ard which
is dependent upon surrendering control of the company to the‘acqmrer.“ This
may arise because rewards under general incentive remuneration schemes for
managers are triggered upon a transfer of control;*? or because payments can be
claimed under the management’s contracts of service;3* or because, less often, ad
hoc payments are made to the incumbent management, either. by the acquirer or
the targer company, in connection with a successful control shift. Such payments
are widely available in the U.S.; and it has been argued that the reward strategy
has succeeded in bringing abour, in terms of incenrives not to invoke the poi?'on
pill, whar che removal scrategy failed to achieve.®® Qurside the U.S.,. however, itis
often unacceptable ot unlawful to make payments ofa suﬁich‘ant size to amount
to a significant counter-incentive for the managers, at least withour the consent
of the shareholders, which, in the context we are considering, undermines the
reward strategy.

Thus, in the Mannesmann case, a payment to the CEO of a German target com-
pany, after the successful takeover of that company by a (foreign) acquirer, 1ec_1 to
criminal charges against him for corporare waste. Although the case w_as‘ulnm-
ately settled without admission of liabiliry, che test laid down by the top civil courr
for criminal liability for waste was a tough and objective one.® It is passible to
avoid this criminal liability by contracting in advance for the payment of compen-
sation for loss of office, but it is difficult to believe that this decision will not chill

81 Bebchuk, Coares, and Subramanian, The Powerfu/ Anricakeover Force of Staggered Bourds,
54 Stanrorp Law Review 887 (2002}, More recent evidence suggests incumbent management
is subject to shareholder pressure and financisl incencives to de-stagger the board: M. Ganor,
Why do Managers Dismantle Staggered Boards?, 33 DELAWARE JournNarL o CorporaTE Law 143

8 ) -
(229 l)v‘[. Kahan and E. B. Rock, How [ Learned o Stop Warrying and Love the Pill: Adaptive
Responses to Tubeover Law 69 UNiversrTy oF CHicago Law Review 871 (2002); ]. Gordon,
American Experience and EU Perspectives in G. Ferratint cr al. (eds), REFORMING COMPANY AND
Taxkeover Law v Eurore {2004).

83 For example, because of accelerared stock options.

84 For example, contractual golden parachutes. '

8 1 Bebchuk and J. Fried, Pay WitaouT PErrFORMANCE (2004) 89-91: Alessio M. Pacces,
FeATURING ConTROL Powsr (2007) Ch. 6.3 (welcoming such a resuic on theorerical grounds as
enabling a manager/entreprencur to be compensated for idiosyncraric private benefits ofc.qmrol
on a contral shift, at a lower level of ownership of the company than s/he would aim for if such
side-payments were noc available); B. Holmstrom and 8. Kaplan, Corporate Gowrrmnc.r ,mdiﬁv!_'gfr
Activity in the US: Making Sense of the 19805 und 1990s. MIT, Department of Economies, Worliog
Paper No. 0111 (available at htrp://wwiw.ssen.com).

86 BGH 21 December 2005, NJW 2006, 522,
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the levels of both contractual compensation thought to be appropriate for pre-bid
agreement and gratuirous payiments post-acquisition. Even in the UK gratuitous
payments in connection with loss of office after a rakeover require shateholder
approval, in the absence of which the payments are regarded as held on trust for
the shareholders who accepted the offer.®” This remedy nicely underlines the facr
that screngthening the role of incumbent management in control shifts is likely to
lead to the diversion to them of part of the control premium 3¢ More generally, the
moves in the UK towards greater shareholder scrutiny of executive director remu-
neradon have constrained even contractual rewards dependenc upon a successful
takeover.®? Since the financial incentives needed to compensate management for
the monetary, reputational and psychological losses arising out of their removal
from office are likely to be substantial, jurisdicrions which regard such payments
with suspicion are not likely to achieve any re-balancing of the incentives arising
out of the adoption of joint decision-making on control transacrions.

Overall, one can say that the initial decision-rights choice is likely to be highly
sighificant. Whilsc in some jurisdictions, notably the U.S., the deployment of
additional strategies, especially the reward strategy, may produce a result in
which the outcomes of the joint decision-making process are not significanty
different (in terms of deterring value-enhancing bids) from those arrived at under
the ‘no frustration’ rule, this conclusion is highly dependent upon those add-
itional strategies being available and effective. In the absence of pro-shareholder
courts with effective review powers, easy removal of incuinbent management or
the ability to offer significant financial incentives to management to view the bid
neutrally, rejection of the ‘no frustration’ rule is likely to reduce the number of
contral shifts.”®

8.2.4 Pre-bid defensive measures

It has ofren been pointed out that a major limitation of the ‘no frustration’
rule is thart the requirement for sharcholder approval of defensive tactics applies
only once a bid is in contemplation,® even though management may well be

¥ Companies Act 2006, §§ 219 and 222(3). Conrractual payments are also caught by this rule
(§ 220), ifagreed in connection with the bid.

¥ Referring ro golden parachutes and accelerated stock options Gordon says: ‘One way o
understand these devices is as a buyback by shatcholders of the takeover—tesistance endowment
that managers were able to obtain from the legislatures and che courts during the 1980s.” Gotdon,
sepra note 82 at 355.

87 Thus, it has been reported thar, after the introduction of the shareholders’ advisory vore on
direcrors’ remuneration, clauses providing for automatic vesting of directors” stock oprions on a
change of control virtually ceased to be part of directors’ remuneration packages: Deloitte, Repore
on the Impacr of the Directors’ Reruneration Repore Regulations (November 2004) p. 19.

20 Gordon, see supra note 82 at 555, making these poinrs in relation to Germany, where neither
easy removal of the board nor high-powered incenrives to accept offers is avaitable.

?1 Sec Paul Davies, The Regulation of Defensive Tactivs in the United Kingdom and the United
Stazes, in Hopr and Wymeersch, supre note 49, 195, It a defence put in place pre-hid, requires
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able to act effectively against potential offers in advance of any particular offer
materializing. The European Commission’s High Level Group identified five
caregories of pre-bid defensive measures,’? consisting of barriers to (a) the
acquisition of shares in the company (for example, ownership caps or poison
pills®3); {b) exercising control in the general meeting (voting caps; inultiple vor-
ing shares); (c) exercising contro! of the board of directors (codetermination,
staggered boatds, special appointment rights for some shareholders); and (d)
exercising control of the company’s assets (lock-ups); and creating (e) finan-
cial problems for the acquirer as a tesult of the acquisition (poison debt); or (f)
regulatory issues (defensive acquisitions creating anti-trust problems if further
consolidation).

The availability of pre-bid defenses does noc simply create a gap in the regu-
lation of management opposition to value-enhancing control shifts; it prom-
ises to undermine the ‘no fruscration’ rule enrirely. The situation becomes one
where the board has a strong incentive to simply shift its defensive actions to
the pre-bid period. However, because the ‘no frustration’ rule seeks to alter the
normal allocation of decision-making powers as berween shatcholders and the
board once a bid is imminent, to apply the ‘no frustration’ rule at all times, at
least on the basis of an ‘effects’ test, would be too great an interference with
the operation of centralized management.®¥ Any commercial decision which
might have the effect of deterring a future bidder for the company would have
to be put to the shareholders for their approval. This issue arises in relation to
the joint decision-making model as well, but in a less strong form. Since the
board has much more influence under that model over che success of the offer,
once ir is made, it has a lesser incentive to put defensive measures in place pre-
bid. Furcher, if there is an effective rewards strategy in place to induce manage-
ment to accept offers which are wealth-enhancing for the shareholders, then
that incenrive structure actually discourages management from purting non-
removable barriers in place pre-bid. The question of how to regulate pre-bid
defences thus arises most acutely in the conrext of the adoption of a “no frustra-
tion’ rule.

action on the part of the board post-bid 10 be effective, chen w will be caught by the no-frustration
rule, for example, the issuance of shares by the board which the board has previously been auchor-
ized 1o 1ssue.

9% Reportofthe High Level Growp of Company Law Experts {ssues Related 1o Tokeover Bids, Brussels,
January 2002, Annex 4. Some of these defensive steps could be taken, of course, post-bid as well.

9* A poison pill may be adopred pre- or pest-bid, normally the former. However, there is seilla
post-bid issue, namely, whether rhe direcrors redeem the pill (i.e., remove the shareholder nghts
plan). rheir unilateral power ro do this being a central parr of the scheme.

™ Of course, the precise point at which the tine berween pre- und post-periods is drawn can be
the subject of some debate. The Ciry Code draws it once rhe board “has reason ro believe thara bona
fide offer mighr be imminenr’ (see supra 8.2.2), whilst the Takeover Directive’s (default) mo frus-
rration rule applies only when the board is informed by the bidder of its decision co make an offer
(Arrs. 9.2and 6.1)
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8.2.4.1 Seraregies for controlling pre-bid defensive measures

However, as with posr-bid defensive decisions by incumbent management undet
the joint decision-making model, pre-bid defensive tactics are subject to othet
legal strategies. The most general of these are the standards applied by company
law to all board decision-making (duties of care and loyalty). These standards
are necessarily less constraining than the ‘no frustration’ rule, for the reasons
just given, i.e., in order to preserve rhe benefits of centralized management.
Typically, some form of a ‘primary purpose’ rule is used to distinguish legitim-
ate from illegitimate decisions taken pre-bid which have defensive qualities as
well as commercial rationales. Such rules necessarily give management consid-
erable freedom to rake action for which there is a plausible commetcial rationale,
even if that action has defensive qualities of which the directors are aware and
welcome, for example, an acquisition of assets which will create competition
problems for a futute biddet ot which will pur a block of shares into friendly
hands.”®

Rules dealing with specific decisions may be more constraining, but are neces-
sarily also of less general impact. Rules on significant transactions may require
shareholder approval of certain types of pre-bid corporate action with defensive
qualities.”® Thus, we have also nored that the Commuanity rules on shareholder
consent to capital issues have placed obstacles in the way of the straightforward
adoption of ‘poison pills’ in Europe.®” Here, pre-bid, the joint decision-making
process is the mote pro-shareholder choice, since the available alternative is not
unilateral decision-making by shareholders but unilaceral decision-making by the
board. However, these vero rights for shareholders are generally driven by more
general cotporate law concerns than the control of pre-bid defensive measures
and, hence, have a somewhat adventitious impact on control shifts.

Overall, management is necessarily given greater freedom to entrench icself
pre-bid than post, and the legal strategies used to control managerial opportun-
ism pre-bid are simply the general strategies used to protect the shareholders as

principals and against the management as agents which are discussed elsewhere
in this book 28

9% Even post-bid the cowrrs may have difficulty applying the proper purpose rule sa as o
restrain effectively self-interested defensive action. See the discussion of the Miyairs Value litiga-
tion by S.Kozuka in ZerrscHrirT FUR JarantscHEs RecuT No. 21, 10-11 (2006} and Harlowe'’s
Nomunees Pty Ltd v Woodside (Lake Entrance) Oil Co. 42 AustraLian Law JournaL RerorTs 123
{High Court of Australia) {1968).

96 See supra Chapeer 7 for a discussion of the extent o which significant decisions require share-
holder approval.

57 See supra 8.2.3.

7% The break-through rule’ is an exceprion to this statement, since it is a rule fashioned specific-
ably ro deal wirh the impace of a certain cluss of pre-bid defenses (irainly from category (b) on the
High Level Group’s list). However, we discuss chis rule infyz 8.3.2, since it addresses principally
situations where there is a conrrolling shareholder.
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8.2.5 Agency and coordination problems of target shareholders
when there is no controlling shareholder

When an offer is put to the sharcholders of the target company, they face, poten-
tially, two sets of problems. As against the acquirer, they face significant coordin-
ation problems. This is because the decision to accept or reject the bid is normally
made by the shareholders individually, racher than by way of a collective decision
which binds everyone, and so thete is considerable scope for a bidder to seek 1o
divide the sharcholder body. As against the target management, the sharcholders
still face agency issues, since the board’s recommendation to them {for or againse
the offer) may nor be disinterested. This issue can arise even under che joinr deci-
sion-making model, where the board recommends the offer to the shareholders.
Indeed, thar endorsement (under either model} may constitute the manifestation
of the agency problem: the offer may not be the best available or may nor be
wealch-enhancing for the shareholders, but the management may recommend it
because it is the best offer from their point of view. This is parricularly likely w0
be the case where the incumbent management are part of the bidding team, as
in an MBO supported by a private equity fund. Laws specific to control cransac-
tions rend to concentrate on the target sharcholders’ coordination problems as
against the acquirer, with the solution of their agency problems as against the
rarget management as a subsidiary theme.

The coordination problems of shareholders may be mitigated to some degree
through the board’s negotiations with the potential acquirer. Under the joirc
decision-making model, the board is in a strong position to negortiare in this way
{though it may prefer to negoriate in its own interests),”® whilsr even under the ne
frustration rule, che board recains a not-insignificant negoriating potential, as we
have seen.!%% However, if there is effective specific regularion of the shareholders’
coordination problems, the benefits from entrusting the target board with the
rask of protecting the shareholders against coercive offers are reduced, perhaps
climinated, whilsr it becomes less necessary to incur the costs arising from the
risk of board entrenchment.

We now turn to examine the legal rechniques which can be deployed o reduce
rarget shareholders’ coordination and agency costs. We need to note tharall these
techniques have costs, in particular by reducing incentives to potential bidders to
make offers. The strategies are: mandatory disclosure of information; the trustee
strategy; and, above all, requiring sbareholders to be treated equally, both sub-
stantively and in terms of being afforded an exir right.

8.2.5.1 Information asymmetry

Provision of up-to-date, accurate, and relevanc informarion can help rarget
shareholders with both theit coordination and agency problems. In particular,

9% Supra8.2.3.1. 190 Supra8.2.2.1.
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disclosure of informarion by targer management reduces the force of one of the
arguments in favor of the joint decision-making model, i.e., chat manager’s have
informartion abour the target’s value which che marker lacks.!®' However, does
the law need w stipulate what information shall be made available? Even with-
out regulation, the target management and the acquirer are likely to generate a
lot of information abour both companies—and, in a hostile bid, to point out the
weaknesses in each other’s presentations. However, both sides are under strong
incentives to hide unfavorable, and to exaggerate favorable, informarion. By con-
trolling che types of information which can be distribured and the channels by
which it is disseminated, such regulation may discourage unsubstanciated and
unverifiable claims.

Company law, of course, contains information disclosure provisions which
operate independently of conerol transactions. However, annual financial
statements are often ourt of date and, despite the continuing reporting obli-
gations applied to listed companies in most jurisdictions,'®? it is likely thac
both che targer board and the acquirer will be better informed about their
respective companies than the target shareholders. Thus, it is not surprising
to discover thar a centrepiece of all specific control shift regulacion, whether it
is aimed that the rarger shareholders’ coordination or agency problems, is an
elaborate set of provisions mandating disclosure by both the target board and
the acquirer for the benefit of the target sharcholders. [t is routine to find rules
requiring the disclosure of information on the nature of the offer, the finan-
cial position of the offeror and target companies, and the impact of a success-
ful offer on the wealth of the senior management of boch bidder and rargert.
Even if the regularion does little else, ic will tackle the issue of information
disclosure.

In an agreed bid, incentives for reciprocal criticism will be lacking, especially
for MBOs, where the management of bidder and rarget is common—or, ar least,
significantly overlapping. Here incumbent management appears in a dual role: as
fiduciaries for the shareholders and as buyers of their shares. In rhis contexe, rules
requiring the board of the rarger to take independent advice on the merits of the
bid and o disclose it to targer shareholders acquire a particular importance.!®?
Equally, where an MBO is on the table, bur a competing bid emerges, a require-
ment thart all che information given ro (porenrial) external providers of finance to
the MBO team must also be given to a competing bidder reduces rhe scope for
target management to favor their own bid.!1®4 In jurisdictions wichout takeover-
specific regulation on the matter, it may be possible to leave the issue to general

191 Ronald J. Gilson and Reinier Kraakman, The Mechanisms of Marker Efficiency Tiwenty Years
Later: the Hindsight Biasin John Armourand Joseph A. McCahery {eds.), AFrer Enron (2006) 57,
noting, however, that rarget management may have a difficuley making the disclosed information
credible.

192 This marter is discussed more fully in Chapter 9. 103 Ciry Code Rule 3.1 (Note 1).

104 Ciry Code Rule 20.2 (Note 3).
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corporate law, notably the rules on self-dealing transactions.'® Even where there
is no MBQ, the target directors may prefet one offer over the other and thys
soft-pedal their comments on the preferred offer. Further, mandarory disclos-
ure requirements can help the process by providing the marerials on the basis of
which gatekeepers such as investment bankers can evaluate the bid.

In addition, information tules in control cransactions are usually premised on
the view chat information disclosure is ineffective unless shareholders are given
enough time ro absorb the informarion {or other people’s analyses of the infor-
mation) befote they have to act on it. All rakeover regulation requires offers o be
open for a certain minimum time (practice seems to coalesce atound the 20-day
mark) and revised offers to be kept open for somewhar shorter periods.'?¢ The
main counter argument against very generous absorption periods is the need 1o
minimize the period duting which the target’s future is uncerrain and, in par-
ticular, during which the normal funcrioning of the centralized management of
the target is disrupted. In addition, mandatory minimum offer periods increase
the chances of the emergence of a white knight, imposing a cost on acquirets
and, possibly, upon shareholdets of potential targets through the chilling effect
upon potential bidders."” Given the role played by arbitrageurs in takeover bids
and their ability to absorb information quickly, it is likely that the main practical
effect of the minimum periods is to facilitate competing bids rather than undet-
standing of the information disclosed.

8.2.5.2 Trusteeship strategy

Targer shareholders face the tisk that the incumbent management will exagger-
ate the unatcracrive features of an offer they oppose and vice versa with one they
support. As we have seen immediately above, a common response is to requite the
incumbent management to obrain ‘competent independent advice’ on the merits
of the offer (usually from an investment banlk) and to make it known to the share-
holders. This is partly a disclosure of information strategy and partly a trustee-
ship sttategy: the investment bank does not take the decision but it provides an
assessment of the offer to which the shareholders must receive, the accuracy of
which has repurational consequences for the bank. Where there is an MBO, the

W5 See Werner F. Ebke, The Regulatton of Management Buyosts tn American Law: A Evropean
Perspective, in Hope and Wymeersch, supra note 49, 304—6—though it shouid be noted that the
transaction hete is technically one between the director (or associated person) and che sharehold-
ers, not the company. In the case of MBOs of close companies common law jurisdicrions may deal
wirh the grosser information disparuties by imposing a duty on rhe direcrors ro disclose informa-
rion to the shareholders as an elemenr of cheir fiduciary duries (sce, for example, Colemar v. Myers
[1977] 2 New ZeaLanp Law ReporTs 225, NZCAL).

196 The Williams Act (supra note 22) in the U.S. was motivated in particular by the desire to
control ‘Saturday night specials’ i.e., offers ro which the sharehalders had an unreasonably short
time ro respond, the cerm beingapparently used originally to refer to inexpensive hand-guns popu-
tar for use on Saturday nights.

197 Seeadiscussion of competing bids and the passivity rule, supra 8.2.2.2,
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direcrors involved in the bidding team may be excluded from those responsible
for giving the target’s view of the offer, thus allocaring that responsibility o the
non-conflicted directors of cthe targec.198

8.2.5.3 Reward (sharing) strategy

A notable feature of laws aimed at the solving target shateholders’ coordination
problems is their adoption of the rule of equality of treatment of the shareholders
of the target company—though this ptinciple can be impleniented wich various
degrees of rigour. The principle is aimed mainly at controlling acquirer oppor-
tunism: it stands in the way of acquirers which wish to purt pressure on targer
shareholders to accepr the offer, by ptomising some (notmally those who accept
early) better terms than others.!%? In general, sysrems which place decision-mal-
ing on the bid in the hands of the shareholders alone have developed the equalicy
principle more fully cthan those which have adopted the model of joint decision-
making.

All systems recognize the equal treatment principle to some degree. Tt can be
applied, first, within the offer (i.e., to require those to whom the offer is addressed
to receive the same'!? terms); second, as between those who accepr the offer and
those who sell cheir shares to the offeror outside the offer, whecher before or after
a formal offer is launched; and, third, as between those who sell their shares to
an acquirer as part of a control-building acquisition and those who are left as
shareholders in the company. In chis third case, implementation of the equality
principle goes beyond a sharing strategy and involves providing an exit right for
the target shareholdets.

The first level of equalicy is recognized in all our jurisdictions. Thus, ‘front-end
loaded” offers are ruled out; and priot acceptors receive the higher price if the
offer is later increased. However, instead of formulating differencial offers, the
acquirer may seek to offer some target shareholders preferential terms by obrain-
ing their shares outside the offer. One solution is to prohibit purchases outside
the offer, though this rule can be sensibly applied only to purchases during the
offer period."! An alternarive strategy is to require the offer consideration to be
raised to the level of the out-of-bid purchases. Where such purchases are per-
mitted during the offer period, the imposition of a sharing rule seems universal.
More difficule is che issue of whether pre-bid purchases should be subject to a
sharing rule. The Takeovers Directive does not explicitly deal with this poin,

198 ity Code, Rule 25.1 (Nores 3and 4).

Y08 Paul Davies, The Notion of Equalty in European Tnkeover Regulation, in Jennifer Payne (ed.).
TAKEOVERS IN ENGLISH AND GERMAN Law 9 (2002).

18 Or equivalent terms, where the offer covers more than one class of share.

1 See, for example, the French rule in Art. 23214 of the General Regulation of the Autorité
des Marchés Financiers (AMF). However, the latter prohibics marker purchases of the targer shares
during the offer period only in share exchange offers, presumably on the grounds that the ofter is
not for cash.
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bur some jurisdictions impose a strict shacing rule triggered by recent pre-bid

purchases.‘12

8.2.5.4 Exis rights: mandatory bid rule and

keeping the offer open

The strongest, and most controversial, expression of the sharing principle is the
requirement rhat the acquirer of shares make a general offer to the other share-
holders once it has acquired sufficient shares by private contract (whether on or
off marker) to obrtain control of the rarget. Control is usually defined as holding
around one third of the voring shares in the company!'® This is the mandatory
bid rule."** It is a particularly demanding rule if; as is common, it requires that
the offer be at the highest price paid for the controlling shares''* and ro give the
shareholders the option of taking cash.!'S Here the law, in imposing a duty on the
acquirer to make a general offer, provides the shareholders wich something they
rarely have, namely, a right to exic the company and at an artractive price. The
mandatory bid rule does not simply structure an offer the acquirer wishes in prin-
ciple to make, but requires a bid in a siruation where the acquirer might prefer not
to make one acall.

Such a requirement might be defended on two grounds. First, although the
rule cannot be explained on the basis of pressure to accept a general offer (the
assumption is that there would not be one in the absence of the rule), the absence
of a mandarory bid rule would permir the acquirer ro put pressure on those to
whom offets are made during the control acquisition process to accept those offers.
Absent 2 mandarory bid rule, the acquirer is free to make the following statement,
explicitly or implicitly: ‘I offer you an attractive price for your shares. If you do not

accept it now, you may lose the benefit of the offer and, in addition, find that your

shares have declined in value because I will be prepared to make only a lower offer
{or none ar all) once I have obrained control of the company.” Where the offer is
value-decreasing or its impact on the target is just unclear, use of the mandatory

12 Rules 6 and 11 City Code (but requiting cash only where the pre-bid purchases for cash
teach 10% of the class in question over the previous 12 months); § 31 Ubernahmegesewz and § 4
Ubernahmegeserz-A ngeborsverordnung (Germany) (requiring cash ac the 5% level but only where
char percenrage was acquired for cash in the 3 months prior to the bid).

Y13 The Takeovers Directive leaves the triggering threshold to be decided by the member states.
The Commission’s Report on implementation (supra noce 37), Anncx 2, confirms the ‘one rhird’
choice by most member states but also shows that Larvia, Malra, and Poland have set ic at 50% or
higher.

g;}‘l" "The addirional issues arising when a mandarory bid rule is imposed upon an acquirer who
obrains the control block from an existing conerolling shareholder controlling shareholder are dis-
cussed infra 8.3.1.

115 The Tukeover Directive, Art. 5{4), imposes a highest price rule, subject to the power of the
supervisory body to allow dispeosations from this requirement in defined cases.

"¢ The Takeover Dircctive permits the mandatory offer ro consist of ‘liguid securicies’ bus some
members states (e.g., Ciry Code rule 9) require the offer to be in cash or accompanied by a cash
alternacive.
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bid rule to remove pressure to tender addresses a significant coordination issue
of the shareholders as against the acquirer.''” However, where the bid is value-
increasing, as far as the target company is concerned, ic can be argued thar the
value of shares held by the non-accepting shareholders will be higher after the con-
rrol shift than before, even if they temain in the company, so that providing the
non-accepting shareholders with an exit right is not necessary, given the costs of
the mandatory bid rule in reducing the number of control shifts (below). However,
it may be difficult to identify ex ante which category of offer is in question, so that
the choice in practice is between appiying or not applying the mandarory bid rule
across the board.

Moreover, though the offer may be value-increasing for the target company’s
shareholders as a whole, the non-concrolling shareholders may not obrain in che
future their pro-rara share of that value. The leads to the second rationale for the
mandatory bid rule. It could be said that permicting cthe acquisition of conrrol
over the whole of the company’s assets by purchasing only 2 propertion of the
company's shares would encourage transfers of control to those likely to exploir
the private benefits of corporate control. On this view, the mandatory bid rule
constitutes a preemptive strike at majority oppression of minority sharcholders
and proceeds on the basis thar general corporate law is not adequate to police
the behavior of controllers. The mandatory bid rule thus anricipates that there
is a strong likelihood of majority/mincrity conflicts after the acquisition of con-
trol, and gives the minority the option to exit the company before such prob-
lems manifest themselves.''® On this rationale, the mandatory bid rule should
be accompanied by a prohibition on partial offers, even where, assuming a pro
rata acceprance rule, all rarger shareholders are treated equally. By extension, one
would expect to find a rule requiring comparable offers to be made for all classes
of equity share in the rarget, whether those classes carry voting rights ot not.!1?

Mandatory bid rules are now quite widespread. The Takeovets Ditective
requires member states ro impose a mandatory bid rule (whilst Jeaving a number
of crucial features of the rule, including the triggeting percenrage, to be deter-
mined at national level).**® However, the mandatory bid rule is not part of U.S.

Y7 Burkharr and Panuzi, Mandarory Bids, Sgueeze-Qurs and Sinular Transactions in Ferrannl
eral. (eds.) (supra note 82) ar 74853 prefer a mechanism based on a sharcholder vore where a bid-
der is ‘sceking 1o buy a controlling scake’. It 1s not clear how this would operace where the bidder is
assembling a controlling holding but no acquisition of conrrolling srake is involved,

N8 Tt constitutes, in the concept developed by German law, an example of Konzerneing-
angskontrolle (regulation of group entry). See A. Pacces, above note 85, ar ch. 10.4.5, arguing for
reliance on Aduciary duries ro control furure diversionary private benefits of conrrol racher thana
mandarory bid rule, bur ¢f, Caroline Bolle, A Compararive Overview oF THE MaNDaTORY BiD
RuLE 18 BELGIUM, France, GErMaNY AND THE UniTep Kingpowm (2008), at 279-80, suggest-
ing that the mandarory bid is the more effective Eutopean rule.

1% The Ciry Code contains both such rules: see Rules 14 (offers where more than one class of
equity share) and 36 (pacrial offers).

120 Takeover Ditective, Art. 5. The Commission's implementing report {Annexes 2 and 3)
shows: thar. whilst most states have pur the triggeting percentage near 30%, there are a number of
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federal law nor the law of Delaware, perhaps because the shareholders” coordin-
arion problems are intended to be dealt with by rarget management.!?!

Whilst the mandatory bid rule effecrively addresses the coordination problems
of target shareholders as against acquirers in the context of parricular transac.
tions, it runs the risk of reducing rhe number of concro} transactions which occur,
This is so for a number of reasons. First, the implicit prohibition on parrtial bids
makes control transactions mere expensive for potential bidders: eicher the bid-
der offers for the whole of the voting share capical and ar a high price or it does
not offer for control ar all.’22 Second, the mandatory bid rule may also require thc\
bidder to offer a cash alternative when otherwise it would have been free to make
a wholly paper offer. Third, the rules fixing the price at which the acquirer must
offer for the outstanding shares may expose the acquirer to adverse movements in
the marker berween the acquisition of de facto control and the making of a full
offer. As we see below,'2? these costs of the mandatory bid rule to minoricy share-
holders are particularly high where there is a controlling shareholder, bur they
exist also whete the acquirer builds up a controlling stake by acquisitions from
non-controlling sharcholders. On the ocher hand, the mandavory bid rule dis-
courages acquisitions driven by the prospect of private benefits of control, in the
form of diversion of corpotate assets and opportunities to rhe controller, through
the risk to the acquirer that it will end up with all or nearly all of the shares.!2

Some, but by no means all, rakeover regimes have responded to these con-
cerns, either in the formulation of the rules relating to the fixing of the price for
the general offer or by extending the list of exceptions to the rule. Thus, Swiss
law requires only that the offer be at nor less than the higher of the matket price
when the mandatory offer is launched and 75% of the highest price paid for the
shares over the previous 12 months.'?> The Takeovers Directive' 26 permits the
supervisory authorities to identify specific siruations in which the mandatory bid

sra:esl\\lqr’h much higher triggers; thar, apparently, there are variarions over the meaning of *halding
securiries’, norably how far having an interesr in securiries is equaved with holding securicies; that
derogation provisions vary considerably from state to state; and that most srates do nort deal with
consolidation of control.

:ii In any event parrial bids are in fact rare in the U.S.

b Sec, e.g, Clas Bergstrdm, Peter Hogfeldr, and Johan Molin, The Optimality of the Mandarory
Bid, 13 JOURNAL OF L_AW, Economics aND Orcanizarron 433 (1997); S. Rossi and P. Volpin,
7C:‘05:—Caurmy Determinanis of Mergers and Arguisitions 74 Journat oF Finvanciar Econoamics
277 (2004), showing rhar takeover premia ate higher in counrries with strong shareholder prorec-
tion, especially those wich mandarory bid rules.

23 Infra8.3.1.
L24 . i .
\ 21 Thus, the mandaro_ry bl,d rule discourages inetheient transfers of control. The balance
Lerwecn that effect and irs discouragement of efficient transfers of control is dispured. See
e Bebchuk, Ej_‘fu‘mm/ and Inefficient Sales of Corporate Conrrol 109 QUARTERLY JOURNAL OF
conoMIcs 854 (1994); M. Kahan, Sales of Corporare Coneral9 Journar or Law Ecanomics anp
Orcanizarion 368 (1993). ‘

:fz Art. 32(4) Lqi sur les bourses (Swirzerland).

*§ Arr, 5.4. Ttalian law previously had provided for a discount from the highest price cule, but
the directive caused this provision 1o be dropped.
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rule many be set aside.'?” Traly permits partial bids for at least 60%. of the shares,
provided the shareholders other than che offeror and connected persons approve
the offer by majoricy vote and the offeror has not acquired more than 1% of che
shares over the preceding 12 months.'#®

Japan addresses some of the above problems through a mandarory bid rule
which also permits partial offers. Someone seeking to obtain more than one third
of the shares of a listed company may not do so by private purchase but only via
purchase over the exchange or by means of a regulated pro-rata offer (called a ten-
der offer) to all the shareholders. Only if the aim is to acquire two thirds or inore
of the shares must the offer be to purchase all the outsranding shares.'*” In effect,
the mandarory bid rule is triggered only ar the two-rhirds chreshold. This rule
facilitates control shifts and equal treatment of shareholders but wichour fully
providing protecrion for minority shareholders.!*®

Switzerland permits shareholders of porential rarget companies to choose
between the protection of the mandatory bid rule in ics full form or modifying it
ro encourage changes of control. The Swiss regulation permits the shareholders to
raise the triggering percentage from one-third (the default serting) to up to 49%
or to disapply the obligation entirely."! Of course, such provisions still leave the
burden of proof on those arguing against the mandarory bid rule.

The need to tailor the initial rigour of the mandarory bid rule, as described
above, adds considerably to its complexity. So also does the need to close abvious
avoidance loopholes. Thus, the rule will usually apply to those ‘acting in concert’
to acquire shares,'>? not just to single shareholders. This idea has been imple-
mented in a variety of ways in jurisdictions.’3* The rule can also be avoided if

it does nor include both the acquisition of economic as well as fegal interests in

shares.}34

117 Member states have made use of this exibility to grant exemptions where other policy
objectives override that of minority shareholder protection, for example, where dispensation from
the mandatory hid rule is required to facilitate the rescue of a distressed corporation.

128 | egislartive Decree No. 58 of 24 February 1998 (as amended) Art. 107.

28 Arrs. 27-2(1) and 27-2(5) of the Financial Instruments and Exchange Act; Art. B(3)(iii) of
the Ordinance for Implementing the Act.

130 And it must chill sales of controlling blocks, because the existing controller will not be sure
io dispose of the whole of the sharcholding,

83 Ars. 22{2) and 32(1) Loi sur les bourses. These provisions must be contained in the com-
pany’s constitution. In che case of roral disapplication this rule cannot be incroduced afrer the
company has become listed.

132 Thkeovers Direcrive, Art. 5. There is a considerable danger rhat the acting in concerc exren-
sion will chill shareholder activism, a development which policy-makers may or may not welcome.
Contrast the Risk Limitation Act 2008 in Germany (discussed by Hope, supra note 40 ac 111.B)
with the City Code, Note 2 to Rule 9.1,

133 Teading to propasals for greater harmonisation with rhe EU: see European Securities
Markets Experr Group, Prefiminary Views on the Definition of Acting in Concert between the
Transprrency Directive und the Tukeover Bids Divective, Novermnber 2008.

124" The Ciry Code includes both extensions o the notion of acquisicion of shares. Se¢ Rule 9.1
and the definition of ‘interests in securitics’. The extension ro tong cconomic exposures is recent
and results from recognition that a person in this position can normally contrel rhe voring righes
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The exit right in control transactions is associated above all with the manda-
tory bid rule, just discussed. However, a minor form of the exit right can be found
in the obligation, imposed in some jurisdictions, upon an offeror to keep the offer
open for acceptance, even after it had closed under the terms attached to the offer
by che bidder. As Bebchuk has demonstrated, pressure to tender can be generated
withour breaching the equality principle in the formulation of the offer or by
making purchases at a higher price outside che offer. Shareholders may still come
under pressure to accept a uniform offer, which they regard as less chan oprimal
and therefore wish to reject, for fear of being locked into the rarget as minority
shareholders if the majoricy of the shareholders take a different view.'3% However,
the solution to this problem is relatively simple, namely, the extension of the limic
for acceptance of the offer to embrace a short period after it has become cleat that
a majority of the shareholders have accepted the offer.'3¢ In other words, a dis-
senting shareholder is given the opportunity to change his or her mind in favor of
the offer once the crucial piece of information previously tacking—rthe decision
of the majoriry of the other shareholders—has been provided.'*”

8.3 Agency Issues upon Acquisition from an
Existing Controlling Shareholder

Where there is a controlling shareholder or shareholding group the allocation of
the decision on the offer as between the shareholders alone and shareholders and
target board jointly loses much of its significance, for, on either basis, the con-
trolling shareholder is likely to determine whether the control shift occurs.'3®

attached to or acquire on settlement the shares boughe by the counterparcy as a hedge. See also
supranote 46, The Ciry Code is also unusual in applying the mandacory bid rule ro any acquisirion
of voting shares by a shareholder holding becween 30 and 50% of the voting shares. Many jurisdic-
tions eicher have no ‘creeping control’ provisions or grant exemptions for acquisitions of up to 2%
inany one year. See Commission Reporr, supra note 37.

133 Lucian A. Bebchuk, Pressure to Fender: An Analysts and n Proposed Remedy, 12 Des.aware
JovanaL or CorroraTE Law 911 (1987). See however Subramanian, A New Takeover Defense
Mechanism: Using an Equal Trearment Agreement As an Alternanive to the Pouon Pill, in 23
DELAWARE JOURNAL OF CORPORATE Law 375, 387 (1998).

136 See, e.p., Rule 31.4 City Code (UK) (bur qualified by Rute 33.2); § 16(2) Ubernahmegeser:
{Germany), both adopring a two-week period.

137 Far a less effective alternacive, because pitched at a higher level of shareholding, see the ‘sell-
out right’ infra 8.4.

38 This depends, of course, on the board being immediately responsive to the wishes of the
majority (see 3.1.1). If it is not, even a majoriry holder may nor be able to assere ics will. Fora srrik-
ing example see Follinger Int’f v. Black, 844 A.2d 1022 (2004, Del. Ch.), where the Delaware
Court of Chancery upheld the power of the buard of a subsidacy to adopt a shareholders rights
plan in order to block a transfer by the concroller of the parent of his shareholding in the parentw
a third paccy. This case involved egregious facts. In particular, the controller of the parent was in
breach of concracrual and fiduciary duties (as a ditector of the subsidiary) in engaging in the trans-
fer, ancl the transferee was aware of the facts giving rise to the breaches of dury.

Acquisition from an Existing Controlling Shareholder 257

However, the shareholder/board agency issues are here replaced by minority/
majority agency problems. As with sharcholder/board issues, since minoricy/
majority conflicts are not unique to control transactions, it is possible to leave
their resolution to the standard company law techniques analysed in previous
chaprers, However, laws dealing with control shifts have tended to generate more
demanding obligations for controlling shateholders which arise only in this con-
text. There are two central issues. First, are che selling controlling shareholder
and the acquirer free to agree the terms of sale of the controlling block without
offering the non-controlling shareholders eicher a part of cthe control premium or
an opportunity to exit the company? Second, may the controlling shareholder, by
refusing to dispose of its shares, prevent the control shift from occurring?

8.3.1 Exit rights and premium—sharing

In relation to the first issue, the central question is, again, whether the law imposes
a sharing rule when there is a sale of control.!?” This question may be approached
either from the side of the selling controlling shareholder (i.¢., by imposing a duty
on the seller to share the control premium with the non-selling minority (sharing
of the consideration), or, from the side of the acquirer (i.e., by imposing a duty
upon the purchaser of the controlling block to offer to buy the non-controlling
shares at the same price as that obtained by the controlling shareholder (sharing
of both the considerarion and the exit opporeuniry).

Looking first at obligations atrached to the selling controlling shareholder,
some jurisdictions in the U.S. have used fduciary standards to impose a sharing
rule."® These duties may impose an obligation upon the controlling seller either
to compensate the remaining sharcholders for foreseeable harm caused by the
sale!*! or to share the premium with the non-controlling shareholders when the
sale can be identified as involving the alienation of something belonging to all
shareholders.!2 However, these cases do not state the general rule. Despite some
academic argument o the contrary,"3 U.S. courts have not adopted a general
equality principle which might have led them to generate an unqualified cight for
non-controlling shareholders to share in the control premium. The law is prob-
ably best stated from the opposite starting point: ‘a controlling shareholder has
the same right to dispose of voting equity securities as any other shareholder,

¥ Seesnpra 8.2.5.3-4.

118 See also supra Chapter G (discussing conrrolling shareholders’ fiduciary dunies in che context
of related party transacrions).

Yl Asin the looting cases: see Gerdes u. Reynolds 28 Now York SuepLEMENT REPORTER 2nd
Series 622(1941).

182 Perlman v, Feldman 219 Feperal RerorTER 2d Seties 173 (1955); Brown v. Malberr,
76 CaLiroanta RerorTER 781 (1969).

¥3 William Andrews, The Stockholder’s Righe to Equal Opporeunsty in the Sale of Shares, 78
Harvarp Law REview 505 (1965). For an incisive general discussion of this area see Robert Clark.
CORPORATE Law 478-98 {1980G)
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including. .. for a price that is not made proportionally available to other share-
holders’ but subject to a requirement for fair dealing.' Provided self-dealing is
effectively controlled, permitting sales ar a premium price gives both seller and
acquirer an appropriate reward for their extra monitoring costs.!*5 It is worth
noting that, since the U.S. rules are a development of general fiduciary duies,
they are apr to catch sales of control in closely held companies as well as in pub-
licly traded ones.

As far as ducies on the acquirer are concerned, many of che sharing rules dis-
cussed above will operate in favour of minoricy shareholders against a sharcholder
purchasing a concrolling block, forexample, the tules determining the level of the
censideration.'46 Consequently, an acquirer that wishes to obrain an equiry stake
in the rarget beyond that which rhe purchase of the conrrolling block will provide
may find it difficult to offer a sufficiently high price to the controlling shareholder
to secure those shares if the rules require rhe subsequent public offer to reflect che
price paid outside or prior to the bid. The grearest controversy, however, revolves
around the question of whether the mandatory bid rule!*” should be applied to
a transfer of a controlling position, so as to require the acquirer to make a public
offer, where it would otherwise not wish to do so, and on the same terms as those
accepted by the controlling seller.

It can be argued that there is a vital difference between sales of control and
acquisitions of control, because, where the sale is by an existing controlling share-
holder, the minority is no worse off after the control shift than they were previ-
ousfy. However, such a view ignores the risks which the concrol shift generartes
for the minority. The acquirer, even if it does not intend to loot the company,
may embark upon a different and less successful strategy; may be less respectful
of the minority’s interests and rights; or may just simply use the acquired control
systematically for implementing a group strategy at the expense of the new group
member company and its minority shareholders.'® Itis very difficult to establish
ex ante whether the minority shareholders will be disadvantaged by the sale of
the conurolling block, so that the regulatory choice is between reliance on general
corporate law to protect the minority against unfairness in the future and giving
the minority an exit right at the time of the control shift.*?

144 American Law Insticute, PRINCIPLES of CORPORATE GOVERNANCE, 3.16.

15 Far the argument that in general the conrrolling shareholder should he free to transfer con-
trol, whether directly or indirectly, for rhe reason given in che text, see R. Gilson and J. Gordon,
Controlling Controtling Shareholders 152 UNIVERSITY OF PENNTYLYANIA, Law REVIEW (2003-4) ar
811-16.

146 Supra 8.2.5.3. In most cases these rules can be avoided if the acquirer is prepared to wait long
cnough before launchiong an offer for full control.

7 Seesupra 8.2.5.4.

148 Thesc are, of course, the arguments in favor of the mandarory bid rule, even where the seller
is not a controlling shareholder. See swpra 8.2.5.4. In the last case mentioned, it may be beneficial
for the sharcholders of rhe holding company to allocare business opporrunities to anorher group
member, bur in that sicuation the minority sharcholders in the new subsidiary will lose out.

1% Forageneraldiscussion of rhisissue, seeJiirgen Renl, Die PFLICHT ZUR GLEICHBEHANDLUNG
DER AKTIONARE BTI PRIVATEN KONTROLLTRANSAKTIONEN 277 er seq. (1991).
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Nevertheless, the costs of the mandatory exit vight are potentially much greater
in a situation of transfer of control from a controlling shareholder than where
control is transferred from the management of the target through acquisitions of
non-controlling shares. In the latter case, transferors of the shares which become
the controlling block have nothing more to sell the acquirer than any other share-
holder {but for being firsc in line). In the case of a transfer from a concrolling
shareholder, on the other hand, a mandatory exit rule, based on a public offer
at the same price, requires the transferor to give up the private benefits of con-
crol for a price that does not reflect those advantages. Thus, if private benefirs of
control are high, the disincentive effect of 2 mandartory sharing of bid premiums
will be significant.!*® Fewer control shifts will occur because not only must the
acquirer bid for the whole share capital, but also it is unable to offer the trans-
feror any premium for control (or at least cannot do so without overpaying for
the share capiral taken as a whole). In countries where controlling sharehold-
ers, especially in families, are common, this may be seen as a strong objection to
the mandartory bid rule.!?! In such cases, ‘it is far from certain that the benefics
to minority shareholders from protection against value-decreasing acquisitions
(in the worst scenario, by looters) are greater than the costs of lost opportunities
for value-increasing acquisirions, the increased agency costs of reduced market
discipline upon incumbent managers and blockhoelders, and the efficiency loss
deriving from the lesser adaprability of the industrial system to environmental

changes.’>2 The adverse impact of the mandartory bid rule is further enhanced if

itapplies o indirect acquisitions of control.'*3

130 John C. Coffee, Reguluting the Market for Corporare Control, 84 CoLumsia [aw REViEw
1145, 1282-9 (1984) and L. Bebchuk, supra note 124.

1L See Alexander Dyck and Luigi Zingales, Privase Benefirs of Conirol: An Internarional
Comparison 59 JournaL OF Finance 537 (2004) (sample of 412 concrol transactions in 39 coun-
tries: control preinia vary between -4% and 65%); Rolf Skog, Does SweDEN Ne£p 4 ManDaTORY
Bip Rurer A CriTicar ANaLysis {1995) (Sweden in the end did adopt the mandarery bid rule
in 1999. As co the reasons for the adopcion, see Klaus J. Hopt, Common Principles of Corporare
Governance, in Joseph McCahery, Piet Moerland, Theo Raaijmakers, and Luc Renacboog (eds.),
CorrorRATE GOVERNANCE ReciMes, CONVERGENCE aND DiversiTy 175, 180 (2002)). On
the orher hand, the mandztory bid rule will prevenc all inefficient transfers of control: rhe price
demanded by the incumbent controller, when gencralized across all the shares, will exceed the cur-
rent value of the firm, thus preventing inefficient transfers.

152 Luca Entiques, The Mandarory Bid Rule in the Proposed EC Tnkeover Directive: Harmanization
as Ren-Seeking?in Ferrarini etal. (eds.), supra note 82. at 785. See furcher A. Pacces, supra note 85,
at 6531, arguing for the abandonment of rhe mandarory bid rule and for permitring the acquirer of
the controlling block ro make a posr-acquisirion bid at che higher of the pre- and post-acquisition
marker price of the target’s shares. A further consequence of chis analysis is rhata harmonized rule
on mandatory bids wirhin the EU, even if there is complete unitormity in the formulation of the
rule across rhe member states, will in fact produce very different impacts accerding to wherher
block-holding is a prevalent form of ownership,

153 Sometimes referred to as the ‘chain principle’, i.c., a person acquiring concrol of company.
A also acquires control of company B. Must the acquirer make a general offer to the outside share-
holders of company B? Perhaps reflecring the British penchanc for wholly-owned subsidiaries, the
City Code stacrs from the presumption char an offer is not required (Rule 9.1, Nore 8), German
law, as befits its commitment to group law, starts from the opposite presumption but allows rhe
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However, although the above may constitute strong objecrions ro a rule requir-
ing prorata sharing of the premium, it is not necessarily a strong objection to the
mandatory bid requirement, if rhe price may be fixed at a lower level than rhe
price paid for rhe controlling shares. As we have seen, some systems do allow
variations between the price offered to the minority and that paid for the con-
trolfing shares or permir partial bids in certain cases.'®* However, orher systems
are commicted to the principle of equality of treatment even in the case of sales of
controlling blocks and the Takeovers Directive has made this choice.!?

8.3.2 Facilitating bids for controlled companies

The existence of controlling blocks of shareholders in public companies clearly
constitutes a structural barrier to control shifts, if the controllers are unwill-
ing to relinquish their position. However, there is not much company law can
do about such barriers—other than refrain from designing tules which, fike
the full-price mandatory bid, reinfotce the reluctance of controllers to sell our.
‘Concentrated patterns of ownership represent ... simply the existing condi-
tion of the economic environment.**¢ By contrast, ‘technical’ barriers to control
shifts—which constitute ‘part of the formal structure of the corporate govern-
ance environment 7 —may be susceptible to regulation through corporate law.
The recent adoption by the European Community of a Break-Through Rule
(BTR) constitutes an example—ulcimately only very partially successful—of a
legislative attempt to address technical barriers to control shifts.

The break-through rule (BTR), embodied in the directive after a number
versions of it had been canvassed by the Commission’s High Level Group of
Company Law Experts'®® and in various drafts of the directive, aims to prevent
boards and controlling shareholders from structuring the rights of shareholders
pre-bid in such a way as to deter bids. Subject to the payment of compensarion,
it mandatorily temoves (some) resttictions on shareholders’ transfer and voting
rights once a bid is made, whether the restrictions are found in the company’s
constitution or in contracts among shareholders {to which contracts the company
may or may not be party).'?® Restrictions on rights to transfer shares (more likely
to found in shareholder agreements than the constitutions of public companies}

supervisory authority to dispense with the obligation if the assets of the subsidiary are less than
20% of the assecs of the parenc (§ 35 WpUG).

154 See supra 8.2.5.4. However, it is not clear on what basis the discount from the highest price
rule has been idenufied.

35 Arr S,

136 Ronald ] Gilson. The Political Ecology of Tutkeoversin Hoptand Wymeersch (eds.), supre note
49 ar 67, discussing che difference berween “structural’ and ‘technical’ barriers to takeovers.

157 fbid, p.GS.

'38 Report of the High Level Group of Company Law Experts on Issues Related to Takeover
Bids, Brussels, January 2002 a1 28-36.

BYOAre 11,
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are nor permitted to operate during the offer period. More imporrant, restrictions
on voting rights are not permicted, and multiple voting shares will be reduced to
one vore per share, at any sharcholder meering called to approve defensive meas-
ures under the ‘no frustration’ rule!®? gnd at the first general meeting called by a
bidder who has obtained 75% of the capital cartying voting rights. At this meer-
ing any ‘extraordinary right’ of shareholders in relation to the appointment and
removal of directors, contained in the company’s constitution, shall not apply
cither.!®! The break-cthrough of voting restrictions during the offer period might
be thought to be necessary to make the no frustration rule work effectively. The
post-acquisition break-through is potentially more significant and gives the suc-
cessful bidder an opportunity to translate its control of the share capital into
control of the company by placing its nominees on the board and by amending
the company’s consritution so that its voting power reflects its economic interest
in the company. The overall impact of the BTR, if implemented, is to render con-
testable the control of companies where control has been created chrough (some)
forms of departure from rhe notion of ‘one share one vote” or by shareholder
agreements.

However, adoption of the BTR was made optional for member states in the
final version of the Takeover Directive.®? Very few of the member states have
adopted the BTR in full, as sec out in the directive, apparently only some of the
Baltic States,'s? and a few have opted for partial adoption.!®d Thus, the overall
response of the member states has been to take only a very limited interest in
introducing a significant version of the BTR into their national systems. In par-
ticular, it was rejected by 13 states which nevertheless choose to apply the ban on
post-bid defences.'¢?

Why should this be? Firsr, the BTR does not attack blockholding as such but

only situations where the controlling position resules from the misalignment of

160 SupraB8.2.2.

161 Thus rights of codetermination (see :72fra 8.5) are not affected because these are normally not
shareholder rights of appointment and will be conrained in legislation rather rhan the company’s
articles.

162 Are. 12, justas the ‘no frustration’ rule was made oprional.

163 Commission Implementacion Report 2007, p. 7. One state, Hungary, which previously had
a mandatory partiat BTR, removed it upon implementation of the Directive. For Italy, which ini-
tially adopted the BTR on implementation, see s7f7a 8.6.

164 Thusin France restrictions on the transfer of shares found in the company's constitution (but
not thase in shareholder agreements) do nor apply in retation to a takeover offer {(Arc. L.. 233-34
of the Commercial Code), whilst at the first general meeting after a bid, where the offeror has suc-
ceeded in obtaining acceptances from two-rhirds of the capital carrying voung rights, voting caps
in the articles do not apply (Art. L. 225-125 of the Commercial Code and General Regulation of
the AMF, Art. 231-43). In some member states, notably Germany, voting caps have been remaved
as part of general corporate law reforms, nor restricted ro takeovers (§ 134 [ Aktiengesetz, amend-
raent of 1998, applying to listed companies).

165 Including the UK, which has traditionally relied on a market, rather than alegal, solution to
‘one share, ane vote’ issue, namely, the reluctance of instirurional investors ro buy restricted voting
shates, unless chey are convinced there are good reasons for the restrictions. Davies, supra note 41.
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concrol rights and cash-flow rights (or restrictions on rransfer) aud, even chen,
only where, the misalignment is sufficient to trigger the BTR's threshold. Thus, 2
person holding juse over 25% of shares of a company which have been issued on a
‘one share; one vote’ basis would not be affected by che post-bid BTR; nor would
a person holding shares carrying just over 25% of the cash-flow rights, even if
thart person has voting rights which are disproportionately excessive to his cash-
How rights. In consequence, the control position in rather few public companies
in the Community was potentially affected by the BTR—but enough to gener-
ate aggressive lobbying by those which were.'¢ Second, the arguments for and
against conrrolling positions not based on proportionate holdings of control and
cash-flow rights were thouglr to be inconclusive, a deficiency which undermined
the later Com munity initiative towards the imposition ofa mandatory ‘one share;
one vore’ rule in public corporations across the board.’” Third, che limited mem-
ber state rake-up of the BTR could be seer as a response to the inadequacy of the
BTR as stated in the directive: it left many pre-bid shareholder strucrures with
defensive qualities in place {non-voting shares, extra voting rights given to long-
term holders of shares, preference shares, pyramids, cross-holdings, splicting the
holders of the voting and the economic rights in the shares so as to puc the former
in friendly hands,'%® controlling blocks exceeding 25% of the voting capital). On
rhe other hand, picking up all possible shareholding structures with defensive
qualities would lead to an extensive curtailment of the freedom of companies to
adopt what they see as appropriate capital arrangements 16

Even if a membert state chooses not to impose rthe BTR, as most have so chosen,
each member srate is obliged to permit companies incorporated in its jurisdiction
to opt into the BTR.?7? The directive requires opting in and out to be effected
in the same way as a change to the company’s constitution, i.e., in Europe by

166 See John C. Coates 1V, The Propased ‘Break-Through' Rule in Ferrarini et al (eds.), supra
note 82, Ch. 10, summarizing the available daca. These suggested only 2 maximum of 4% of pub-
lic firms in the EU would be affected, and the controlling shareholders in some of those might be
able 1o avoid the impact of the BTR by increasing their holdings of cash-flow rights or moving to
equivalent structures not caught by the BTR, such as pyramid structures and/or cross-holdings.

167 Commission of the European Communities, ImMpracr ASSESSMENT ON THE
PrororrionaLiTy BETweeN CaprtaL anp ControL In LisTep CompaNies {Staff Working
Document), SEC (2007) 1705.

188 A technique frequently employed in the Netherlands.

%7 The non-adoption by the UK of the BTR is parvicularly interescing in this regard. The
British government gave as its main reason that ‘market forces have reduced the number of com-
panieswith differential share strucrures without legislative intervention.” Department of Trade and
Industry, Company Law IMPLEMENTATION OF THE EuroPEAN DIRECTIVE ON Takrover Bips,
January 2005, para 3.9. This is a reference above all to the artirudes of the institutianal shareholders
whose oppusition to buying non-voting and resrricted-voting stock is scrong and of long standing.
Sec Davies, The Regrlation of Defensive Tactics in the United Kingdom and the United States iv Hopt
ad Wymeersch (eds.), supra note 49, Ch, 7. The Government was also alive 1o the desirability of
not driving listings our of London. Those companies which had survived rhis marker pressure
probably had good reasons for cheir differential voting structures and so ic would be undesirable to
impose a BTR on them.

170 Arr. 122,
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shareholder vote alone. In that decision the voting restrictions and multiple vor-
ing rights to which the BTR would apply, if adopted, will still be in force. The
incentives for a controlling sharcholder to optin and thus partially dismantle the
defences the company has put in place do not seem to be strong. In particular,
they will depend substantially on the take-up of a further oprion given by the
Directive to the member states, i.e., whether to permit companies which opt into
the BTR to do so on the basis of the ‘reciprocity tule’. This permits an opting-in
company to do so on the basis that the BTR will not operate in relation to a bid
from a company which is not itself subject to the equivalent of the BTR.}7?

A potential acquirer company, which is already BTR compliant, might choose
to opt in, because, as a porential acquirer, it protects itself against a targer relying
on the reciprocity exceprion where that option has been taken up in the target
company's state of incorporation. The strength of the incentive in this case thus
depends upon how many member states (containing potential rarget companies)
permit the reciprocity exception.!”? Even whete the potential acquirer is not BTR
compliant, it might see some advantage in putcing itself in this position, in order
to obrain the advantage just indicated. The strength of chis incentive is somewhat
increased by the fact thac opting into the BTR is a reversible decision.

Where the state of incorperaticn of the company considering opting in has
adopted the reciprocity rule, the BTR might generate an additional effect. The
reciprocity exception might malke the controllers somewhat more willing to com-
ply with pressure from institutional shareholders to oprinto the BTR, because the
company will be requited to do so only on the basis of a level playing field wich
other companies (whecher domestic or foreign). Overall, however, the incentives
for companies to opt into the BTR do not look strong,.

8.4 Acquisition of Non-Accepting Minorities

The absence, in a conrol shift, of a corporate decision which binds all the share-
holders means chat shareholder decision-making under a general offer can operate
so as to confer hold-up powers on minority shareholders who do not accept the
offer, despite the fact that the majority of the shareholders have chosen ro do so.
This tssue can arise whether the new controller has acquired that position from
dispersed shareholders or from an existing controlling shareholder, provided, of
course, that it is important te the acquirer to obtain complete control. Minority
shareholders may decide not to accept the offer in the hope of negotiating more
favorable rerms wich the acquirer after the bid has closed or because chey wish to

1 Acc 12(3). Despite some amhiguity the betrer view is thac the reciprociry oprtion is available
when a company oprs into the BER and noronly where the member state imposes it.

172 The Commission’s Implementing Reporc (supra note 37) suggests just over half the member
states allow reciprociry.
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maintain their opposition to the conttol shift or they may simply have failed o
tespond to the offer. Most jurisdictions provide, in one way or another, for the
squeeze-out of minorities on the terms accepted by the majority, but only where 3
very high proportion of the shareholders have accepred the offer. Even more sig-
nificant, the squeeze-out right facilitates the initial Aixing of the level of the offer
at less than the post-acquisition price of the shares, I[tachieves this result by elim-
inating the free-rider incentives of targer shareholders, which the acquirer may
otherwise be able to counter only by equating the offer with the post-acquisition
price of the shares, thus reducing the acquiter’s incentive to bid at all.'??

In most jurisdictions, minoricy hold-ups ot incentives not to tender are direcrly
addressed by rules which give the acquirer compulsory purchase powers over the
non-accepting minotity.!” In Delaware the acquisition is effected through the
short-form squeeze-our merger available o the holder of 90% of each class of
stock in a Delaware corporation and without, in principle, a review by the cours
of the fairness of the merger.'”” The importance of the squeeze-out to acquirers is
reflected in the way in which control of access to the short-form merger is used as
a takeover conrrol device in Delaware.!™®

The squeeze-out mechanism may be specific to control shifts, in which case
the issue of price can be serded by entitling those whose shares are compulsorily
acquired to the same consideration as was offered in the general offer. Where the
squeeze-out mechanism is general (i.e., permitting a large majority shareholder
to acquire compulsorily the remaining shares, no matter whether the majority
was acquired in a bid), the rules for fixing the price may be more contestable.'7?
However, the compulsory buy-out chreshold, whether the mechanism is specific
or general, is set aca high level, nermally the 90% or 95% level.!”® Control shifis

7% Burkhart and Panunzi, in Ferrarini. swpra note 82, at 753-06.

¥4 ‘The Takeover Directive (Art. 15) requires member states to provide such a mechanism
and some half a dozen states (mainly small but including Spain) intreduced ir in consequence:
Commission Report, supra note 37 ar 9.

173 DGCL S 253. And see supri 7.4.2.

176 Delaware’s statutory ‘anti-takeover’ provision relies precisely on restricting access to business
combinarions (especially the short-form squeeze-out merger) between a bidder and the rarget in the
three years after the acquisition of concrol: § 203 DGLC. These restrictions can he avoided if there
has been cither approval by rhe previous board of the targer or a high level of acceptance (85%) of
the offer by rhe targert shareholders. See generally Y. Amihud, M. Kahan, and R. Sundaram, The
Fau_pda:ions of Freezeowt Laws i Takeovers 39 Journal of Fivance 1325 (2004).

Y7 Some jurisdictions bave both types of rule. In Germany the introducrion of the squeeze-out
power specific ro control shifts was important precisely because of its presumption thar the bid
price is fair (§ 39a(3) WpUG), in contrast to endless opportunities to challenge the price under the
general merger procedure (§ 327b AkrG). Under boch specific and general squeeze-out mechan-
isms the cours are likely to be worried if che threshold is (10 be) reached as a result of a bid by an
already conrrolling shareholder. See Re Bugle Press [1961] Ch 279, CA (UK) and Re Pure Resources
r{n’.f 808 A.2d 421 (Del. Ch. 2002)—borth in «ffect requiring she acquirer o show the offer to be

air.

"8 However, it is importanc to see wherher this is a percentage of the shares offered for or a per-
;cntagc of the isstied shares of the class. In the former case, shares held by che offeror before the bid

0 nor count.
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might be facilitated by setting the squeeze-out threshold lower. In fact, one of
the attractions of using the statutory merger procedure'’® to effect a control
shift, rather than deploying it as a tidying-up mechanisin after a high threshold
of ownership has been achieved through a general offet, is chat complete control
of the target is achieved at a lower level of acceptances from the shareholders
than that needed to trigger a post-bid squeeze-out. The decision of the share-
holders, acting as the company, makes the statutory merger binding on all the
shareholders (perhaps subject to court approval or appeal to the court)!®® at 2
consent leve! of something like two-thirds or three-quartets of those voring at
the meeting,.

In many countries the right of the offeror at the 90%-plus level to acquire
minority shares compulsorily is ‘balanced” by the right of minorities o be
bought ouc at that level, a right which, again, may be tied to a preceding take-
over offer ot not.'®! However, functionally, the two are very different. Within
control transactions, the effect of a right to be bought out is to reduce the pres-
sure on target shareholders o render, though that objective is in fact better
achieved by rules requiring the bid to be kepr open for a period after it has
become unconditional, because the laccer rule is not linked to any particular
level of acceprances.'8?

8.5 Agency Problems of Non-Shareholder Groups

Some have argued that a substandial proportion of the gains to acquirers from
takeovers are the result of wealth transfers from non-shareholder groups, espe-
cially the employees of the target.!® The responses of control transaction regu-
lation to this issue can be put, broadly, into one of three classes. First, those
systems which allocate to the shareholders of the rarget the exclusive power to
approve the offer find it difficult to fit into that scructure a significant mechan-
ism for the protection of non-shareholder interests, other than via disclosure of

179 Supra 8.1.1. Brirish courts have treated the acquirer as having a free hand to scructure the
deal as a take-over or a merger (and even to change horses in the middie of a transacrion) on the
grounds that courc approval in a merger is asubstitute for the high level of acceprances required for
the squeeze-out: Re National Banf 1966] 1 WerkLy Law ReporTs 819.

180 Other squeeze-out techniques may be available to the acquirer at a fower level of accept-
ances, for example, delisting the company’s shares. See supra. 7.4.2.3.2.

181 Both types of rule ave discussed in greater derail in Forum Europaeum Corporate Group
Law, Corporate Group Law for Europe, | EUrROPEAN Business OrGanisatTion Law Review 165,
226 et seq. (2000). The Takeover Directive requires boch a squeeze-outand a sell-out right.

182 See sipra 8.2.5.4, An offeror may be satisfied with a controtling stake short of che 90% level
and thus not be subject 1o rhe sell-out right, whereas the "keep it open’ requirement applies ar what-
ever level the acquirer declares the bid to be uncondirional.

183 Margaret M. Blair. OwnNEeRSHIP AND ConTroL (1995); Andrei Shleifer and Lawrence H.
Sunvmers. Breach of Frust in Hastile Takeovers, in Alan . Auerbach (ed.), CorporaTt TakEOVERS:
Causgs ano Consequences 33 (1988).
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information.'®% This scrategy is heavily adopred by the Takeover Directive,'®? bur
the disclosute obligation sits in a vacuum, dependent for its effectiveness upon
rules and institutions existing ourside corporate law. In some }urisdiccions such
structures—usually some form of works council-—do exisr and may be built into
the takeover process by national legislation.!¢

Where, however, the board is given a significant role in the takeover process,
& second parttern can be discerned, which is to regard the survival of target man-
agement as a proxy for the furtherance of the interests of non-shareholder groups.
Thus, in the U.S., one popular form of state anti-takeover statute (‘constituency
statutes’) consists of expanding widely the range of interests beyond the share-
holders’ inrerests which management is entitled {but not bound) to rake into
account when responding to a takeover bid.}#” It is doubtful, however, whether,
by icself, relieving directors of liability to the shareholdets if they act to promore
non-shareholder interests encourages anyching more than self-incerested behav-
ior on the part of the targer board. The greater the range of intetests which dir-
ectors are entitled to rake into account when exercising their discretion, the more
difficule it will be ro demonstrate in any particular case that the standard has
been breached. If this is a correct analysis, non-shareholder constiruencies will
benefic from such rules only to the extent that their interests happen to coincide
with those of the target board.'#?

The third pattetn involves taking the step of giving the non-shareholders a
decision-making role, though it is a partern to be found in practice only in rela-
tion to employee interests. In those jurisdictions {notably Getmany) in which
company law is used in a significant way to regulate the process of contracting

184 Of course, non-shareholder interests may be protecred through mechanisms existing outside
company law which deal with some of the possible consequences of a control shift, for example,
mandartory consultation over lay-off, under Council Direcrive 98/59/EC on colleetive dismissals.
Sce supra 7.4.3.2.

185 The extenc to which tbe employees should be informed or be influential in the takeover
process was one of the contentious issues in the deadlock over the Commission’s Proposal for a
Takeover Directive. The Parliament’s attempt to ride all possible horses can be seen in one of its
propased amendments ro the effect thac ‘the board of the offeree is to actin the interests of the com-
pany asa whole, in parcicular in the incerests of corporate policy and its constitution, shareholders
and staff, and wich a view to safeguarding jobs, and must not deny che holders of securities the
opporeunity to decide on the merits of che bid." As enacted the directive requires the target board
to ‘act in the inrerests of the company as 2 whele and must not deny the holders of securicies the
opportunity to decide on the merits of the bid.’

'8¢ Thus, French law (Code du Travail, Art. L. 432-1) requires an immediate meeting between
the CEQ of the rarger and che works council when the bid becomes public and, if requested by
the works council, a second meeting wichin fifreen days of the publication of the offer document,
which a representative of the acquirer musc attend. Non-compliance may result in the argets
shares acquired by the bidder losing their voring rights. For an analysis of the potential of such
mechanisms for employee involvement in the decision-muaking on controk shifts see Final Reporcof
the Project AgirE (2008), available ar hrep://www.fse-agire.com/.

W7 See, g, § 717(h) New York Business Corporarion Law,

48 Seealso Mark J. Roe, PouTiCAL DETERMINANTS OF CORPORATE GOVvERNANCE 45 (2002)
(employee influence ts indirect and weak, constituency laws are made by and for managers).
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for labor,'®? rhe presence of employee representatives on the supervisory board
and the relative insularion of rhe board from the ditect influence of the share-
holders may enable those representatives to have a significant input into takeover
decisions (perhaps to the point where control shifts which are unacceprable to
the employee representatives are hard to achieve). This strategy depends upon
the law adopting a model of joint board/shateholder decision-making over the
bid. Moreover, in this situation the disclosure requirements of taleover laws and
general corporate law provisions defining ‘the company’ so as to include non-
shareholder interests operate in an encirely different institutional context and
may have real bire.!??

In jurisdictions in which decision-making is placed in the hands of the share-
holders exclusively, ad hoc examples of significant employee influence may be
found, usually in relarion to the acquirer’s willingness ro offer. Thus, in the UK,
the new-found and still iil-defined rights of the Pensions Regularor™' and by
extension the crustees of employee pension schemes, which are in deficit, o
require a new owner of the company to nrake substantial concributions ro the
fund, especially if it is proposing to make significant alceracions to the risk pro-
Gile of che company’s business (likely if a private equity bid is in question), has
been an important factor in a number of recent proposed bids either not emer-
ging or emerging on rerms more favorable to the employees. Equally, a generally
disorderly industrial relations climate in a particular company may discourage
bidders from emerging: the potential acquirer may not think it can solve all the
difficult problems of the target company which the present owners have singu-
larly failed o address.

8.6 Explaining Differences in the Regulation of
Control Transaction

We haveanalysed control shiftregulation along two main and one minor dimension.
The major dimensions were the locarion of decision-making on the offer and the
protection of target shareholders (especially non-controlling shareholders) against
opportunism on the part of che acquirer or target management. The minor dimen-
sion was the responsiveness of the regulation to non-shareholder constiruencies.
Two immediate conclusions can be drawn from ouranalysis. The first and nega-
tive conclusion is that none of the systems puts the goal of maximizing the num-
ber of control shifts at the centre of their regulatory structures. The maximum

189 Seesupra 4.1.1,

99 For information provisions in Germany see § 11{2) Ubernahmegeserz and § 2
Ubernnhmegesc(z» Angebotsverordnung {Germany). For the inclusive definition of the inrerests
to be considered in Germany, sce Michael Kore, N852-78 § 76, in Kiaus J. Hopt and Herbert
Wiedemann (eds.), GROSS-KOMMENTAR zUM AKTIENGESETZ {(dth ed., 2003).

™1 Under the Pensions Acr 2004,
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number of rakeovers is likely to be generated by a system which enjoins upon
targer management a rule of passivity in relarion to actual or threatened take.
overs {(the frst dimension) and which gives the acquirer the maximum freedom
to structure its bid (the second dimension), whilst non-shareholder interests are
ignored. None of our jurisdictions conforms to this patcern: the regulation of
agency and coordination issues is a better, if more complex, explanation of the
goals and effects of national regulatory systems than the maximisation of the
number of bids.

The second is that there are important tradeoffs involved in the placing of 3
particular system along the rhree (two major, one minor) dimensions. Thuys, pro-
visions aimed, at least ostensibly, at protecting target shareholders, may oper-
ate indirectly so as o protect targer management.!®2 A system which rigorously
controls defensive tactics on the part of management may neverctheless still chil]
takeovers by, say, strict insistence upon equality of treatment of the target share-
holders by the acquirer or the prohibition of partial bids. Indeed, it is probably
no accident that those systems which, historically, most clearly favor sharcholdec
decision-making in bid contexts (France, UK) also have the most developed
rules protecting rarger shareholders against acquiter opportunism. Deprived of
the protection of centralized management, the target shareholders need explicit
regulatory intervention as against acquirers, bur that intervention—notably the
mandarory bid rule—may also protect indirectly incumbent management. Thus,
comprehensive control shift regulation of the type found in the UK may both
make it difficult for incumbent management to entrench chemselves against ten-
der offers which do emerge and reduce the incidence of such offers. Which effect
is predominant in practice is an empirical question.}%?

Itis cleat that the most sensitive question in relation to control transacrions is
whether they can be implemented over the opposition of the incumbent board.
The hostile takeover dramarizes the conflict berween shareholders and managers
(and other srakeholders) in a more efective way than any other corporarte event.
Facilitating ot hindering hostile takeovers thus often becomes che central issue
in debates over whose interests the boards of companies are required to promote.
In tussles berween sharcholders and managers over the design of rakeover legisla-
tion, the management often stands as proxy for the interests of the employees and
of local communities and perhaps even of the narional economy.

So, the crucial dividing line might seem 1o be between chose systems which
place the decision on the control transaction wholly in the hands of the rarget
shareholders and those which give to each of the target sharcholders and target

192 Seealso Sanford |. Grossman and Oliver Harr, An Anabys; inci, 5
Econonmenn s oa, iver Hare, A Aualysis of the Principal-Agent Problem, 51
193 .
1990 i\vz:‘rtynova gnfi Renncboog supra note 32 show rhat in the European merger wave of the
o s 38% of ali hostile takeovers wichin Europe (29 counrries) involved UK or Irish targets as did
8% of‘aﬂ tender o&’efs (hosrile or friendly) (Table 43, whilst the rakeover premium paid for UK
racgers ‘towercd above’ thar paid for Continenral targers (Figure 23).
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board a veto over the transaction. This is the major fault-line in cthe design of
control-shift rules. However, there ate reasons for thinking that this division
may be an over-simplification. First, it is possible, though nort straightforward,
for 2 jurisdiction which allocates the decision on the control shift jointly o tar-
get sharehclders and target boards to develop adaprive mechanisms which, to
a greater or lesser extent, reproduce the effects of an allocation wholly to the
shareholders of the rarget cornpany. As we have seen,'® the U.S. demonscrates
the possibilities fot a development of this &ind. Thus, Armour and Skeel have
argued that, whilst the proportion of hostile bids in the U.S. is smaller than in
the UK,!®> which allocares the decision entirely to the shareholders, the overall
level of conrrol shifts is not much different.!?® This suggests that the strategies for
controlling the exercise by incumbent management of their decision rights over
the control shift have had the effecr of moving the U.S. towards the UK position.
In other words, a combination of legal strategies and institutional facts may per-
mit the shareholders to reap the benefits of joint decision-making over control
shifts (shareholders overcome their cootdination problems by using management
to negotiate wich the bidder on cheir behalf) without incurring che costs of this
arrangement (notably management entrenchment). Where those legal strategies
are not available or the institutional facts do not obtain, however, the initial allo-
cation of the decision right will indeed be crucial.

One may wonder why the UK and the U.S. have raken such different doc-
trinal paths to achieve an atguably similar result. Doctrinal path-dependency
would seem to explain a lor hete. The UK system of company law has always been
strongly shareholder-centted—the board’s powers derive from the company’s
constitution, not the legislation, and the constitution is, formally, wholly under
the control of the shareholders;'¥” and directors can be removed at any time by
ordinary sharcholder vote—whilst U.S. law has been more protective of the pre-
rogatives of centralized management,!®® whilst preserving the ultimare control
of the shareholders.!®® For the UK, allocating decision-making on control shifts
wholly to the shareholders fitred well with established patterns of corporate gov-
ernance, whilst in the U.S. shareholder influence over control shifts was estab-
lished in a more convoluted and. perhaps, less stable way, but one doctrinally
consistent with its managerial orientation.?%?

194 See supra 8.2.3.1. 195 Armour and Skedl, supre note 30, Table 1.

196 Jbid, p. 16. Whether the two systems are functionally absolutely equivalent is not clear (sce
Armour and Skeel, supra note 30 ac 1742-3, arguing char the U.S. system has costs which the
straightforward adoprion of a 'no frustradon’ rule avoids).

Y7 Supra7.2. 99 Supra 3.1.3. Y9 Supra3.7.

200 Armour and Skeel, supra note 30 ar 1767-8 point our that che traditional doctrinal pro-
shareholder orienration of British corporate law was reinforced by the rise of institurional share-
holding during the precise period that modern cakeover regulation was being developed in the UK,
i.e,, in the 1960s, whereas this coincidence did not occur in the U.S. Equally, one mighe speculate
that, if managerial stock option plans were 1o become a less significant part of compensation in the
U.S., then U.S. insritutional investors might begin to agiratc for sharcholder-friendly control-shift
regulation.
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There is a furcher, and very different but important, sense in which the initial
allocation of decision rights is less important than ir might seem. In jurisdic-
tions where corporarte control is typically concentrated in the hands of blockhold-
ers, the notion of a hostile takeover (one accepted by the shareholders over the
opposition of the incumbent board) seems beside the poin, since the directors in
all likelihood will be the nominees of the controfling shareholder (except to the
exrent that employees have appointment tights). Yet, blockholding regimes dom-
inate the international landscape, with dispersed or semi-dispersed sharcholding
patterns being the exception.®' However, here too some qualification is called
for. The average size of the largest block varies from jurisdiction to jurisdiction,?02
so that in jurisdictions with smaller average blocks, whilst hostile cakeovers may
be more difficult, they are not ruled out encirely. Further, there is evidence, in
impottant jutisdictions, of a weakening of the grip of blockholders. 2% Finally,
even in jurisdictions dominated by large blockholders, shareholdings in particu-
lar companies atypically may be dispersed. Thus, there are very few jurisdictions
in which hostile takeovers are fully ruled out on shareholder structure grounds.
More important, over the last decade the hostile bid has become a significant
event in a number of jurisdictions where previously ic was virtually unknown.204

Again, the desire of rule-makers to fit regulation of the hostile rakeover into
the existing paramerters of corporate law explains much of the responses in these
jurisdictions. In the European Community the legislative response was crystal-
lized around the design and implementation of the Takeover Directive, with the
European Commission pushing for a liberal response as an important wol for
promoting an integrated ‘'single marker’ within the Communicy,?®® whilst some

200 M Becht and C Mayer, lumroduction in F. Barca and M. Bechr {eds.), TR Conrror oF
Corrorare Eurore (2001).

202 fpid, Table 1.1, reperting that in the late 1990s the median size of the largest voring block in
listed companies varied from 57% in Germany to 20% in France.

202 Franks, Meyer, Volpin, and Wagner, Evolution of Family Capitalism: A Comparative Study
of France, Germany, lialy and the UK (hetp:/ssrn.com/abstracr=1102475) p. 13 and Table 2, show
an increase in the proportion of widely held listed companies berween 1996 and 2006 (from 21%
ro 48% in Germany; from 16% to 37% in France; and from 19% to 22% in laly; the UK figures
were 91% in both years). “Widely held’ is defined as a company where the largest vore-holder had
less than 25% of the voting rights—a relatively generous definition of "widely held". For Japan see
Tokyo Srock Exchange, SHare OwnNersHIP SURVEY (2007). See also Marrynova and Renneboog
supra note 193, Tahle 4 showing char 42% of European hasrile rakeovers in the 1990s vecurced out-
side the UK and Ireland, notably in France, Sweden, and Norway.

204 Franks ez af, supra note 202, Appendix A.3 reporc that the avetage number of listed com-
panies which were the rarget of an unsolicired bid expressed as a percentage of all listed companies
increased between che periods 1992—1996 and 20022006 from 0% to 0.19% in Germany; from
0% 10 0.22% in lraly; and from 0.03% to 0.15% in France. The UK figures were 0.18% and 0.93%.
It musc be remembered, however, thar the proportion of the largest 1000 companies (by sales)
which is listed in those chree jurisdictions is smaller that in the UK {in the UK about half; in rhe
other countries berween 15% and 30%). The same general rrend can be found in Japan, as the lici-
gation it has generared attests. See supra note 42.

%3 For which policy there was considerable empirical supporr. See, for example, Martynova
and Renneboog, supra note 32 at 4 swating that the European merger hoom of the 1990s “boiled
down to business expansion in order 1o address the challenges of the European market'.
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member states (and the European Parliament) responded to currenc popular fears
of globalization and its impact.?®® Wich the abandonment of the ‘no fruscration’
and ‘break-chrough” rules as mandarory rules at Community level,2°7 rhe prorec-
tionist forces may be said to have had the better of the argument with the liberals
at Communiry level. This rrend was repeated in the transposition of the directive,
where, overall, there was a less liberal approach on the part of the member states
than had obrained previously.2%8

Turning to specific nacional level actions, German opposition to the hostile bid
can be said to reflect the general weakness of shareholder interests in char crad-
itionally bank-financed economy,?®® whilst the protection of employee interests
within and outside the corporate structure (through various forms of codetermin-
ation) is perceived in that country as a particularly important way of securing
social cohesion, which might be undermined by control shifts decided on solely
by shareholders. In any event, atter the successful hostile takeover of Mannesman,
a German company with, unusually, a fairly dispersed shareholding body, by
Vodafone, a British one, and the fear of such a takeover of the narional champion,
Volkswagen, the German government mobilized its resources to defeart at the last
moment in the European Parliament the draft Takeovers Directive which, in its
then form, would have made the ‘no frustration’ rule mandarory and which had
previously been approved by all the member states, including Germany.?!® This
permitted the government to proceed with its strategy of allocating approval of
defensive measutes to the supervisory board, on which in the largest companies
the employees hold half the seats.?!!

206 See Hope, supra note 40 at I1LA on the spread of economic nationalism within the
Community.

207 Supra8.2.2and 8.3.2.

298 Commission Report, supra note 37, p 6. Transposition of the Directive was taken as the
opportunity in some member states ro qualify an existing ‘no frustration’ rule, usually through
adoption of the reciprocicy exceprion. Only one member state previously wirhout a ‘no fruseracion’
rule adopted it upon implementation of the directive. Nevercheless, the overwhelming majority of
member states have the ‘no frustration’ rule and had adopted it before rhe Direcrive was passed,
probably in anricipation of the direcrive’s adoption of it as 2 mandarory rule. As pointed out above
in rhis secrion, howevcr, the significance of this starisric is somewhar undercut by rhe presence of
controlling blockholders in most member stares.

20% O3f course, the extensive reforms from the 1990s onwards, under the general rubric of pro-
mating Firanzplaiz Deutschland, have altered this traditional bank otientation considerably but
the hostile takeover tested the limies of the reform movement. See A Bérsch, Grosai PRESSURE,
Nationar System (2007) Ch. 3.

21° Hopr, supra nore 40, at 1ILAb. See also the heated discussion of “shareholder activism’ in
the Nerherlands in the wake of rhe pressure exerted on the board by the sharcholders of the Dutch
bank, ABN-Amro, to put the husiness up for sale—a step which led ro a prolonged battle berween
vival takeover consortia led by the Bricish banks, Barclays, and the Royal Bank of Scotland in 2007.
See also supra note 75.

A See supra 8.2.3.3. Noce that even where the power to rake defensive measures has been con-
ferred on the management board in advance by che shareholders, supervisory board approval of the
exercise of that power is required, so that the employec represenratives will have an inpur inro thac
decision by rhe management board.
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In France, which has a longer, if low-level, exposure to hostile takeovers and
to their regulation,?!? the response to the increase in hostile takeover offers was
more muted. The ‘no frustration’ rule was confirmed in che implementation of
the directive, subject to the possibility of adopting defensive warrants against
acquirers not subject to that rule.?' In France employee representation within
the corporate structure is a much less significant policy goal than in Germany.2!4
France has traditionally relied more on state than managerial action to protect
non-shareliolder interests in the company.?!* In consequence, such protection
has traditionally been delivered outside the framework of rules regulating agency
and coordinarion issues berween the parties in control shifts. Thus, at the same
time as the Takeover Directive was being implemented in France, the foreign
investment rules were strengthened so as to expand the areas of the economy
in which non-EU acquirers could obrain control only with the consent of the
French state.?'¢

Finally, Iraly is difficult ro read. Having initially adopted, unusually among the
member states, both the ‘no frustration” and the ‘breakthrough’ rules, it reversed
both decisions in late 2008, apparently in response to fears of the takeover of
Iralian ‘national champions’ by foreign companies and sovercign wealth funds in
the wake of the ‘credit crunch’ of 2008.27

22 Explicit regulation of takeovers in France dates from the late 1960s, as in the UK. See
Viandier, OPA, OPE ET AUTRES OFBRES PUBLIQUES (3rd ed., 2006), paras. 71ff.

& Seesupra8.2.3.

2 See supra4.2.1.

5 Vivien A Schmidt, Tue FuTures ofF Eurorzan Caritavrism (2002) at 117-18. See also
Martynova and Renneboog supra note 32 at n 1: "It is believed char French and Iralian govern-
ments are rather successful in protecting their narional champions. In these countries, hostile
cross-border acquisitions hardly ever succeeded in the 1990s. The French and Italian govern-
ments encouraged (often inefficient) mergers between national firms to create larger national
corporations...

216 See Decree No. 2005-1739 made under Art. L. 151-3 of the Monetary and Financial Code.
requiring state approval for acquisitions in arcas affeccing ‘public order, public safety and national
defence’ but interpreted widely so as o include gaming and private security provision, More gener-
ally in France, the state mainrains conrrolling stakes, either directly or indirectly, in industries seen
as important for rhe development of the French economy, so that in these areas a ‘French solution’
10 a mooted control shifr is normally implemented. Of course, France is not alone in taking such
steps. In the United States, parricular control shifts have generated srrong oppesition in Congress
(such as rhe acquisirion of the rights to manage major ports by a Dubai-based company) whilst the
Foreign Investment and Narional Securiry Acr 2007 somewhat exrended Congressional control
over conrrol shifs in induscries thought to have national securicy implications. Even in the trad-
itionally liheral UK the government exercises @ strong influence over controf shifts in the defence
induscry (where it is a subsranrial customer!.

217 For the initial Irafian implementarion see Legisiative Decree 19 November 2007, no. 229;
and for the revised implementation Decree-Law 29 November 2008, no. 185, Arr, 13. In effece,
the boards of Italian public companies are free ro adopt defensive measures, both pre- and posr-
bid, unless the company in its consriturion has opied into either or borh of the ‘no frustracion’ or
‘breakthrough rules. In view of the fact thar Iraly had initially implemenred both rules on the basis
of reciprocity (see supri 8.3.2) it is doubrful wherher this change was needed ro provide protection
against bids froin most foreign companies and sovereign wealch funds.
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Particularly intriguing in this context is the case of Japan, which has only
recently become a jurisdiction in which hostile takeovers are feasible and which is
currently seeking an appropriare sec of rules to govern them, being fully aware of
the regulatory patterns adopted in other countries. Thus, the Report of the quasi-
official Corporate Value Group (2008) adopted a shareholder value line bur did
not equate this wholly with exclusive shareholder decision-making on defensive
measures.>'* The ultimate shape of Japanese takeover legislation remains ro be
seen.

Given the range of potential opponents to a shareholder-centred regime of
control-shift regulation—rmanagement, employees, some versions of narional
economic policy—it is perhaps surprising that the policy of allocating the deci-
sion on the control shift wholly to the shareholders of the targer company has
been adopted in any jurisdiction. The UK has dene so since the introduction of
formal regulation in this area in the late 1960s and the rule, although subject to
academic criricism, is lictle contested in debates on public policy.?'® Elsewhere,
the position is more contested. The principle of shareholder decision-making was
widely adopted in the EU (outside Germany) in the years running up to the adop-
tion of the Takeover Directive, but, ironically, there has been some retrear from
this position in the actual implementation of the directive.?2? In the U.S. assess-
ment of the overall effect of the rules varies with the artitudes of the courts, the
development of executive compensation schemes and the willingness of share-
holders to be active in opposing staggered boards. Japan is still making up its
mind in this area. Looking at control shift rules, more broadly, however, there
seers to be general agreement on the need to address shareholders’ coordination
problems through equality rules of greater ot less rigour;??! on the need for exten-
sive disclosure of information from both acquirer and rarger management {the
latter being especially important where the control shiftis being promoted by the
incumbent management);222 and on the need to facilitate squeeze outs once an
acquirer has obrained an overwhelming level of control 22

418 Corporate Value Study Group, TAKEOVER DEPENSE MEASURES IN THE LIGHT OF RECENT
ENVIRONMENTAL CHANGES, June 2008. The Group acceprs (1) rhar in ‘obviously detrimental’
bids {which concepr it wries to limic) the board may unilaterally rake defensive measures and (2)
that even where this is not the case the board may implement defensive measures provided chese
are reasonable and proportionare. Shareholder approval is an important but nor conclusive facror
in whether defensive measures are lawful in chis case. This qualification seems partly aimed art pro-
tecting minoricy shareholderts, but ir also implies chat defensive measures in this second category
raight be lawful even if shareholders bave noc approved chem and even if there were evidence thar
the shareholders did not approve them.

219 Deparcmenr of Trade and Industry, IMPLEMENTATION OF THE Euroreaw DIRECTIVE ON
Taxeover Bips, January 2005, para. 3.6.

220 See supra note 37, 1 Supra8.2.5.3.

22 Supra§.2.5.1. 23 Supra8.3.2.1.



	

