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Chapter 11

An Overview of the Takeover
Bid Directive in the Context of
the Internal Market

11.1 INTRODUCTION

The Takeover Bid Directive was the product of long-running legislative efforts
by the European Commission. The quite different approaches to the regulation of
takeovers existing hitherto in the Member States, as well as the differences
between certain aspects of national company and capital market law, made har-
monization of takeover bids a very difficult venture. Negotiations and efforts to
adopt the Takeover Bid Directive lasted almost fifteen years. The first draft was
presented in 1989. The regulation of takeovers at the EC level was considered to be
a part of the 1992 internal market project.”®® An amended proposal was brought
forward in 1990. After the 1992 Edinburgh European Council, the draft Take-
over Bid Directive was examined in light of the principle of subsidiarity.”*
In 1996, the European Commission proposed a more streamlined Takeover Bid
Directive, which was revised again in 1997.3%° Meanwhile, the 1999 Financial
Services Action Plan called for the adoption of a Directive on Takeover Bids and
stressed the benefits thereof for market integration and for the competitiveness
of the EU. Although a conciliation procedure between the European Parliament
and the European Council was successful and produced a compromise pro-
posal, the European Parliament then rejected the proposal (with a tied vote)

538. ). Wouters, P. Van Hooghten & M. Bruyneel, “The European Takeover Directive: A Com-
mentary’, in The European Takeover Directive and its Implementation, ed. P. Van Hooghten
(Oxford: Oxford University Press, 2009), 3.

539. Ibid., 3-4.

540.  Ibid., 4.
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in July 2001 %1 This rejection of the Buropean _Commission’g propos:-:]d GD%rective
by the European Parliament led to the creation of the H1gh-qu;l I(l)up of
Company Law Experts. This Group was formed to propose some v1ah e éo utions
to the problems encountered in harmonization. _A new proposal of the ufopean
Commission was presented in 2003; this took into account some of' the 1egom_
mendations of the High-Level Group of Compamg}aw Experts. The Takeover Bid
Directive was finally adopted on 21 April 2004.

11.2 THE TAKEOVER REPORT OF THE HIGH-LEVEL
GROUP OF COMPANY LAW EXPERTS

As mentioned above, the High-Level Group of Company Layv E.xperts,'5 513@021‘(18(1 by
1. Winter, was established with a mandate to address outstanding issues.” ~ The key
proposals in its final Report were lh_al (a).when a.takeover offe:1 sqcceﬁds tf(f) the
extent of acquiring 75% or more of the risk-bearing sharfa cgpﬂal in t ebo eree
company, the bidder should be entitled to control the constitution and the 1oard Qf
that company accordingly, notwithstanding any constitutional or structural provi-
sions in the company that prevent the exercise of such control (t}}(? breakthrough
provisions); (b) when a bidder acquires control, the price o be ()_HCI'C‘LI ur}der the
mandatory bid for the remaining shares should normally be the h! ghest .pI‘ICfil pa¥d
by the bidder during a period of six to twelve momhs up to aqd mgludmg that in
which control was acquired; and (¢) when a blflder has ac_qulred in excess of a
threshold (to be set at between 90% and 95%) of the shares m‘lhc target, F'l(: or sh(,
should be entitled to buy out minority holders, and those minority sh_zueho_ldus
should be able to require that their shares be bought at a fair price, W]‘lli’.:.l‘l Wlllr bc
presumed to be the offer price when there is a 90% or more acceptance of the offer

. > 544
(‘squeeze-out’ and sell-out’ rights).

541, Ibid.. . Mukwiri, Takeovers and the Europa;;z) OL9€)gz;lO Framework, A British Perspective

and New York: Routlege-Cavendish, . 10. ‘

542. gl.downggtners, P. Van Hooghten &gM. Bruyneel (n. 53'8), 5. M. Andenas, ‘“The New IE;lfo[pea;l
Company Law’, in Liber Amicorum Guido Alpa, Private Law Beyond tlhe thtona R )‘st‘em,s,
ed. M. Andenas et al. (London: BIICL, 2007), 87. For an excellent overview of the Directive
provisions, sce: B. Sjafjell, Towards a Sustainable European Company Law (AH Alphen aan

iin: Wolters Kluwer, 2009), 293-311. ,

543. ?eSn llzi\rllds\:n, ‘Is the Single Eur(zpean Market an Illusif)n? Obstacles to Reform. of Elé T[‘;ll((e)-
over Regulation’, ELJ 11 (2005): 507, 518. The rest ot. the mem.bers were: J. RlefOI'. ( Se[;
J. Simon (France), K. Hopt (Germany), J.M. Garrido Garcia (Spain), J.S. Christen

ark), G. Rossi (Italy). ) ‘ Jpees

544. {\.]f:.}egcllt\.]v‘;lnis. ‘The Dirictivyc on Takeover Bids: Not Wc)nh the Paper 1t's Written ‘“1'?1}'\ 11({: S
4 (2004): 416, 428. In 2002, after the publication of the 'l_"uk‘cnwr Bup(m llmy -lhc,,I-l:l‘TL' l .:’m‘
Group of Company Law Experts, Internal Market Commissioner F. l}rnll{uslcm tm‘ aty L o
mend the High Level Group of Company Law Experts on I‘hCIF m_wﬁ. l{tllllpfb]:l(.l}hl'lll"i; £
excellent work. We will carefully examine their rccummcmlalum_s with a view I.l..) fsul;)l?‘l‘l ‘1 ]:ch
revised proposal for a Directive on Takeover Bids in the Spr}qg. Thls Directive 21;)}‘;) g
element in our drive to make Europe’s economy the most competitive in the world by 4
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The establishment of a level playing field in the EU market in corporate
control has long been vitally necessary, since only this could lead to market inte-
gration. The Takeover Report of the High Level Group of Company Law Experts
has stressed that it is important that takeover bids be undertaken with a similar
expectation of success throughout the EU, and that shareholders in the various
Member States have corresponding opportunities to tender their shares in a take-
over bid. It advises that any European company law regulation aimed at creating
such a level playing-field for takeover bids should be guided by two principles:
(1) shareholder decision-making, and (2) proportionality between risk-bearing
capital and control.>* The High Level Group of Company Law Experts proposed
full disclosure of information about the capital and control structures of companies;
shareholders’ authorization to frustrate a bid, with such authorization to be granted
on the basis of proportionality; a breakthrough of defensive mechanisms by a
bidder acquiring 75% or more of risk-bearing capital; a breakthrough rule also
applicable to ‘golden shares’; non-transferability provisions of the target company
not enforceable against the bidder; and pyramid structures, cross shareholdings,
and circular shareholdings to be reviewed. With regard to the last recommendation,
the High Level Group of Company Law Experts believes that the Commission
should review the issue of whether pyramid structures, cross shareholdings, and
circular shareholdings, including several listed companies (which would not be
subject to the break-through rule), should be regulated generally, and also what
adequate measures of protection for minority shareholders should be enforced in
all Member States.>*®

The High Level Group of Company Law Experts also discussed various
aspects of the equitable price that must be offered in a mandatory bid. It suggested
that an equitable price is the highest price paid by a bidder prior to acquiring a
controlling holding, that there should be a few exceptions possible in specific
circumstances, and that the mandatory bid shall be made within thirty days.>*’
Additionally, the High Level Group of Company Law Experts examined the
squeeze-out and sell-out rights. The High Level Group of Company Law Experts
recommended that the threshold for a squeeze-out should be set at 90%-95% of
capital, that there should be the presumption that the bid price constitutes a fair
price when the bid is accepted by shareholders holding 90% or more of the share
capital on which the offer was made, and that the thresholds for the sell-out right
and for the prcsumfiion of a fair price need to be the same, as in the case of the
squeeze-out right.>** :

The 2002 proposal of the European Commission that led to the adoption of the
Takeover Bid Directive did not completely follow the recommendations of the

the Commission will do its utmost to achieve an early agreement by Council and Parliament on
the revised proposal.’ IP/02/24.

545, Press release of the High Level Group of Company Law Experts (10 Jan. 2002), 2.

546. Press release of the High Level Group of Company Law Experts (10 Jan. 2002), 2-3.

547. Press release of the High Level Group of Company Law Experts (10 Jan. 2002), 3.

548. Press release of the High Level Group of Company Law Experts (10 Jan. 2002), 34.
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Report of the High Level Group of Company Law E;per_ls on T*‘k‘fﬁvers
concerning the proposed breakthrough procedure: allho_u_gh it dl_d provide .tm the
un-enforceability of restrictions on the transfer qt securities Qurmg the period for
acceptance of the bid, and for the un-enf; orceability of restrictions on voting J;}ghls
when a general meeting of shareholders decides on any defensive measures.”” The
proposal of the High Level Group of Company Law Experts on Take()vel's lhﬂ:l a
bidder should not be required to offer compensation to the holder of shares carrying
disproportionate voting rights, when the bidder reaches the breakthrough threshold
after a general takeover bid and makes use of the breakthrough right, was not
acccplefl.sjf" According to the Winter Report, there should also be definitions of
an ‘equitable price” and the introduction of squeeze-out and sc?ll—out rights after
bidding.**' The mostimportant feature was that the board neutrallty/non—frustratlpn
rule was maintained. Finally, the 2002 proposal sought to meet thq European Parlia-
ment’s concerns about employee protection by provi_ding for national measures to
govern the provision of information and consultation of representatives of the

employees of both the target company and the bidding company.5

11.3 THE MANDATORY BID RULE (ARTICLE 5)
AND THE SQUEEZE-OUT AND SELL-OUT
RIGHTS (ARTICLE 15 AND ARTICLE 16)

Among the few obligatory substantial provisions of the Dircctlive for T_ukeuver
Bids are the mandatory bid rule (Article 5), the squeczc-oul‘rl_ght (.Amcle 15),
and the sell-out right (Article 16). The purpose o_I' thm;se provisions is (o protect
the minority sharcholders according to the Ieglslfitwe_ base nli lhc_ Directive
(Article 44(2)(g) of the EC Treaty). However, thc_Du'ectwe provides for lt?c pos-
sibility of evading the enforcement of these provisions, both when transposing tt]e
Directive into national law and, after implementation, whcl_l ?he parties to a bid
are obliged to launch a mandatory bid. Addilionally._lhc provisions 1hcm§e-!v§s are
characterized by many drawbacks, which reveal their weakness in conlnbplmg to
the protection of shareholders and, by extension, to the freedom of establishment
through takeover bids. . _
Article 5 contains detailed rules imposing the requirement of making 2
mandatory bid at an equitable price whenever a naturfil or lggal person gains
control of a listed company. The main problem is that this provision gives discre-
tion to the Member States. This discretion does not have to do with adjustments of

549. F. Wooldridge, “The Recent Directive on Takeover _Bids‘.l EB_LR (2_(}{]4)," 147. i ot

550. Although this proposal aimed at facilitating the lm'ldcr in financing his or hc?‘ f;tfu ‘l[hc
encouraging aspiring investors to get engaged wnh_ takctwcr.‘f. it 'wns i.',{‘lll[t‘nl ?el .m 1
constitutional rights of some Member States (a form of coniLscmmn)._.l"hcrc were a 50 um
cerns about its compatibility with the First Protocol to the l:‘u_ropc:m (,f_)lwcnlnm :m ll:lI;:h
Rights and the ‘public intcrest’ justification for restrictions, F. Wooldridge (n. 549), 140

551. V. Edwards (n. 544), 429.

Ibid.
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the regulation to the Member States’” needs and idiosyncrasies, but rather with the
waiver or not of the enforcement of the mandatory bid rule in individual cases.
Thus, the minimum harmonization technique chosen by the Community legislature
(Article 3(2)) is inconsistent with these provisions of the Directive, which allow for
derogations even from the minimum safeguards of the Directive. National legis-
latures are not prompted to adopt further safeguards for minority shareholder

rotection but are, instead, given the possibility of evading the minimum protection
standards of the Directive.

First of all, Article 4(5) states:

Provided that the general principles laid down in Article 3 (1) are respected,
Member States may provide in the rules that they make or introduce pursuant
to this Directive for derogations from those rules: (1) by including such dero-
gations in their national rules, in order to take account of circumstances deter-
mined at national level and/or (2) by granting their supervisory authorities,
where they are competent, powers to waive such national rules, to take account
of the circumstances referred to in (1) or in other specific circumstances, in
which case a reasoned decision must be required.

Furthermore, Article 5(4), which is the specific provision granting the possibility
of derogations to the mandatory bid rule, states:

Provided that the general principles laid down in Article 3 (1) are respected,
Member States may authorize their supervisory authorities to adjust the price
referred to in the first subparagraph in circumstances and in accordance with
criteria that are clearly determined. To that end, they may draw up a list of
circumstances in which the highest price may be adjusted either upwards or
downwards, for example where the highest price was set by agreement
between the purchaser and a seller, where the market prices of the securities
in question have been manipulated, where market prices in general or certain
market prices in particular have been affected by exceptional occurrences, or
in order to enable a firm in difficulty to be rescued. They may also determine
the criteria to be applied in such cases, for example the average market value
over a particular period, the break-up value of the company or other objective
valuation criteria generally used in financial analysis. Any decision by a
supervisory authority to adjust the equitable price shall be substantiated and
made public.

In other words, Member States may allow their supervisory authorities to decide,
case by case, that the Mandatory bid price should be adjusted, or that the mandatory
bid rule does not apply at all in certain special circumstances, whether this is
actually specified by the national rules or not (‘other special cases’).>>> Admit-
ledly, unjustified or overuse of this power may constitute a breach of Article 3(1)(a)
(protection of minority shareholders in case of control transfer), unless, of course,

353. L. Enriques, ‘The Mandatory Bid Rule in the Takeover Directive: Harmonization without
Foundation?’, ECFR 4 (2004): 440, 443.
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some other equivalent form of protection is luzovistégd.f""_}-‘slltl;?g)gli i}:ﬁclstiil:vve
provides explicitly for one category of derogation (Article [‘ g 1ol
has been acquired following a 100% voluntary bid to all the holders o ‘!s{..{..{'ll‘{lles
for all their holdings), there are possibilities for plher categories of duroga'tmn.c.
granted by the Member States at the implementation stage, or by thehsulk)lerwsory
authorities and the legislature at the bid stage. These derogations ougnt, however,
' ed narrowly. .
© beTll?it: ;I:rerz)w discreti(il of the Member States and national supervisory authpr-
ities to the possible exemption is not only a res:ult of the deter_mllnatl?n 05 tklle pr‘lce
by ‘circumstances and in accordance to criteria clearly dcte_lmu}cd and the rele-
vant national ‘list of circumstances’ (Article 5.(4) qf the Dlrecl‘w%). Thi‘ gcnm:a[
principle behind both Article 3(1)(a) Qt the‘Du:cctwe qnd A:l}(ijl_t, 4'13 0 th\;lﬁc
Treaty also dictates a narrow national discretion in granting the dl _]u:\-lmf::n;;‘d .Ien
the national supervisory authority grants a derogation to tl}e nmn(.!‘aloiy a ‘n‘;ie
under Article 5(4) of the Directive (‘the highest price pzud for the s¢1snt:_§egtnr11:es
by the offeror, or by persons acting in CU[IC&:]‘L.Wllh him/her, over a pt}ll iod, mlbe
determined by Member States, of not less than six months and not more t an‘tw? ve
before the bid referred to paragraph 1 shall be regarded as thg eqult‘able price’), it
has narrow discretion. A wide discretion wquld be mcompat1ble with the gengral
principle of Article 3(1)(a) (adjusting the price dowpyva’rds without adc?quate d_]ulf-
tification does not protect ‘the other holders of securities’) of the Directive and the
fundamental freedom of establishment {ﬁrtic‘lc 43 of the EC Treaty Ejadju?mg
the price upwards without adequate justification could dlsc0}1rz_1§e }:l;ld- iers r0111
exercising their freedom of establishment lhm“%!}, a la!{t_z(wel bid). }u_l 1errn.oru._,,
the European Commission, in its 2{]()2‘p|-0p(_)sa]," Jusuheq lh’e fllerog;ho& pml:n-’
sion by the need for flexibility in the financial .n?au'kets apd sllchseQI at Member
States shall ‘authorize their supervisory authorities to adj'ust that price in circum-
stances and according to criteria that are clearly determined, by means of a rea-
soned decision that is made public’.

554. Ibid., 443. K. Hopt discusses the issue of ‘equivalence’in the Ir';m.mw?rl; .UL I|l'l|L! IG::::L:E
Company Law (and especially the law relating to groups pl w_mpnmfss).‘ Ht. t 1||lu \ ’ :rim e
a developed capital market at any rate, 4 111:mdumry bid wn‘l be functionally ;;[( At
solution based upon the law relating to groups of companies. K. Hopt (n. }. 1;:, , )em;
E. Wymeersch (ed.), Groups of Companies in the EEC: _A .S!rr}’e)' Report fni) :’m .H(JB {r“ﬂ‘
Commission on the Law Relating to Corporate Groups in Various Member States (Berhin
Gruyter, 1993). _ _ ' ‘
555. ngflfn?:?l andycl-ammiss?mn statement entered in lh‘c |_nin‘ulcs of lhg Councrl‘(:?\ thni lldnp:.'ti;
of the Directive expresses the Council and Commission’s :1grccm-.;nt‘lhm ndllflﬂtl : .a}v.\d,m.c )
provide that, when conl rol has been obtained i'ull()‘w_mg_u voluntary t:jul H}m‘lh. 1 |;1 d(flu't |“: -
with the Directive, addressed to all holders of securities for at least 60% of thein L ol l '}b; '[h-u
obligation to launch a mandatory bid laid down in Art. 5(1) shall not apply. flll‘ L.(.);1{:J|‘11‘u|1_m;“
the offer has been approved by the majority of sharcholders with voting rights, L‘KL udin gm;erl
the caleulation securities held by the offeror and by any sh;u'chuld_cr who, alone or in €O )
holds more than 10% of the voting rights. F. Wuu]drldgc (n. 549), ISI.'.
556. Proposal for a Directive of the European Parliament and of the Counci
COM (2002) 0534 final [2003] OJ C45E/T.

| on Takeover Bids,
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Moreover, the mandatory bid rule is not fully comprehensive. This makes its
implementation, and its protective function, more difficult. It is possible that the
mandatory bid rule’s scope will not include some cases of minority shareholder
protection. For example, there is no reference to the treatment of acquisitions of
control of companies controlling a listed company.55 " The minority shareholders
of the listed company need protection from the new acquirers of the controlling
company, who are also able to control the listed company. Another example 1s the
possibility of partial bids. The omission of partial bids from the Directive is another
negative factor as regards minority shareholder protection. Unfortunately, the
Directive does not regulate these situations, not even with a general provision.
Instead, it leaves their regulation to the discretion of each Member State.

The definition of ‘concerted parties’ in the Takeover Bid Directive diminishes
still further the contribution of the mandatory bid rule to minority shareholder
protection and, subsequently, to freedom of establishment. Article 2(1)(d) of the
Directive defines ‘concerted parties’ as:

natural or legal persons who cooperate with the offeror or the offeree on the
basis of an agreement, either express or tacit, either oral or written aimed
either of acquiring control of the offeree company or at frustrating the suc-
cessful outcome of a bid.

Moreover, the mandatory bid rule (Article 5(1) of the Directive) includes concerted
parties® in the acquisition of shares and the crossing of the mandatory bid thresh-
old. However, Article 5(3) of the Directive again confers wide discretion upon the
Member States:

The percentage of voting rights which confers control for the purposes of
paragraph 1 and the method of its calculation shall be determined by the
rules of the Member State in which the company has its registered office.

Thus, the percentage of voting rights that confers control is defined by the Member
States. This percentage of shares defines the acquisition of control according to
Article 5(1) of the Directive. As a matter of fact, the acquisition of control defines
the concerted parties (Article 2(1)(d) of the Directive). It is quite obvious that the
definition of ‘concerted parties’ is based indirectly on the discretion of the Member
States. Hence, Member States can influence the definition of ‘concerted parties’
through their power to define ‘acquisition of control’. This discretion might well
assist Member States in structuring the definition of ‘concerted parties’ in accor-
dance with their own national protectionist standards. Again, this wide discretion
of Member States is something very dangerous, because of the risk of national
protectionism, which is all too common in the field of European takeovers.

557. L. Enriques (n. 553), 445. For a critical approach to the mandatory bid rule, see: J. Grant,
T. Kirchmaier & A. Kirshner, ‘Financial Tunnelling and the Mandatory Bid Rule’, EBOR
(2009): 233.

558. See also for an interesting case study: D. Zetzsche, ‘Hidden Ownership in Europe: BAFin’s
Decision in Schaeffler v. Continental’, EBOR (2009): 131-132.



Chapter 11

The squeeze-oul right®® 9 is described in Article 15 of the Directive, whicl
states:

Member States shall ensure that an offeror is able to require all .the holders of
the remaining securities to sell him/her those securities at a fair price.

This rule is aimed at allowing a bidder to gain 100% of the equi.ty soas to simplify
accounting and administration by removing thg need to deal' with minority Sl_lare<
holders (which can incur high costs).>®? The bidder knows in advance thaF, if he
or she reaches the squeeze-out threshold, he or she will be able to exercise the
squeeze-out right so as to apply a more efficient management regime. This
encourages potential bidders. Hence, freedom of establishment can be promoted,
because this measure aims at the protection of investors. Additionally, the protec-
tion of shareholders is promoted, because they will have a second chance after the
first bid to sell their shares. o

The Takeover Bid Directive requires Member States to institute sell-out
righls,“' ®! based on fair pricing plwzwisionsf’“2 similar to those of Article 15 as regards
:;quec:»:c-ouls."im More specifically, ‘Member States shall ensure that a l}(')idt‘-l" of
remaining securities is able to require the offeror to buy his S@CIIFIEIE’:? at a‘l'au‘ price,
under the same circumstances as provided for in Article 15(2). I'he aim of this
provision is to provide an exit for the remaining shareholders and, as a conse-
quence, to protect them, Otherwise, the remaining shareholders could very eas‘lly
be abused by the new controller, and the only exit for them would be by selling
their depreciated shares at a low price on the market. o

Nevertheless, this protection of the sell-out right is again diluted. The sell-out
right is granted, according to Article 15(1), only when a b@d is m.ac.ie to a}l the
holders of the offeree company’s securities, and for all of their securities. This can
be either a voluntary or a mandatory bid.>®* Mandatory bids may turn out to be

559. M. Burkart & F. Panunzi, ‘Mandatory Bids, Squeeze-out, Sell-out and the Dynamic?'s of }h_c
Tender Offer Process’, in Reforming Company and Takeover Law in Europe, ed. G. Ferrarini,
K. Hopt, J. Winter & E. Wymmersch, Ist edn (Oxford: Oxford University I{rcss, 2004), 753.

560. J.Grant, ‘Takeover Regulation and the Balancing of Interests’, in Em'?pet.-ﬂ Jt«kemrerx: r:ﬂe Art
of Acquisition, ed. J. Grant, Istedn (London: Euromoney Books, 200:1).4}?. For an overview of
the economic rationale and of the legal framework of the squeeze-out right and the §cll—m1l
right; C. Van Der Elst & L. Van Den Steen, ‘Opportunities in the M&A t-_\llcrnmrkc‘t: 5(])ue§z-
ing Out and Selling Out?" (2006) University of Ghent, Financial Law lns‘ntulc Wm'.km_gl llpli!'ff
WP 2006-12, and C. Van Der Elst & L. Van Den Steen, ‘Squeezing and Selling Out:
A Patchwork of Rules in Five European Member States’, ECL 4 (2007): 19-20, 25: )

s61. M. Burkart & F. Panunzi, ‘Mandatory Bids, Squeeze-Out, Sell-Out and the Dynamics of the
Tender Offer Process’, in Reforming Company and Takeover Law in Europe, ed. G. Ferrarini,
K. Hopt, J. Winter & E. Wymmersch, Ist edn (Oxford: Oxford University Prcss‘_ZO(M). 7:;6:

562. Sce also: T. Kaisanlahti, ‘When Is a Tender Price Fair in a Squeeze-Out?’, EBOR (2007):
497-519.

563. 1. Grant (n. 560), 50. o .
564. L. Enriques, ‘The Mandatory Bid Rule and the Sell-out Right in the Takeover Directive.

Harmonisation for its Own Sake?’, in European Takeovers: The Art of Acquisition, ed.
J. Grant, st edn (London: Euromoney Books, 2005), 123.

An Overview of the Takeover Bid Directive

easily avoidable, depending on the choices made by Member States and national
SUpervisory authorities.”®® The exercise of the sell-out right depends on the prior
ljaunch of a mandatory bid. The mandatory bid depends on the discretion of the
Member States and the national supervisory authorities. Hence, the exercise of the
sell-out right depends on this discretion, which renders the sell-out right ineftec-
tive. The Directive tries to protect the shareholders by conferring this right, but,
simultaneously, it cancels this protection by making the mandatory bid rule and, as
a consequence, the sell-out right easily avoidable. The exercise of the sell-out right
will depend in each case on the national exceptions to the mandatory bid rule. It is
obvious that this does not contribute to shareholder protection. This category of
remaining shareholders is quite vulnerable, since it has no other effective disen-
gagement possibilities. Furthermore, by setting a sufficiently low price for a
voluntary bid for all the shares, the acquirer may succeed in holding securities
representing less than 90% of the capital carrying voting rights and 90% of the
voting rights in the offeree company, thus preventin§ minority shareholders from
exiting the company by way of the sell-out right.>®® Unfortunately, this circum-
vention technique is not explicitly banned by the Directive. Undoubtedly, the value
of the ‘one share, one vote’ principle is revealed at this point and could prevent the
development of this type of circumvention.

11.4 THE NON-FRUSTRATION/BOARD NEUTRALITY
RULE (ARTICLE 9)

The following parts of this chapter will analyse the three key rules of the Takeover
Bid Directive: the non-frustration rule (Article 9), the breakthrough rule
(Article 11), and the reciprocity rule (Article 12). These three rules constitute
the core regulation of the takeover bid process. The first two rules (Articles 9
and 11) regulate the behaviour of the management of the target company during
the pre-bid and post-bid period. The intended contribution of these Articles is
watered down as a result of a complicated opt-in—opt-out system that renders
their application optional. The reciprocity rule adds another component to this
optionality regime. The reciprocity rule is nothing more than simply another
opportunity to opt out. We will attempt to analyse this intricate system of sub-
stantive provisions, with their multi-layered mechanism of opt-ins and opt-outs, by
explaining the basic provisions and identifying their defects.

The board neutrality or non-frustration rule characterizes the UK model of the
regulation of takeovers at the European level. S. Bartman argues that the term ‘non-
frustration’, rather than the term ‘board neutrality’ is correct, because the man-
agement of the company is not so much required to observe a neutral attitude
towards a bid as it is forbidden to frustrate the bid before a general meeting of

565. L. Enriques (n. 564), 124.
566. Ibid.
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shareholders has had the opportunity to express an opinion on Al Addiliona]]y
the board of the bidder, according to Article 9(5) of the Directive, must draw up iln(I
make public a document setting out its opinion on the bid. Hence, the word
‘neutral’ is not suitable if the board of the target expresses its hostility or frienq.
liness in the report — without, of course, taking any of the forbidden frustrating
measures.

Article 9(2) of the Directive states that the prior authorization of a genery}
meeting”®® of shareholders is required before any action”® on behalf of the target’s
board, which could result in the frustration of the bid. The Directive clarifies that, iy
two-tier board structures, ‘board’ should mean both the management and the
supervisory boards (Article 9(6)). The Takeover Directive rests on the principle
that a takeover bid is made to the shareholders and, consequently, it is up to the
shareholders to decide on defensive measures.”’® The Explanatory Memorandum
of the Commission’s 2002 Proposal states:

Where control of the offeree company is at stake, it is important to ensure that
its fate is decided by its shareholders. The authorization of the general meeting
must therefore be given explicitly with a view to responding to a specific
bid.”"!

Thus, the non-frustration rule is a way of protecting the interests of shareholders
and fulfilling the aims of the legal basis of Article 44(2)(g) of the EC Treaty. The
board of a company is permitted to seek alternative bids only to offer a wider and
more competitive range of choices to the shareholders of the company. "2 Further-
more, the Directive states that:

Such authorization shall be mandatory at least from the time the board of the
offeree company receives the information referred to in the first sentence of
Article 6(1) concerning the bid and until the result of the bid is made public or
the bid lapses. Member States may require that such authorization be obtained
at an earlier stage, for example as soon as the board of the offeree company
becomes aware that the bid is imminent.

567. S. Bartman, ‘Analysis and Consequences of the EC Directive on Takeover Bids’, ECL 1
(2004): 5.

568. The period before the shareholder meetings is of great interest. See also: D. Zetzsghe, ‘Share-
holder Interaction Preceding Sharcholder Meetings of Public Corporations: A Six Country
Comparison', ECFR (2005): 107-157. .

$69. See also: D. Van Gerven, ‘Rules of Community Law Applicable to Takeover Bids’, in
Common Legal Framework for Takeover Bids in Europe, ed. D. Van Gerven (Cambridge:
Cambridge University Press, 2008), 27-30, A. Dorresteijn et al., European Corporate 'L(m'.
2nd edn (The Netherlands: Kluwer Law International, 2009), 236, C. Kirchner & R. Plll‘li!ch
‘European Takeover Law: Towards a European Modified Business Judgment Rule for Take-
over Law’, EBOR (2000): 353, P. Mulbert & M. Birke, ‘In Defense of Passivity: On lhc_ Proper
Role of a Target’s Management in Response (o a Hostile Tender Offer’, EBOR (2000): 445.

570. R. Skog, ‘The Takeover Directive: An Endless Saga?, EBLR 13 (2002): 301, 307.

571. COM (2002) 534 final, 8. D.A. Wyatt & A, Dashwood (n. 46), 870. _

572. However, there are strong arguments against the protective scope of the competitive bids. We

will focus on this issue below in the part about the problems of the non-frustration rule.
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This subparagraph of the Directive attempts to prevent the phenomenon of market
manipulation and insider dealing, because, during this period, the circulation of
some specific information is quite sensitive. This is also in conformity with the
European legislation on market abuse.””® Furthermore, the general principle of
Article 3(d) prohibits the creation of false markets and artificial fluctuations in
the market prices of a company’s shares. It is obvious that all these provisions aim
at protecting the shareholders from reductions in the prices of their shares as a
result of unlawful activity.

Additionally, paragraph 2 of Article 9 mentions a particular way of perma-
nently inhibiting a bid for the issuance of new shares. This defensive measure is
stated expressly, because it can result in a permanent and irreversible barrier to the
attempts of a bidder. The new shares can dilute the stake of the bidder, making it
impossible for the bidder to ever reach the desired control level of the company’s
equity. This restriction also includes securities that confer the pre-emption right to
subscribe to such securities, such as convertible bonds and warrants.

According to the Second Company Law Directive,”’* increases in capital are
the responsibility of a general meeting of the shareholders. Nevertheless, according
to Article 25(1) and (2) of the same Directive, the general meeting can delegate this
power for up to five years to the board of the company. It is this delegated right
to increase capital that the board of directors is to be deprived of under Article 9
of the Takeover Bid Directive, from the moment that the offeror has publicized
his or her intention to make an offer.’”> The general meeting, which will decide on
the authorization of defensive measures, is free to authorize the issuance of new
shares, since the shareholders are the sole judges of the need for defensive mea-
sures. In Member States where the delegation of the right to increase capital
deprives the general meeting of its right to do so, it is clear that Article 9 of the
Takeover Directive enables the general meeting to regain this power.”’® The share-
holders’ pre-emption rights should be fully respected.s.” Hence, all the existing

573. Directive 2003/6/EC of the European Parliament and of the Council of 28 Jan. 2003 on insider

dealing and market manipulation (market abuse) [2003] OJ L96/16.

574. Second Council Directive 77/91/EEC of 13 Dec. 1976 on coordination of safeguards, which,
for the protection of the interests of members and others, are required by Member States of
companies within the meaning of the second paragraph of Art. 58 of the EC Treaty, with
respect to the formation of public limited liability companies and the maintenance and alter-
ation of their capital with a view to making such safeguards equivalent [1977] OJ L26/1. For
an overview of the Second Company Law Directive, see: N. Moloney & T. Papadopoulos, ‘EU
Company Law’, in Law of the European Union, ed. D. Vaughan, A. Robertson, &
P. Eleftheriadis (Oxford: Oxford University Press, 2009), 115-318.

575, J.M.M. Maeijer & K. Geens (n. 515), 9.

576. J.M.M. Maeijer & K. Geens (n. 515), 9.

577. Itis also alleged that the board can withdraw the pre-emption rights. However, this interpre-
tation constitutes a defensive measure, because it can permanently impede the bidder from
obtaining control. Only after the bid has been made public can the general meeting authorize a
capital increase together with a withdrawal of pre-emption rights. This allegation could be
found in J.JM.M. Maeijer & K. Geens (eds) (n. 514), 10-11.
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shareholders must be allowed to subscribe to the securities issued by the board 578
The controlling shareholders and the bidder would normally subscribe to the ney
shares. However, it will not be certain that the minority shareholders will exercise
their pre-emption rights, and this is exactly what the board of the company wij|
be hoping.>”” In other words, a hostile board hopes that the minority shareholdeyg
will not exercise their pre-emption rights and that this capital increase will functiop
as a potential defensive measure (a watering-down control). The stake of the bidder
will be diluted, because it is not certain that all the new-issued shares correspond-
ing to the pre-emption right of the minority shareholders will be boug_ht by the
bidder (some of them might be bought by other stakeholders, thus watering down
the percentage of the bidder).

What about an issuance of shares that was decided upon before the launch of a
bid? Should it be carried out during the bid period? Here we have the safeguard of
Article 9(3), pursuant to which a general meeting of shareholders must approve
actions that do not form part of the normal course of the company’s business. In this
way, if the board of the company has confi dential information about a future bid, it
will not be able to entrench its position by deciding to issue shares and executing
the decision later, when the bid is made public. Shareholders’ approval will be
required. Furthermore, in addition to Article 9(3), Recital 16 of the Preamble is also

relevant here:

In order to prevent operations which could frustrate a bid, the powers of the
board of an offeree company to engage in operations of an exceptignal nature
should be limited, without unduly hindering the offeree company in carrying
on its normal business activities.

This provision obliges national authorities to interpret the issue of new shargs
during the bid period as incontrovertibly a defensive measure. However, the provi-
sion is not restricted solely to the issue of new shares. It also covers many other
hidden defensive measures, which would be presented by a board as being part of
the normal course of business. The underlying idea is to prevent a board from‘
realizing material changes of the position of a target com&z&ny, such as the sale of
substantial assets or the acquisition of a new subsidiary.” o
The main problem of the non-frustration rule, as aforementioned, lles. in
Article 12, which leaves the implementation of Articles 9 and 11 to the discretion
of the Member States and of individual companies. Hence, the proclaimed aims of
facilitating corporate restructuring and corporate mobility at the EU level are not
fulfilled. because boards could still retain their power to frustrate bids and dis-
courage investors. Furthermore, there is vagueness about what belongs to the

578. F. Ipekel, ‘Defensive Measures under the Directive on Takeover Bids and Their Effect on the
UK and French Takeover Regimes’, EBLR (2005): 341, 347. ‘

579. P. Lambrecht, “The 13th Directive on Takeover Bids: Formation and Principles’, in C(J;)fiﬂf

Markets in the Age of Euro — Cross Border Transactions, Listed Companies and Regulation,

ed. Ferarrini et al. (London; Kluwer Law International, 2002), 460.

V. Edwards (n. 544), 436.
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normal course of a company’s business. This could create cross-border problems,
with each Member State trying to give its own separate definition.”®' Nor does the
DD Directive stipulate when exactly the period during which the board is forbidden
(o act begins. It is possible that this discretion could lead to different periods
applying in different Member States.”®* Moreover, there are objections to the
argument that a competing bid enhances the position of shareholders and contri-
putes to the protection of their interests.

The only action that a board is allowed to take during the bid period is to seek
alternative bids. The potential alternative bidder is called a ‘white knight’. This
exception from the non-frustration rule is allowed because it enhances share-
holders’ opportunities by putting their shares up for auction. An alternative bid
should definitely not be considered a defensive measure, because it embodies a
second choice for shareholders that does not affect the conditions of the first bid at
all.>® Nevertheless, seeking an alternative bid could be detrimental to the share-
holders’ interests. After the launch of a takeover bid, shareholders face collective
action problems, which may tempt them to accept the offer even though this is not
in their collective best interest (the so-called pressure to accept the bid).>**
A competing bid could be coercive, compelling shareholders to accept the second
bid even though the first bid seems to be more attractive.’®® The collective action
problem derives from the fact that shareholders do not know about the decisions of
the rest of the shareholders. This unavoidable lack of coordination of decision-
making creates in shareholders the fear that they will lose the bid price and be left
with under-priced minority shares. The mandatory bid rule mitigates the problem
in some cases of two-tier or partial competing bids, but even then, not entirely (e. é.,
not in 100% public offers, which are exempted from the mandatory bid rule). .
Shareholders compare the risk of holding minority undervalued shares, in the event
of the bid being successful, with the price of the offer; hence the optimal ex ante
strategy is to sell their shares to the bidder. It is obvious that the pressure to accept
the bid does not always lead to the most value-enhancing choice. The shareholders

581. For more details: T. Papadopoulos, ‘The European Union Directive on Takeover Bids: Direc-
tive 2004/25/EC [2008Y)’, Int’l Comp’ve Corp LJ (2008): 13, 45-52.

582. For more details: Ibid., 45-52.

583. F. Mucciarelli, ‘White Knights and Black Knights: Does the Search for Competitive Bids
Always Benefit the Shareholders of “target” companies?’ (2006) Working Paper 8-9, <http.//
papers.ssrn.com/sol3/papers.cfm?abstract_id=910220>, accessed 21 Nov. 2006. (For another
version of this paper see: F. Mucciarelli, ‘White Knights and Black Knights: Does the Search
for Competitive Bids Always Benefit the Sharcholders of “Target Companies”?’, ECFR
4 (2006): 408-425.)

584. F. Mucciarelli (n. 583), 3. L. Bebchuk, ‘The Pressure to Tender: An Analysis and a Proposed
Remedy’, Del J CL 12 (1987): 911, L. Bebchuk, ‘“Toward Undistorted Choice and Equal
Treatment in Corporate Takeovers’, HLR 98 (1985): 1693.

585. F. Mucciarelli (n. 583), 3. There is an extensive analysis with numerical examples analysing
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586. See above, the deficiencies of the Mandatory Bid Rule.
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cannot assess properly all the available bids, l)f;czltlse they only l;;nkc into account
their potential post-bid situation as weak minority shureh_oldcrs with und_erfvulu.cd
shares. This exception of seeking an alternative bid c_locs_ not cllslmgtu_Sh
coercive™’ competing bids from non-cocrcﬁivf ones: the Directive does not dis-
tinguish white knights from ‘black knights’.”*" If the competing bid sought by the
hoard is coercive, it is neither in the best interest of :-'.luu‘eholdcrs' nor 'docs it
represent a simple market alternative. Therefore, a cocl_'cive d_et'enswc blq d%‘(\
not fit either of the rationales underpinning the white knight exception. :
A coercive alternative bid therefore should be considered as a c‘lel‘cn_swe measure,
The white knight exception includes only non-coercive alternative bids. Each case
of an alternative bid should be examined separately. This approach towards the
white knight exception should be adopted, because the Dircctiv.e doc_s ];18([: allow
only those alternative bids that are higher in price than was the first bid.”™ In the
latter case. the shares really are put up for auction, but only as 1‘cga.rds 100%
voluntary bids to all holders of securities for all their holdings, because In all other
cases, the bidder is obliged to launch a mandatory bid when he or s_hc reaches the
relevant control threshold (Article 5(2) of the Takeover Bid Directive). Thus, the
minority shareholders are protected because of the existence of the mandatory bid
provision, as well as because of the fact that the price 5‘)!_ the 111andau.)‘ry bid cannot
be less than the highest price paid for the same securities I_Jy the oi'tr_-:ror dl!l‘lng a
specific period before the mandatory bid. This approach is compm!blc with the
shareholders’ protection rationale, because they are protected from FhlS pressure to
accept the bid. Otherwise, the board of the company could use this excc;;};on to
guide the shareholders, through pressure to sell their shares, t(_>ward the offer of a
bidder that they approve (and of course found) or toward the failure of the takeover
in general. .
The non-frustration rule (as well as the breakthrough rule) exists only bccauésgel
of the compromise of Article 12. Member States can opt out of Articles 9 and 1 L.
Paragraph 1 of Article 12 states that Mcmbcr States may reserve the right not
to require target companies to apply Article 9(2) and/or Article 11. However,

587. Coercive compeling bids are bids that place pressure on the sbareholders to accept them.
In most cases, coercive competing bids are less atiractive (with lower. price) than othqr
bids. The ‘coerciveness’ results from the fact that shareholders are ol?llgeg to accept this
less profitable ‘coercive’ bid and reject the other more profitable public offers. The 'shal"E-
holders are led into this value-decreasing choice because they do not want to become minority
shareholders with undervalued shares if the less attractive bid is successful. The §hareholdt?rs
prefer to scll their shares at a lower price rather than to find themselves ‘t'rappec.l as minority
shareholders. Hence, they think that they will be secured fr01'n becoming m.1n0.r1ty share-
holders, if they accept the less attractive bid. The less attractive t.akcov.er !:nd is cqerC_lVG
because it leaves no other choice to the shareholders other than accepting this bid and rejecting

all others.
588. F. Mucciarelli (n. 583), 13.
589, F. Mucciarelli (n. 583), 13. ‘ .
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according to the second paragraph of Article 12, where Member States opt out of
Articles 9 and 11:

they shall nevertheless grant companies which have their registered offices
within their territories the option, which shall be reversible, of applying
Article 9(2) and (3) and/or Article 11, without prejudice to Article 11(7).

The decision of a company to opt for either or both Articles should be made at the
general meeting, and the applicable procedural rules are those for the amendment
of the articles of association.

If the Directive had been adopted in its 2001 form, the non-frustration rule
would have been obligatory. The optionality system was adopted, mainly in
response to German objections, to secure the passage of the Directive through
the European Parliament. The non-frustration/board neutrality rule is essential
for the promotion of freedom of establishment at the European level. The boards
of target companies will not be able to ruin the efforts of a potential investor to gain
control of their companies. The fewer barriers that the board of a company can
deploy, the more takeover bids that will be successful. The offeror company, by
launching a successful bid and establishing itself in another Member State through
the target company that it now controls, manages to penetrate new national mar-
kets. The market-making function of a non-frustration rule is obvious; this rule
assists a company from one Member State in obtaining a controlling stake in a
company in another Member State, leading to market integration. This clearly
constitutes an exercise of the fundamental freedom of establishment (Article 43
of the EC Treaty). Additionally, reasons of equality would appear to favour the
non-frustration rule, as it is unfair for some Member States to protect their com-
panies by allowing defensive measures, while at the same time the companies of
other Member States are made more vulnerable to takeovers because of the pro-
hibition of defensive measures. Furthermore, the EC Treaty places corporate
mobility among the main objects of European integration (Articles 2, 3(c),
14(2), 43 — especially (2), 44(2)(f), (g), and 48 of the EC Treaty).

The non-frustration rule respects the interests of shareholders by conferring on
them the right to decide on the merits of a bid. The counter-argument, to the effect
that the board of the company uses defensive measures in favour of the protection
of shareholders from value-decreasing takeover bids, is not convincing. This is
because of the risk that the board may be trying to entrench its own position by
protecting the personal interests of its members and avoiding its replacement in
case of a successful bid. It is also argued that, although the non-frustration rule is
formulated quite broadly, to prevent all the kinds of conduct that can impede a
takeover bid, this does not mean that all conduct incompatible with Article 9 of the
Directive will also be incompatible with the right of establishment of a bidder
(Article 43 of the EC Treaty).”®* For example, a prior authorization of a general
meeting for the board, in advance of any bid being made, to adopt certain defensive

592, D.A. Wyatt & A. Dashwood (n. 46), 883—884.
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measures to protect shareholders from inadequate offers in_t'ri_nges upon Arucl_e'()(z):
but it may in fact serve shareholders’ interests, heg}a}tl's‘c it increases 1‘he‘: ifb!llly of
the target company 1o negotiate a higher premium.™ T'his kind qi measure cannot
be regarded as a restriction on the right of establ}shment (Article 43 of the EC
Treaty), because it is a n(m-discriminatgry activity by or on behglf of marke?t
operators to improve their market position vis-a-vis their competitors for their
suppliers or customers, and it is not discriminatory conduct on the part o 4market
operators and activities that restricts access to othpr market operators.”  In the
literature, there is a long-standing debate about which system of corp%r%te gover-
nance better regulates the conduct of takeovers at the European level. Fur.ther_
more. there are arguments about what the stancs%sof a board should be during a
takeover from a legal and economic perspective. Hovs(ever,. the European C.o.m>
mission has taken all these arguments into account, and it believes that the British
model, with a non-frustration rule, should be adopted at the European _level. The
Council evidently has the same opinion, as it included the regula}:on of European
takeover bids among the priorities of the Lisbon Agenda for the integration of the
ypean Capital Market. '
= lhltwwcve:. the Directive obliges opting-out Member States .(Al'l{cle .12(2)) to
allow their coﬁxpanics to implement Articles 9 and/or 1 l'of the DiI'CF:ll\TC. .1‘f they so
wish. If a company of an opting-out Member State dec1de~s to opt in, it can none-
theless opt out again at a later stage. Only a general meeting of the company can
make these decisions ‘in accordance with the rules apphgz{blc‘to the amendtpenls
of the articles of association’. This implementation pm'tsiblh‘l‘y for 1hcﬂcompam§s of
opting-out Member States mitigates the overall negative effect on hlih})!lt!al‘.l mle:.—
gration of the opt-out system. A Member ‘Sl_a{e that opts out of these zuuclef. ‘mu.s.:
enact special legislation that allows the willing companies to 1mplemcm the lules.b
Hence, in a Member State that does not implement the no‘n-truslrauon. rule z_mclfm
the breakthrough rule, there has to be legislation for the m‘IpIen}cnluuon of {hege
rules in voluntary cases. Two categories of listed companies will enl_e?'gf_w)ll'hml
opting-out Member States; namely, opted-in companies upplymg Lhe_Dl [B.L,U ?m..d‘fn(’
opted-out companies that are subject merely to national legislation [_egfu l'l'li.:
takeovers.”” The companies of opting-out Member States could have an incentive
to opt in. As was the case with creditworthiness and. corporate goverqanc?,
this arrangement will also give rise to a system of (national and international)
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comparison and rating on the market.”*® The opted-in and opted-out status may,
subsequently, lead to a certain ranking on the securities market, similar to the
degree of creditworthiness.’*® Many companies that need liquidity will try to
present themselves as open to potential investors on the European and global
capital markets. The disclosure obligation under the Directive with regard to
the internal control structure (Article 10) and the current protection regime
(Article 11(4)) are of great importance here.%% If any significant differences in
prices occur between opted-in and opted-out companies, which are in other
respects very similar companies, the latter will sooner or later find themselves
under pressure to apply the voluntary regime as well.®*! This will lead to a boost
in the market for corporate control, because listed companies will be discouraged
from applying defensive measures. This element meets the need for empiricism in
the field of European company law.°*> Takeover legislation will be harmonized
from the bottom up.°

11.5 THE BREAKTHROUGH RULE (ARTICLE 11)

The High Level Group of Company Law Experts set out two basic principles. The
first principle was that of shareholder decision-making, which is reflected in the
general principle of Article 3(1)(c), and in the non-frustration rule of Article 9 of
the Directive. This principle is directly related to the shareholder protection ratio-
nale. The second principle is the proportionality principlt:."o4 According to this
principle, the degree of risk/reward that the shareholders are prepared to accept
should determine the degree of control to be exercised by shareholders. Thus, the
greater a shareholder’s stake in the company in terms of his or her exposure to the
company’s success or failure through his or her holding in the risk-capital or
general cash-flow rights, the greater his or her voice should be in determining the
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incentive for companies to implement these optional provisions. The Rating Agencies assess
the creditworthiness of governments and corporations, as well as particular issues of securities
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(Standard and Poor’s, Moody’s Investor Service, Fitch Investor Service, Dominion).
See P. Wood, ‘Handout: Introduction to the Course of Global Comparative Financial Law’,
Degree of Magister Juris, University of Oxford, Acad. Year 2005-2006, 9.
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G. Ferrarini, K. Hopt, J. Winter & E. Wymmersch, 1st edn (Oxford: Oxford University Press,
2004), 717.
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manner of its control.?®® This principle is expresse:ti in the breakthrough rule. |t
aims at the facilitation of takeover activil;f al}d_rcquu‘es tha! when x‘;onltractiual and
property rights are exercised in ways that mhm'sl_lukeover l)'ldS, these rights -“hﬂuld
be overridden.%°® Thus, the breakthrough provision embodies an enhanced, idea]-
ized, and even paternalistically impos&%l fre.edom of sharehol(}erls b‘ased 0,n a
defined optimal redistribution of rights. . This could also be c'al f:-{ a (;ne’ Shdre’
one vote’ principle. Here we come again to th_e necessary balanu)ng l(()’ pdfflal.ly
conflicting rationales: the shareholders’ protection rationale and .lh‘L }a ‘t..()\.-'lu pro-
motion rationale. Article 11 of the Directive lays dgwn that any restrictions on the
transfer of securities or voting rights provided for in the articles of assomfmon of
the offeree company, in contractual agreements between the offeree Comp.d‘ny‘and
the holders of its securities, or in contractual z}gr‘eel_nenls be{ween h(:ldc!s ot.lhe
offeree company’s securities shall not apply vis-a-vis ll:l? ol"te_ro: (‘lulmg 1hc time
allowed for acceptance of the bid (paragraphs 2 an_d 3 }he Dz_r‘ect.l_vc covel E) _Uﬂly
contractual agreements entered into after the gc@ophon of the Directive. The ‘ u:(:-‘
tive expressly states that ‘Multiple-vote !:}(:Clll'lllfls shall carry only one vote each at
the general meeting of shareholders whlqh decides on any defensive rr'le_asure.s in
accordance with the Article 9. Restrictions on the transfer of securities or on
voting rights and any extraordinary rights of sha_rehollc‘lers concerning t_he‘ apﬁpu’(;mt.‘
ment or removal of board members are prohibited if the blddl?l‘ oPtam§ 7 o O
more of the voting capital of the target company g}ara.graph 4).1 l'}c '(jne: .s‘hm_e, n?e
vote’ principle is implemented, and multiple voting rights are decl:_uluclul?ld)f;it:re l;u
the first general meeting of shareholders following closure of the bic , called by L e
offeror in order to amend the articles of association or {0 remove or appos.ml board
members’ (paragraph 4). The bidder has the right to convene a spems tp()st-t
breakthrough meeting so as to strengthen his or ht?r cqntro!hng pomflc?)n in the ?fge
company (paragraph 4).59 However, the Directive itself prowdgs lor'twn; C}\L.]l:-p—
tions to the breakthrough rule. First, the breakthrough 1:u-lc does not apply w el}
restrictions on voting rights are compensated for by ‘speelllc pccumz:ry afl vsanmgtt:s
(paragraph 6). Neither does it apply to legal ‘golden shares held by Member States.
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Set the Rules’, Hary L Rev (2006): 1784. ‘ B . -

609 S;c p:;'u. 7. “where Member States hold securities in the offeree company wl}lch 'conllt.r a.[::.i ((:ilél

. rights on the Member States which are compatible with the Treaty, orto sp_ucm,l rights pro
for in national law which are compatible with the Treaty or to cooperatives’.
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An Overview of the Takeover Bid Directive

After objections from the European Parliament, and contrary to the suggestions
of the High Level Group of Company Law Experts, a provision was included in
the Directive concerning equitable compensation. This compensation is to be
given when loss is suffered by the holders of special rights that are overridden
(paragraph 5).

The breakthrough rule is deficient in two respects: as regards the substance of
the rule and as regards the optional character of Article 1 1.819 Both deficiencies are
results of the political compromise to which the Directive owes its existence. The
objectives of the proportionality principle are not fulfilled, and, as a result, takeover
activity in Europe is not encouraged. Hence, obstacles to the freedom of estab-
Jishment of legal persons still remain. As was already mentioned above, the break-
through rule facilitates the activities of bidders by overriding disproportionate
corporate structures. It prohibits any pre-bid defensive structures that might be
deployed by a board so as to make it impossible for a bidder to finally obtain
control. This facilitation of the activities of bidders should mean that takeover
activity in Europe will increase, and cross-border mobility and the establishment
of companies will be promoted. However, the deficiencies referred to above will
frustrate the accomplishment of this aim to a great extent.

The breakthrough rule is called a ‘mini-breakthrough’ because it allows the
breakthrough of some, but not all, of the restrictions that infringe upon the pro-
portionality principle.®'! I contend that it is necessary to examine which categories
of securities have survived the implementation of the breakthrough rule. It is
obvious that there are many exceptions to the rule because of its narrow scope.
The categories of securities that are outside the scope of the rule constitute obsta-
cles to any potential bidder. These categories of securities that fall outside the
scope of the breakthrough rule could inhibit the integration of the EU market in
the realm of corporate control. Only a fully comprehensive breakthrough rule that
covers all the securities constituting barriers to takeover activity will ever be able to
contribute to an effective exercise of the freedom of establishment (Article 43 of
the EC Treaty).

The first problem is created because of the text of the Directive itself.
Article 2(1)(g) defines’ multiple-voting securities’ as ‘securities included in a
distinct and separate class and carrying more than one vote each’. Ceiling or
time-lapse voting securities are not covered by the breakthrough rule. These shares
are fully enfranchised after a specific holding period and are not covered because,
while the voting rights will vary from time to time, according to the contingency of
the duration of a holding, they remain of the same class.®'* This kind of share is

610. J. Rickford (n. 6054), 1389-1390. For more details: T. Papadopoulos (n. 581), 54—68.

611. J. Rickford (n. 605), 1389. However, there are questions as to whether certain categories of
securities or types of company fall within the scope of the breakthrough rule. One example is
the partnerships limited by shares. It seems that the corporate structure of partnerships limited
by shares is covered by the Directive (this is particularly common in France, Italy, and
Germany).

612. J. Rickford (n. 606), 69.
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very common in France. The defensive aim ’of this kipé of shall;e is ;O d1sct:)(t)u.1-age
any potential bidder by ensuring that l!le offeror acquiring suc fa share o fams a
diluted control right unless he or she is abl.e. to wait for up‘t(w) \our )f.e.a‘rs - (?r t}}e
shares to be fully enfranchised.®"” The requirement that Shilvlf‘:h' :,‘om.l?: ise E‘TIF.UI a
distinct and separate class excludes an important calegory o!..slvml_es hgm ; t,r:..‘(,opc‘
of the breakthrough rule. The scope of this Irulu_a >§houid be delc!‘ ml.ned‘ .hy’t 13 aim of
negating the potential of certain shares to 1['11.1‘lbll the takeover ;?1(\')0.%'&-‘1‘11;1‘ n(.al‘by
formalities such as the requirement for different c!a:?scs of hl'ld!t’v:!‘-: : n. l".ll(-_‘,(.lk_
through rule aims at preventing recourse o any pl't?-hld sys‘l?.mfol! :shflllf,ft: ‘WI;IC‘}'{
violates the proportionality principle, regardless n‘l the cizf:sf.. of the !-,:I.dl.L-‘h. ‘l.m
unfortunate that the European Cmumission._lhc deienflcr 0_1' freedom U-I“cl:l}t:i?hs.hh
ment and corporate mobility, confirms (lns_cx%pllon from ‘1hc' breakthrough
rule.5™ Nevertheless, multiple-voting shares in separate classes are und(_mbtcd!y
covered by the breakthrough rule. These ks.nds of shares are often found in
Scandinavian Member States and sometimes in the UK. Thus, e have the‘ S-ldF-
effect that multiple-voting shares, which have exactly the saa\nc .re.xult olh(?llﬁ.su |;u,1_
ing the course of the bid, are treated dlfict'e.lllly only bcc_.aus.cl Eht.fl ?t;%. )
different classes. Furthermore, this c;-%;llges inequality and does 1_101' ?vc ll.{. !) tl[yl!]g
field among the EU countries. France™™ has l}lanaged to exclude its own ‘.5‘1': uc #cb
from the breakthrough rule without even opting out of the rclev‘anl [Elo\fm\u):l‘. ?e
argument that the harmonization of European cqmpany‘la_w hl'{l()l.l] [.m’p‘]‘_‘"l im
idiosyncrasies of national company law am‘! provide ﬂex]bihpf u t 3(-: 1:np :,:11(;111-
tation stage is not convincing in this case. Itis cln?ar that the D"{lec‘ll\ff. l;} er ﬂ‘ll.,‘. 1e
defensive structures available in some Member States (e.g., Flc_m.h LGI‘}H%:‘; 1'41!.,.&.)
while prohibiting defences available in other Member Sle_x}cs .{c.g.,'SLan"nld\lm_n.
dual-class shares).®'® Such states have not bce‘n able to ef tcf:nvely aglv?>ca{u t 1§1:'
national interests in the Council. This exception also provides the 1nL?|111vH fc;1
companies, where national company law ‘fill_ows §uch changes, to mpv? tmint'l‘ 1;}11 ‘;
to single-class share structures while retaining c‘hsproporlsonuie ‘vonn% 1llg’}i,.l._r0m
market for corporate control and the freedom of establishment C‘lfnm_l ‘Lm, i
this diversified approach of the breakthrough rule to prc—_hui dq,lcm,c.a..n —
Another category of shares that evades lhfa application of lhe.hl?d 11|.(:u%
rule is that of non-voting shares. Furthermore, in those M(?I‘I'Ibﬂ[’ Siutc.\ w’l*‘luitl. h:.t;
issuing of non—vot_in7g shares is prphibned, _aiternalwes with sPe ::am?, h 'i n:m~
inevitably sought.®'” One alternative technique that hz!s the hd!T.l('.. re:,ua ~:j‘ byl
voting shares involves certificates for shares or non-voung L‘lep'o.s'nory }'E‘,l:t, p } S
shares. The shares are transferred to an independent administration office, whi

613. Ibid. o
614. Commission Proposal of 2 Oct. 2002 and Explanatory Memorandum [2003] OJ CASE.

615. For the implementation of the Takeover Bid Directive by France, see: F. Carle, "Are French
' = : J i o Sy - e 4
Listed Companies Takeover-Proof?", ECL (20()!).'15 . S .
616. U.Nl;cmil?.. ‘?l"hc Attack on the Nordic Multiple Voting Rights Model: The Legal Limits unde
EU Law’, EBLR (2004): 1423.
617. J.M.M. Maeijer & K. Geens (eds) (n. 515), 15.
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manages the shares and exercises the voting rights in the interests of the company.
The shareholders receive certificates in return for their shares and retain the
proprietary rights arising from the shares.®'® This financial technique is the norm
in the Netherlands, France, and Belgium.619

Another alternative to non-voting shares is securities that are not shares but
nonetheless carry equity risk through a right to participate in profits (such ‘enjoy-
ment rights’ are common in Germany).%%° The breakthrough rule undoubtedly does
not cover these corporate instruments, which are not even shares. From these
examples, it appears that there exist numerous means of avoiding or circumventing
a national prohibition on non-voting shares. Boards can still entrench their posi-
tions even in cases in which a Member State tries to limit the exceptions to the
breakthrough rule by prohibiting non-voting shares. I believe that these loopholes
exist because the Directive does not designate the scope of the breakthrough rule
by the effect of certain types of shares (i.e., the frustration of the bid), but by a
specific requirement (i.e., to which category of shares it belongs). The Takeover
Bid Directive gives emphasis to a formality (the category of shares) and does not
take into account the substantive effects on the EU market in corporate control (the
frustration of the bid). As mentioned above, this is probably a result of political
opportunism in the legislative process, whereby some Member States have man-
aged to exempt their national company share structures but others have not.

Another deficiency of the breakthrough rule is that it does not cover some
categories of very effective pre-bid defences. Pyramid structures are not covered
by the breakthrough rule. Pyramids are a form of corporate control structure
whereby a company holds shares in another company, which in turn holds shares
in another one.®®' Control of the corporation at the top of the pyramid combines
with the stakes all the way down to achieve outright control of the chain.®*?
Collectively, these are ‘tunnelling’ devices, inter-company dealings whose terms
benefit the controlling shareholder at the top of the pyramid, often at the expense of
minority shareholders.®”> Thus, the voting rights of the shareholders of the
company at the bottom of the pyramid are diluted. The proportionality principle
is distorted, because the controlling shareholder at the top of the pyramid can gain
voting control of the company at the bottom of the pyramid by having dispropor-
tionately low cash-flow rights. The High Level Group of Company Law Experts
recommended dealing with pyramids separately by not allowing stock exchange
listing for holding companies whose sole activity was to hold shares in other listed
companies.®®* This measure was not adopted by the Takeover Bid Directive, but it

618. J.M.M. Maeijer & K. Geens (eds) (n. 515), 15.

619. See an analysis of the national legislation at this point in J.M.M. Maeijer & K. Geens (eds)
(n. 515), 15.

620. ). Rickford (n. 605), 1379.

621. J. Grant (n. 527), 15.

622. 1Ibid.

623.  Ibid.

624. J. Winter, “The Good, the Bad and Ugly of the European Takeover Directive’, in European
Takeovers: The Art of Acquisition, ed. J. Grant, 1st edn (London: Euromoney Books, 2005), 27.
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is possible that it will be adopted in future legislation relating to securities and

arket regulation. .
StOCI;?E:‘llll;t;mor%:, the breakthrough rule does not apply to cross-slmrch(_)]c?mgs_
Cross-shareholdings are defensive arrangements \yhercby two C(.),Il"![;aijd%h‘huy
stakes in each other and senior nmnag‘czr:;!owncrs sit on ce’lch other’s boar ‘h_and
vote their shares together defensively.”™ ‘Double-headed’ companies constitute
an advanced form of cross-shareholding. These corporate assomatlons_adopt a
double corporate form but ensure tlpu lal_«:overs must be of both clonip;anies'_ This
may be done by linking shareholdings in one company to sharellf) C mf]:?) in the
other. or coordinated, and sometimes entrenched, coptrol may bc? ‘n‘s.\s.uu.“ 1 y .c(')n,
ferring cross-rights of board nomination and spec_la_l, often p1c[_c—.':c‘n_tm -‘w‘-hfue
structures.®*® 1 propose that there should be a provision in the Duec_,uve rhld‘l.ln‘g
that cross-shareholdings are in fact covered by l.hc bre’:lkl.hrough ‘1ulc.. .F]u_s..ls
because cross-shareholdings infringe upon both of the prmglples (pmpml.lonalny‘
and shareholder decision-making) advocated by lhc l-!lgh ch‘el ‘GF.L)Li[] 91
Company Law Experts. The fact that one company interfer es SO‘L-Xl;:I'IlM:’L'I)i in
the takeover of another company is negative for the ﬁllztl'ehol(!éi? l:: 1;;, _I.dl%el
company, because a third party wc.ake:ns their voting _nghis. I{‘l?’ai.s;) I:’) viously
negative for the bidder, who must bid for both companies r.alhrl-:l lm‘:} 01'0‘11 ’yb one
of them because of these sophisticated corporate links. Thl.\; aids m-,uh_el !1}.‘unc~
gration of the market for corporate control nor the creation of economies of scale.
Bidders should be able to bid for their companies c_}i preference and should m:l be
pressed to bid for additional corporate bodies. This pressure can Ieaq to .1‘1:1.~.‘a]l1s}
factory results: failure of a bid because of l]:llb} defe'nswe structure, wtlllfjl!.fwa (.)
a4 bid because of the incapability of financing a bid for both connecte u:fmpa..
nies, or a value-decreasing situation because of the takeover of two cullj!)?r‘llc;,
one of which the bidder does not really want. As a result, l_he Irecc{om ot: Fib('a d
lishment through a vibrant market for corporate (_:ontrol is not pl?fﬂ().i.bt ,.“m
there remain ways available for avoiding the minimum sh;’xrehold%t p}(?lfl.,llﬂll
safeguards of the Directive. However, the possible cross-rights of hU.r..ll( 1}0;}1-
ination in ‘double-headed companies’ are probably covered by the c‘unem._ ()ll m‘
of the breakthrough rule, because they can be rcga_r(lec_l as ‘cxtraqrdln‘ar{yng 1{l~;
within the meaning of Article 11(4). The only obligation 1s that, ﬂcto-’ 'llngletl
Article 10(1)(c)), pyramid structures and cruss—sluu'ch_oldmgs nm:-;l_?c. '"-]L[ u‘{ .
in the information that is to be disclosed pursuant to this .{\l‘hclc. '_I‘Iu.s cl|§c olstl.l.
of information concerning the defensive structures of pyranu‘ds ‘z_md c;olsl:e
shareholdings could be crucial for the creditworthiness and ranking O
Comlk?llf?i'l?onally, Article 11(4) prohibits the exercise of exln.lm'dina‘l"y‘{'lgll_lzliii grfl
shareholders at a general meeting for the amendment of the articles qi assocl 4
or for the removal or appointment of members of the board, following

625. J. Grant (n. 527), 15.
626. ). Rickford (n. 605), 1392.
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acquisition of 75% or more of the capital carrying voting rights.®?” These private
‘golden shares’ involve distortions of the proportionality principle, which are not
related to direct restrictions on voting rights. The voting rights of the rest of the
shareholders are distorted indirectly. Although the shareholders do not lose their
rights to cast their votes, these are watered down as a result of the decisive role
of these extraordinary rights in the appointment or removal of board members.
Hence, it is obvious that the application of the proportionality principle is also
undermined. It is useful to make reference to these extraordinary, priority shares.
In companies with this category of shares, the exercise of some rights by a general
meeting remains valid only if approved by the priority shareholders. Moreover, the
general meeting may only exercise its rights upon the proposal of the priority
shareholders.®?® This kind of extraordinary share is found in several continental
FEuropean countries, and it is provided for by the articles of association of a target
company. Article 11(4) does not state the appointment or removal of board mem-
bers as the sole category of shares having extraordinary rights. Thus, we may
conclude that all privileges conferred by the articles of association that distort the
proportionality principle are undermined. This interpretation facilitates the exer-
cise of the freedom of establishment (Article 43 of the EC Treaty) through a
successful takeover bid.

The most important deficiency of the breakthrough rule is an ‘external’ one
and derives from Article 12. The potential beneficial effects of the breakthrough
rule have been tempered by the fact that Member States are allowed to opt out of
the rule.®?” Between a defective breakthrough rule, with the deficiencies and weak-
nesses mentioned above, and an optional defective breakthrough rule, I suggest
that the former be chosen. An optional breakthrough rule permits the deployment
of pre-bid defences, which will probably permanently impede the takeover of a
company. This does not really protect the interests of shareholders, who should,
according to the principles of the Takeover Report, be the ultimate decision-
makers on takeover issues. A non-optional breakthrough rule is genuinely able
to protect the interests of shareholders by giving them the power to decide on the
merits of a bid and to facilitate the bidder in his or her acquisition efforts by
prohibiting pre-bid defensive tactics. One might also argue that a non-optional
breakthrough rule could perform these tasks, even allowing for the fact that the
breakthrough rule, in its current form, is not comprehensive, allowing many
defensive structures to evade the application of the rule, even if it is watered down
in practice by inconsistencies and ambiguities. It is quite obvious that a mandatory
defective breakthrough rule is better than an optional defective breakthrough rule,
because at least it constitutes a rule of some sort! The effects of the optionality

627. This provision states that the extraordinary rights shall concern ‘the appointment or removal of
board Members provided for in the articles of association of the offeree company’ (delegation
rights).

628. JM.M. Macijer & K. Geens (eds) (n. 515), 18.

629. F. Ipekel (n. 578), 345.
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. 630
regime, analysed above in the non-frustration rule context, apply to the break-
through rule context too.

The breakthrough rule does not

at the European level for two reasons.

establish a level playing field for}akﬁover bids
The first is that the rule is optional both for
Member States and companies (Article 12). The .second‘ ‘ls.lhaf..l\:fl;%l;m iﬁnlt;:élil{:nls
implemented on a mandatory or voluntary basis, I_hell'.,.alf;.‘fl'ﬂ:l‘i - n;fn‘ e ; .
sorporate str s that evade its application, and there are also ; y .<Py. 0
s cortnin £ " Arti 631 that can lead to inconsistencies. Thus,
interpreting certain facets of Alncle_ll that can lea e
the breakthrough rule, in addition to its many deficiencies, }i thp oliti;;al ot e
reasons for the lack of a level playing Iic_ld hgve to do wit . be p e
this area of European company law, which 1s cha.ra\ctenlzel t g/r Ii'e[ iyl
mercantilist ideas. S. Bartman alleges that courts .shog d:n prowcﬁm; ape ok
application of the Directive as widely as possible \ivh_en ju 51{15;9 G dovices
;ll?ft may not be covered by the Directive when it ISBI’.((:;l(;) !ue:#lly.lq ! po(\;l*::l:rs‘lﬂ
we should not neglect the fact that the Takeover s 1rec'1\_:c? i } poiitcat
is ich tries ¢ sompletely different mentalities of takeover
compromise, Whl(..'f"l tries to balance comp et eetive creatsx
regulation. The deficiencies and the opl—mjo;:J -0 'St:‘g&.:-; ot 56 breil
faulty incentive. It is a fact {hal' many Member l thf‘; i P
through rule not because they intend to prl}l].'lfJ v.,' e Eradomn g foancis
Jaus .v know in advance that their national corpora !
ts)tl;tuc]ii;:]sulhﬁlflrl:;;lng upon the proportionality principle are not covered by the

breakthrough rule.

11.6 THE RECIPROCITY RULE (ARTICLE 12)

The reciprocity rule is found in Article 12(3): |

under the conditions determined by national luw-, cx:zu_1pt
companies which apply 9(2) and (3) and;’n;‘ Amdea1~lb!ﬂt(é:nofd-ﬂ?ggl't{;gr
Article 9(2) and (3) and/or Article 11 if they bcC(l}.me 1;1: :_\ul J:“ th{;y b
launched by a company which does not _apply the same : »m](':tférh ummm, o
by a company controlled, directly or indirectly, by the latter, purs
Article 1 of Directive 83/349/EEC.

Member States may,

than a possibility granted to the

. . . T i
Hence, the reciprocity rule 1s nothing B e i oxgive: e

companies by their Member States. Paragrap

630. See above, on the deficiencies of the non-frustration rule.

631. Substantive deficiencies of Art. ]i‘. Some (3\ i
time lapse voting shares, non-voting sl}ulu. Py (lﬂ‘fl s ‘|[i—“l_][‘i%di(:{i()n{[] i
preference shares, proxies, extraordinary rights, multi-jurs
compensation. o
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Hague: Kluwer Law International, 2006), 3.

r Bids: Opting in as a Token of Good Corporat
gress, ed. S. Bartman (

i snte ceiling or
f these issues are: syndical agreements, ceiling )
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procedural conditions for the application of the reciprocity rule when it is granted
by a Member State:

Any measure applied in accordance with paragraph 3 shall be subject to the
authorization of the general meeting of shareholders of the offeree company,
which must be granted no earlier than 18 months before the bid was made
public in accordance with Article 6(1).

Hence, the decision-making process for the application of the reciprocity rule has
two levels: a legislative application by Member States and, subsequently, an
individual application by the relevant companies.

However, the reciprocity rule®®® of the Takeover Bid Directive is very unclear
because of its lack of a fixed and invariable basis. The provisions with respect to
which the company is allowed to reciprocate are not always the same, as these
depend on the method of application of the first two paragraphs of Article 12 by the
offeree and the offeror company. The multiple levels of the reciprocity rule and
the opt-in—opt-out provisions can create some quite complicated situations and
subsequent interpretative dilemmas, which are closely related to the promotion,
or not, of freedom of establishment.

In a Member State that has opted out of Articles 9 and/or 11, the board of a
target company that has opted into either or both of these Articles may frustrate a
bid by another company registered in that same Member State that has not opted in,
but it may not frustrate a bid by a company registered in that same Member State
that has opted in or by a company registered in any other Member State that is
subject to the relevant Articles, either because the relevant Member State has not
opted out, or because, although the relevant Member State has opted out, the bidder
has opted in.%** This appears to be a quite complicated outcome, which does not
contribute to legal certainty. This reciprocity regime may lead to a bid from a
company in the same Member State being subject to Articles 9 and/or 11 while
a bid from a company registered in another Member State is not, which might
seem to amount to indirect discrimination on grounds of nationality, contrary
to Article 43 of the EC Treaty.®*> Yet any such difference in treatment is not,
in truth, by reference to the Member State of registration of the company, but by
reference instead to differences in the legal regimes that may be applicable in
different Member States and, indeed, within the same Member State — differences,
moreover, which reflect not only Member State choices, but also the choices of
individual companies.®*® Therefore, a potential bidder could evaluate the full
effects of the takeover bid if he or she knows in advance the legal framework
to which the target company is subject, based on the exercise of the optional

i

633.  For an interesting analysis, see: M. Becht, ‘Reciprocity in Takeovers’, in Reforming Company
and Takeover Law in Europe, ed. G. Ferrarini, K. Hopt, J. Winter & E. Wymmersch, 1st edn
(Oxford: Oxford University Press, 2004), 647-675.
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1"1ghls.(‘3? This evaluation on behalf of the bidder seems to b_e difficult because of

the complex outcome of the optionality and reciprocity regime. I
Nevertheless, the reciprocity rule presents one positive z}spect with regar d‘ to

the promotion of the freedom of establishment (Article 43 of the EC Treaty). The

reciprocity rule creates an unintended incentive for those EU listed companies that

want to be players (offerors) in CO]ISO!idEH._E;]g markets rather l.hzém ‘largc'ls ﬁ_oqf !Cll-’)efi‘s}
to apply Articles 9 and 11 voluntarily.™ ‘ Only }hen yu]il the ‘L.oln]m?[)ne. [0 lmn‘
immunity when they bid for other cgmpumcs, which w1_li nn% bc.dla e( 1?1?1‘([)1}1{(.;1
these two ground rules (provided, of course, that the reciprocity ru ell.s «.Wdl‘ ab _t,km
their jurisdiction). Thus, companies that want to be bl‘d_der's on the ta ‘elc;v.el mar lc?t
rather than tzu‘gels must first accept the takeover facilitating rulles 2}51 e}r}g. appli-
cable to them.%*” Since every target company may be a (putcnl!;al) ﬁc,.'quluea .m 1[}@
various phases of its existence, it may be wise, for the sake Ot-d%:’[‘*‘:}iﬁ 911 Iﬁ::flwj
necessary expansion, to assume the status of an uplcd—m cr_)mpcu;y.l , 'ni .\u,fp:\
the promotion of freedom of establishment by- hbcrailzun{_}n 0) ‘lu, ::n:jli [i,l o.r
corporate control through the removal of post-bid and pre-bid takeover delences.

11.7 A FEW COMMENTS ON THE NON-FRUSTRATION/
BOARD NEUTRALITY RULE (ARTICLE 9), THE
BREAKTHROUGH RULE (ARTICLE 11), AND THE
RECIPROCITY RULE (ARTICLE 12)

reate synergies between existing busi-
uropean companies will need to grow
of takeover bids), while the
liquidity.**" 1t is well-known

Takeovers are a means for investors (0 €
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to an optimal size (and, therefore, mvest by means
financial markets should benefit as well from more
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that takeover bids are a very important source of external growth, which is vital for
EU corporations that are seeking to penetrate new markets and to become more
competitive at the global level against non-EU corporations.®** Although the Take-
over Bid Directive does not promote takeover bids as such, the minimum harmo-
nization of some of the rules that govern takeover bids (e.g., the mandatory bid
rule) will contribute to the improvement, (o a certain extent, of the competitive
position of companies in Europe.®*® The mere possibility that companies could be
taken over even against the will of their boards is something positive for the private
enterprise system, because takeovers eliminate inefficient companies or exercise
pre-emptive pressure on boards to ameliorate their performance.® The pro-
claimed aim of the Takeover Bid Directive was to promote cross-border takeovers
by providing minimum harmonized conditions for conducting successful cross-
border takeover bids and by establishing a level-playing field in the European
market for corporate control. Thus, cross-border corporate mobility and corporate
restructuring were also to be promoted, with the intention being to facilitate the
fundamental freedom of establishment of companies (liberalization of the market
for corporate control). Harmonization was necessary because there were legal,
economic, and structural differences among the Member States with respect to
defensive measures that could be put into operation to fight hostile takeover bids,
so that companies in some Member States were better protected than were com-
panies in other Member States.®* This legal diversity was the ideal environment
for national protectionism to flourish within the market for corporate control. The
Takeover Bid Directive was supposed to reduce these differences in several ways,
without compromising the competitiveness of EU companies in relation to com-
panies of third countries.®*® However, the reduction of legal diversity in the EU
market in corporate control is by no means an indisputable fact, because of the
optionality and the reciprocity regimes.

642. S. Grundmann, European Company Law, Organization, Finance and Capital Markets
(Antwerpen: lntersentia, 2007), 492493, 573, 592.

643. COM (2002) 534, 35. It is quite interesting to refer here to the argument against harmonization
of takeovers, which maintains that harmonization on corporate governance matters does not
enhance the economic system and in fact disrupts the equilibria that constitute the basis of our
economic welfare. This is so because harmonization, apart from the level-playing field ratio-
nale, does not always take into account essential elements of social consensus, such as the
defensive mechanisms in a takeover. A level playing field could not be established for those
societal issues. Harmonization does not consider thoroughly essential elements of social
consensus (sometimes shown by the co-determination model) which justify the social role
of private business enterprises. Hence, regulatory competition is the optimal method of reg-
ulating takeovers and of promoting competition among enterprise structures. E. Wymeersch,
‘The Regulation of Takeover Bids in a Comparative Perspective’, in European Economic and
Business Law, ed. R. Buxbaum et al. (New York: de Gruyter, 1996), 321.
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645. COM (2002) 534, 35. K. Bytiebier, ‘Protective and Defensive Measures Against Hostile
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(Berlin-New York: de Gruyter, 1994), 181-192.
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legislation, because it comprises package deals.®° The only positive thing is that,
because of the Directive, at least now we know in advance the content of these
regimes and do not have twenty-seven national takeover regimes, which can be
completely unpredictable and perhaps arbitrary. However, the number of avail-
able legal regimes is still quite high and does not provide legal certainty, nor does it
combat the psychological obstacles to cross-border corporate establishment.
Furthermore, the biggest problem is that the degree of flexibility resulting from
the optionality and reciprocity regimes has provided Member States with several
ways to evade imposing strict regulation on takeover defences.®®' This is definitely
not compatible with the general principles of the Directive and especially with the
general principle of Article 3(1)(c). However, opting out of Article 9(2) does not
suspend or create an exception to the application of the general principle laid down
in Article 3(1)(c) of the Directive, and this general principle might be read as
aiming in part to ensure that og)ting out of Article 9(2) remains compatible with
Article 43 of the EC Treaty.65 This general principle in Article 3(1)(c) provides
protection of the shareholders’ rights in cases of opt-outs from Article 9(2). Other-
wise, without the guarantee and the overarching protection of this general
principle, the conduct of a board might well run the risk of infringing upon the
freedom of establishment. An example of this kind of infringing behaviour, accord-
ing to D.A. Wyatt, would be the break-up of a company by the board, without the
authorization of a general meeting, when the acceptance of a bid by the share-
holders and the success of the takeover are considered imminent.>® The general
principles might be characterized as a corrective to the deficiencies of the opt-in—
opt-out and reciprocity arrangements.

11.8 SUPERVISORY AUTHORITY AND APPLICABLE LAW

Article 4 determines the authority that is to supervise the conduct of takeover bids,
as well as the applicable law that will regulate the several aspects of a takeover bid.
Each Member State must designate an authority or authorities to supervise those
aspects of bids that are governed by the Takeover Bid Directive and to ensure that
parties to takeover bids comply with the rules made pursuant to this Directive.®>*
All those authorities should cooperate®® with one another (Recital 5 of the

650. G. Wolff (n. 310), 20.

651. M. Gaitti (n. 647), 104.

652.  Article 3(1)(c) of the Takeover Bid Directive states that ‘the board of an offeree company must
act in the interests of the company as a whole and must not deny the holders of securities the

opportunity to decide on the merits of the bid’. D.A. Wyatt, A. Dashwood et al. (n. 46), 884.
653. D.A. Wyatt, A. Dashwood et al. (n. 46), 884.

654. See also: D. Van Gerven, ‘Rules of Community Law Applicable to Takeover Bids’, in

Common Legal Framework for Takeover Bids in Europe, ed. D. Van Gerven (Cambridge:
Cambridge University Press, 2008), 10-14.

Article 4(4) states that the supervisory authorities of the Member States for the purposes of this
Directive and other authorities supervising capital markets, in particular, in accordance with

655.
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objections of the UK concerned the fact that the takeover rules would be given the
force of law, and that there would be more delays as a result of more frequent
litigation, which could put an end to particular takeover bids (the English courts,
under the then-current City Code regime, practised self-restraint and discouraged
tactical litigation). Moreover, the UK government alleged that the Takeover Panel
would also lose its flexibility to adjust the takeover rules and to give rulings on
issues arising in the course of a bid.®>® The British criticism was especially trou-
blesome for the Commission, since the UK Takeover Code had served as a model
for the Commission’s proposal, and also for the various takeover regulations that
by then had gradually begun to be promulgated across Continental Europe.®®
Finally, the European Commission took into account the UK concerns and
formed the Directive’s provision on the supervisory authorities in such a way that
the special status and powers of the Takeover Panel could be preserved.®®! Recital 8
of the Takeover Bid Directive’s Preamble stresses that, in accordance with general

analysis: S. Kenyon-Slade & M. Andenas, ‘The Proposed Thirteenth Directive on Takeovers:
Unravelling the United Kingdom’s Self-Regulatory Success?’, in E.C. Financial Market
Regulation and Company Law, ed. S. Kenyon-Slade & M. Andenas (London: Sweet &
Maxwell, 1993), 149-188. M. O’Neill, ‘When European Integration Meets Corporate Har-
monization’, Comp. Law. 21 (2000): 173, 175-176. For an early consideration of the
Code: A. Johnston, The City Take-Over Code (Oxford: Oxford University Press, 1980) and
N.S. Poser, International Securities Regulation (Toronto: Little Brown & Company, 1991).
Furthermore, see for a comparison between the two systems of regulation, self-regulatory/
private regulation and statutory/public regulation, and their analysis (arguments in favour and
against each system of regulation): B. Pettet, ‘Private versus Public Regulation in the Field of
Takeovers: The Future under the Directive’, EBLR 5 (2000): 381. For an extensive critical
analysis of the self-regulatory takeover regime of England, one of the most advanced in the
world, see: G. De Minico, ‘A Hard Look at Self-Regulation in the UK’, EBLR (2006): 183,
P.L. Davies, Gower and Davies’ Principles of Modern Company Law, Tth edn (London:
Sweet & Maxwell, 2003), 704, D. Kershaw, “The Illusion of Importance: Reconsidering the
UK’s Takeover Defence Prohibition’, ICLQ 56 (2007): 267. For an interesting comparison
between England’s self-regulatory, standards-based system and the US’s more formal, rules-
based system see: B.E. Rosenzweig, ‘Private versus Public Regulation: A Comparative Anal-
ysis of British and American Takeover Controls’, Duk. J. Comp. Int. L. 18 (2007): 213.
See also a very interesting article on disputes and litigation in takeover bids: T.1. Ogowewo,
“Tactical Litigation in Takeover Contests’, JBL (2007): 589-619. For a critical approach to
General Principle No. 7 of the UK Takeover Code (shareholders should decide the outcome of
a takeover bid), which was the basis of the non-frustration rule of the Takeover Bid Directive,
see: A. Dignam, ‘The Globalisation of General Principle 7: Transforming the Market for
Corporate Control in Australia and Europe?’, Legal Studies 28 (2008): 96-118.

659. V. Edwards (n. 544), 420. Securities arbitration is another very flexible method of alternative
dispute resolution: S. Ware, ‘What Makes Securities Arbitration Different from Other Con-
sumer and Employment Arbitration?’, U Cinc LR 76 (2008): 447, J.Gross & B. Black, “When
Perception Changes Reality: An Empirical Study of Investors’ Views of the Fairness of
Securities Arbitration’, J Disp Res (2008): 349., B. Black & J. Gross, ‘Making It Up as They
Go Along: The Role of Law in Securities Arbitration’, Card LR 23 (2002): 991, J. Johnson &
E. Brunet, ‘Substantive Fairness in Securities Arbitration’, U Cinc L.76 (2007).

660. R. Skog (n. 570). 303.

661. Sece also Recital 7 of the Directive’s Preamble, which states that self-regulatory bodies (such
as the UK Takeover Panel) should be able to exercise supervision.
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The Takeover Bid Directive also contains a provision on the role of the national
competent authorities during the takeover process. Article 4(5) states that the
supervisory authorities shall be vested with all the powers necessary for the
purpose of carrying out their duties, including that of ensuring that the parties
to a bid comply with the rules made or introduced pursuant to this Directive.
Provided that the general principles laid down in Article 3(1) are respected, Mem-
ber States may provide, in the rules that they make or introduce pursuant to this
Directive, for derogations from those rules: (1) by including such derogations in
their national rules, so as to take account of circumstances determined at the
national level, and/or (2) by granting their supervisory authorities, where they
are competent, powers to waive such national rules to take account of the circum-
stances referred to in (1) or in other specific circumstances, in which case a rea-
soned decision is required. Furthermore, Recital 6 of the Preamble states that, to be
effective, takeover regulations should be flexible and capable of dealing with new
circumstances as they arise and should, accordingly, provide for the possibility of
exceptions and derogations. However, in applying any rules or exceptions laid
down or in granting any derogations, supervisory authorities should respect certain
general principles. These principles are found in Article 3 of the Takeover Bid
Directive and contain certain very important safeguards. These principles play an
overarching role. They cover all the provisions of the Takeover Bid Directive, and
all the implementing measures of the Member States must comply with them. As a
matter of fact, the national competent authorities are also bound by these general
principles when they are exercising their supervisory duties.

As regards the applicable law, Article 4(2)(e) states that in the cases referred to
in Article 4(2)(b) and Article 4(2){(c) mentioned above, matters relating to the
consideration offered in the case of a bid (in particular, the price), and matters
relating to the bid procedure (in particular, the information on the offeror’s
decision to make a bid), the contents of the offer document and the disclosure
of the bid shall be dealt with in accordance with the rules of the Member State of
the competent authority. In matters relating to the information to be provided to
the employees of the offeree company and in matters relating to company law, in
particular, the percentage of voting rights that confers control and any derogation
from the obligation to launch a bid, as well as the conditions under which
the board of the offeree company may undertake any action that might result
in the frustration of the bid, the applicable rules and the competent authority shall

be those of the Member State in which the offeree company has its registered
office.

11.9 INFORMATION FOR AND CONSULTATION
OF EMPLOYEES’ REPRESENTATIVES
The European Parliament asked for better protection of employees working for

companies involved in takeover bids. The Takeover Bid Directive sought to meet
the European Parliament’s concerns about employee protection by providing for
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consulting employees in the European Community®® — a joint declaration of the
European Parliament, the Council, and the Commission on employee representa-
tion. In addition to these Community legal instruments applying to takeover bids,
Recital 23 of the Takeover Bid Directive’s Preamble explicitly gives the oppor-
tunity to employees or to their representatives to express their opinions on the
impact of a takeover bid. It states that the employees of the companies concerned,
or their representatives, should be given an opportunity to state their views on the
foreseeable effects of the bid on employment. Additionally, Recital 23 of the
Preamble also refers to an EC securities regulation legal instrument connected
to the information and consultation framework. Without prejudice to the rules
of Directive 2003/6/EC of the European Parliament and of the Council, on insider
dealing and market manipulation (market abuse),*®” Member States may always
apply or introduce national provisions concerning the disclosure of information to,
and the consultation of representatives of, the employees of the offeror before an
offer is launched (Recital 23).

The obligation for information for employees is also included among the
general principles of Article 3. Article 3(1)(b) states that, when it advises the
holders of securities, the board of the offeree company must give its views on
the effects of implementation of the bid on employment, the conditions of employ-
ment, and the locations of the company’s places of business. Taking into account
the overarching role of the general principles, the inclusion of this information
requirement among the general principles shows the interest of the European leg-
islature. The European legislature took into account the concerns of the European
Parliament and decided to confer the status of a general principle of the Directive
on the requirement for information for employees. Furthermore, according to
Article 6(1), as soon as the bid has been made public, the boards of the offeree
company and of the offeror shall inform the representatives of their respective
employees or, when there are no such representatives, the employees themselves.
When the bidder drafts the offer document, he or she is also obliged to inform the
employees about the various aspects of the takeover bids. Article 6(2) states that
Member States shall ensure that an offeror is required to draw up and make public
in good time an offer document®’° containing the information necessary to enable
the holders of the offeree company’s securities to reach a properly informed
decision on the bid. Before the offer document is made public, the offeror shall
communicate it to the supervisory authority. When it is made public, the boards of
the offeree company and of the offeror shall communicate it to the representatives

668. [2002] OJ L80/29.

669. 2003] OJ L96/16.

670. The Takeover Bid Directive allows a European passport to be granted for the offer document
of a takeover bid. When a bidder possesses a European passport, the offer document can be
circulated freely in the internal market and without re-approval being required in other Mem-
ber States where the offeree company’s shares are accepted. D. Van Gerven, ‘Rules of Com-
munity Law Applicable to Takeover Bids’, in Common Legal Framework for Takeover Bids in
Europe, ed. D. Van Gerven (Cambridge: Cambridge University Press, 2008), 4.
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the reciprocity exception, which may inhibit the emergence of an active EU market
in corporate control, contrary 10 the original objective of the Directive.’™ Ng
Member State has decided to implement the board neutrality rule where it was
not (fully) applied before implementation, except for Malta.?”” Some Member
States had no strict board neutrality obligation before the implementation of the
Directive. All these Member States have decided to introduce the rule only on
voluntary basis, in conformity with the optionality system of Article 12, again,
except for Malta. The rules on board neutrality/non-frustration, compared to pre-
vious or existing rules, will therefore remain almost the same. Although these
Member States do not impose a strict board neutrality rule, the discretion of man-
agement as regards the use of post-bid defences is quite restricted.’

Most of the Member States have not adopted the breakthrough rule on a
mandatory basis. They have made it optional for companies. Therefore, its impact
on the EU market in corporate control will be quite restricted. Only the Baltic
countries (Estonia, Latvia, and Lithuania)®”® have implemented the breakthrough
rule on an obligatory basis. None of the other countries oblige their companies to
apply this provision in full. Consequently, a mere 1% of listed companies in the
EU will apply this rule on a mandatory basis. 80

The reciprocity rule of Article 12 has certainly been implemented by the
majority of Member States, most of which have allowed companies (o reciprocate
against a bidder not subject to the board neutrality and/or breakthrough rules.®™!
Reciprocity in general does not contribute to the integration of the EU market in
corporate control, however, and does not facilitate the exercise of the freedom of
establishment by the offeror company, because it allows the target company to opt
out of the two key provisions of the Directive, Articles 9 and/or 1 1. This decision of
the Member States to implement the reciprocity rule was made as a result of certain
level-playing-field considerations. Those Member States that implemented the
non-frustration and/or the breakthrough rule were afraid that, without reciprocity,
there would be no level playing field between themselves and those countries that
do not apply these rules. It is not hard to grasp that Member States were afraid of
regulatory competition and of seat transfers to jurisdictions opting out of the non-

frustration and/or the breakthrough rule.®®2 The European Commission’s Report
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also foppd that reciprocity is considered to be an incentive for companies that have
acquisition plans to apply the rules of the Directive voluntarily so as to be able to
beneﬁt from the'liberal regime abroad. However, the Report admits that this argu-
ment is undermined by the fact that any company’s decision to voluntarily a g1

the board neutrality or breakthrough rule remains reversible %% A
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