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and public companies.'*® While this divergence between the UK and U.S. and
continental Europe may be due in part to differences in ownership structure, and
in part to the fact that mergers are more commeon on the continent than in the
UK (where business planners favor tender offers2%%), it surely also reflects a more
basic difference in the permitted transactional flexibility as well as views on the
relative value of judicially-enforced standards on the one hand, and ex ante rules
and decision rights on the other,2°1

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

workers with substantially more protection in mergers and other restructurings
than U.S. law does.

19% See Company Law Review Steering Group, Modern Company Law, For a Competitive
Lronomy, Final Repore 1281 (2001) (a majority of consuleees thought it would be inappropriate to
create »%m.ommnn mﬂm_wcno_w.% Ennmnm. procedure é_:ro:n court supervision for private corpanies).

course, the absence of more genera isi
o tony opase, the absen g merger provisions may also have led ro a preference

29! Unsurprisingly, academics also debate the benefirs and dererminants of Mergers &
>nn._cmmﬁoum (M&A) activiry. See, e.g., Gegor Andrade, Mark Mirchell, and Erik Seafford, New
Evidence and Perspective on Mergers, 15(2) JouanaL oF Economic PerseecTivEs 103 (2001);
Marina Martynovaand Sjoerd Qosting, The Long-Term Operating Performance of European Mergers
and Acquisitions, in International Mergers and Aequisitions Activity since 1990 Recent Research and
Quantitative Analysis (G. Gregoriou and L. Renneboog (eds.), 2007), at 79-116.
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Control Transactions

Paul Davies and Klaus Hopt

8.1 Agency Problems in Contrel Transactions

£.1.1 Control transactions

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

1 Note thar we will use the terms ‘company’ and ‘corporation’ interchangeably.

2 Of course, the acquirer may, and typically will, already be a shareholder of the target com-
pany, but it need not be and the relevant rules (other than shareholding disclosure rules) do not
turn on whether it is or not. The bidder may also be or conrtain the existing management of the
target company (as in a management buy-out (MBO)). ‘This situation generates significant agency
problems for the shareholders of the rarget company which we address befow.

3 More precisely, its vore-holders. As we sez below, addressing effecrively both the main secs of
agency problems in this area is made more problemaric where voting rights and cash-flow rights in
a company are not proportionately discribured.

4 The special character of control transactions is also reflected in che increasing number of juris-
dictions which have adopted sets of rules, separare from their general company laws, to regulace
thern,
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More challenging for analysis is the distinction between shifts in control
through statutory mergers® and control transactions. In terms of end result, chere
may not be much difference between a statutory merger and a friendly takeover
bid, at least where the successful bidder avails itself of 2 mechanism for the com-
pulsory purchase of non-accepting minorities. However, in terms of the legal
techniques used to effect the control shift, there is a chasm between the two
mechanisms. A merger involves corporate decisions, certainly by the sharcholders
and usually by the board as well. Control transactions, by contrast, are effected
by private contract between the acquirer and the shareholders individually.
Nevertheless, at least in friendly acquisitions, the acquirer often has a free choice
whether to structure its bid as a contractual offer or as a merger proposal. This
creates a regulatory dilemma, In some jurisdictions the regulation of takeovers
is confined to control shifts, as defined abovef Others, the minority, adapt the
rules for control shifts and apply them, at least in part, to acquisitions through
statutory mergers, on the grounds that many of the principles applicable o con-
tractual offers (for example, the equality rules governing the level of the required
consideration, some of the timing rules and even the ‘no frustration’ principle)
can be applied to control shifts by means of statutory mergers. Moreovet, not to
do so might provide an incentive for acquirers to structure their offers that way.
Where this latter approach is adopred, the rules on control transactions act as an
additional layer of regulation of the statutory merger, whose significance depends
upon the extent to which the rules for staturory mergers have not already occu-
pied the regulatory ground.”

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

3 Seesupra7 4.

& Thus, the definition of a takeover in Art. 2.1(a) of the Directive of the European Parliament
and of the Council en takeover bids (2004/25/EC, Q.J. L 142, 30.4.2004—hereafter "Takeover
Directive’) excludes starutory mergers.

7 Thus, in the UK, the Cicy Code starcs from the principle that che Code applies equally
to the peculiar UK version of the staturory merger (the ‘scheme of arrangemenc” see supra
7.4), except to the extent thar the starutory merger procedure regulates a parricular issue or
the nature of the staturory merger procedure malkes a particular Code provision inapplicable.
{The Panel on Takeovers and Mergers, Tae Taxrover Cope (9th ed., 2009) § A3(b) and
Appendix 7—hereafter “‘City Code’). This recently introduced Appendix results from the
Panel’s decision furcher to specify how the Code applies to mergers in che light of the ‘sig-
nificant increase in recent years in the use of schemes of arrangement in order to implement
transactions which are regulated by the Code™ see Panel Consultation Paper 2007/1. By con-
trast, the acquisicion of Bank Austria AG by Bayerische Hypo Vereinsbank was effected by 2
merger in order to avoid the new Auscrian takeover legislation. See 4 NEUE ZEITSCHRIFT FUUR
GESELLSCHAFTSRECHT 282 (2001).
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(i.e., supported by the management of the target company) or ‘hostile’ (i.e., made
over the heads of target management to the shareholders of the targer).t ,

Of the three acquisition methods, the second and third are clearly facilitated if
the target’s shares are traded on a public market. For this reason, companies ém.ﬁr
publicly traded shares are at the centre of attention in this chapter. In fact, legis-
lation specific to control transactions is usually (though not always) confined to
companies whose securities are traded on public markets (or some sub-set of these,
such as the top-tier markers).? Not only are hostile bids difficult to organize other
than in relation to publicly traded companies, but also the sharcholders’ agency
and coordination problems (discussed below) are less pronounced in closely held
companies. Nevertheless, the control transaction is not logically confined to such
companies and we make some reference to non-traded'® companies as émz.. In
jurisdictions which rely on general corporate standards, such as fiduciary duties,
rather than rules specific to control transactions, to regulate the behavior of tar-
get management or the target’s controlling shareholders, the application of g.r.nmm
standards to the managements and shareholders of non-traded companies raises
no difficult boundary questions."!

8.1.2 Agency and coordination issues

8.1.2.1 Where there are no conitrolling shareholders
in the target company

Where there are no controlling shareholders in the target company, the main
focus is on the first agency relationship, i.e., that berween the board and the
sharcholders as a class. Here, the acquirer’s underlying strategy is likely to focus
on a public offer to all the shareholders, preceded by pre-bid acquisition, through
the market, of as large a ‘toe-hold’ shareholding in the target as the acquirer can
manage without revealing the object of its intended offer. Unlike in the case of the

8 Of course, the board’s decision whether 1o recommend an offer, either at the ourset or during
the course of an initially hostile offer, will often be influenced by its estimate om. the _EnE.an s nrm.nnnm
of succeeding with a hostile offer. Further, the number of concluded mn&.m d&ﬁr remain romﬂ._n o
the end is likely ro be small whether or not the incumbent managemenc is in a position effectively
to block the bid: if it can, the acquirer will negotiate with it to achieve its recommendation; if ic
cannot, there is lictle poinc in rarget management opposition. Thus, it may be difficulc to character-

"ize a parcicular bid as ‘friendly’ or *hostile” but the question of wherher a particular syscem of rules
facilitates hostile bids is of enormous importance. See infra 8.2.1. .

? Thus the Takeaver Directive applies anly to companies whose securities are traded on a reg-
ulated marker’ (Arc. 1.1)—normally a top-tier marker. The City Code applies slightly more E_&mq
(to all companies which may offer their shares to the public and even o .n_omn_% held companies
where there has been something analogous to a public market in the private company’s shares)
{City Code, § A3(a)). . o

18 'Throughout this book, corporations whose shares do not trade freely in impersonal markets
are also referred-to as ‘closely held’ companies. .

Ll See jnfra 8.3.1 fora discussion of U.S. rules on sales of shares by controlling shareholders to
looters.
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company with controlling shareholders, the control shift effected by a successful
general offer in this case is not from those who have control (the blockholders) to
the acquirer who wishes to obtain it. Rather, de facto control of the company was
probably in the hands of the target board, so that control shifts from the board of
the target to the (board of the) acquirer. ‘Therefore, thereisa disjunction between
the parties to the dealings which bring abour the transfer of control (acquirer and
target shareholders) and the parties to the control shift itself (acquirer and target
board).

It is precisely this disjunction which generates the agency issues which need to
be addressed. The control transaction may be, wealth-enhancing from the target
shareholders’ point of view bur threaten the jobs and perquisites of the existing
senior management. The incumbent management of the target may this have an
incentive to block such transfers, by exercising their powers of central manage-
ment. They may seck to use those powers to make the target less attractive to a
potential bidder or to prevent the offer being pur to the shareholders. These steps
may take 2 myriad of forms but the main categories are: placing a block of the tar-
get’s securities in the hands of persons not likely to accept a hostile bid; structur-
ing the rights of the shareholders and creditors, for example, through poison pills;
and placing strategic assets outside the reach of even a successful bidder.

Alternatively, the transaction may not be wealth-enhancing from the share-
holders’ point of view but the incumbent management may have an incentive
to promote it to the shareholders, because the management stand to gain from
the proposed control shift, either by reaping significant compensation for loss of
office or by being part of the bidding consortium. The control transaction cannot
be effected without the consent of the shareholders, the transfer of whose secur-
ities is the central mechanism for cffecting the shift. However, the incumbent
management may use their influence with the shareholders and their knowledge
of the company to ‘sell’ the offer to its addressees or, in the case of competing
bids, they may use those factors to favour one bidder over another.

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

12 See infra 8.2.5. .
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8.1.2.2 Where there are controlling shareholders'?

Where there is an existing controlling block of shares held by one or a small num-
ber of sharcholders, the acquirer is likely to come to an agreement with the block-
holders first and decide whether, and on what terms, ro make a general offer 1o
the non-controlling shareholders only once such an agreement has been Hnmnrnn._.
As between the acquirer and the blockholder, it is likely that the standard provi-
sions on commercial sales will cope well with any problems likely to arise.
However, the general rules of civil law are not likely to address effectively the
coordination problems as between the acquirer and the non-controlling share-
holders (at least if these are dispersed) nor the agency problems between control-
ling and non-controlling shareholders. The former problem is largely the same
as that discussed in relation to companies with no controlling shareholder.' As
to the latrer, the controlling shareholder may engage in rent-seeking by selling
control of the company to an acquirer who will ‘loot’ it; or, simply sell it to an
acquirer who, perhaps for good commercial reasons, will be less respectful of the
interests of non-controlling shareholders than the vendor had been. This is par-
ticularly so where the target, upon acquisition, will become a member of a group
of companies where business opportunities, which the target has been able to
exploit in the past, may be allocated to other group members. The law could mnnwn
to address this problem by focussing on the existing controlling mrmnowoﬁ..wn s
decision to sell or on the terms upon which the acquirer obtains the controlling
block or upon the subsequent conduct of the affairs of the target by the new
controller. In the last case, reliance will be placed on the general legal strategies
for controlling centralized management, including group law.!* In the first and
second cases, the law is likely to develop rules or standards specific to the control
transaction, though they may take a wide variety of forms, up to and En_z&ﬂm
an exit right for the minority upon a change of control, via a mandatory bid

requirement.!¢

8.1.2.3 Agency problems of non-shareholders

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

13 All jurisdictions will face such situations, even if the typical patrern of shareholdings in com-
panies in thar jurisdiction is the dispersed one.

4 Supre 8.1.2.1, 15 Seesupra4.l.

16 See infra 8.3. 7 Seesupra4.2.1.
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likely to be regarded with suspicion. Consequently, the strategy of using board
composition rules to address the general agency costs of employees will argue in
favour of the insertion of the board into the control shift transaction, usually via
a relatively relaxed regulation of defensive measures on the part the target board.
Even where company law is not normally used to address employee agency issues,
the freedom of management to take defensive measures may be seen as a proxy
for the protection of the interests of employees and, possibly, other stakeholders.
As we shall see,'® the closeness of the ‘fic’ between the ability of management
to defend itself and the interests of non-shareholder stakeholders is contentious.
Beyond this, regulation of the control transaction, because of its focus on the
acquirer/target shareholder relationship, is unpropitious ground for dealing with
the agency costs of employees, except through disclosure of information, which
may be useful to stakeholders generally in the generation of political or social
pressure in response to the offer,' or through mandatory consultation over the
consequences of the takeover for the employees.

Creditors, as well as employees, may stand to lose out as a result of changes
in the company’s strategy implemented by the acquirer, especially changes in
the company’s risk profile, perhaps atising from the leveraged nature of the bid.
Those most ar risk, the long-term lenders, are well placed to protect themselves by
contractual provisions, such as ‘event risk’ covenants in loans.?® Such protections
may not always be fully protective of the creditors, but adopting sub-optimal con-

tractual protection is normally part of the commercial bargain contained in the-

contract. Consequently, the agency costs of creditors are not normally addressed
in control-shift rules

8.1.2.4 The nature and scope of control-shift regulation

Many of the agency problems of control transactions are familiar from earlier
chapters of this book. However, they appear in this chapter in a novel context.

A central feature of that context is the tension berween a commitment to the .

free transferability of shares and a recognition that sales of shares sufficient to
produce a control shift have consequences for the policies of the company which
would normally call for a decision of either the board or the general meeting (or,
of course, both). This point applies as much to transfers from existing controlling
shareholders as to transfers of control from the board of the target. Moreover, the
control transaction brings onto the scene a new actor, namely the acquirer, whose

18 Infra 8.3.

12 Trade unions and management in some countries may be able to form an effective, if implicit,
coalition to.opposea proposed acquisition.

20 William W. Bratton, Bowd Covenanis and Creditor Protection, 7 EUROPEAN BUSINESS
OrcaNizaTIoN REVIEW 39 especially ar 58(F (2006).

21 Tt is somerimes difficult to distinguish covenanrts whose aim is to protect the lender and those
which aim to protect targer management (‘poison debt’); in facrt, both groups may have an interest

in inserting provisions which make debt repayable upon a change of control. However, this point

relartes to the agency costs of the shareholders, not the credirors.
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activities both generate new problems (arising, for example, out of the manner
in which the offer to the shareholders of the target is formulated) and reveal the
traditional agency problems (for example, that between shareholders and man-
agement of the target) in a novel and more complicated setting.

A major question which chen arises is whether the element of novelty in the
control transaction leads to the fashioning of rules specific to control shifts or
whether the agency and coordination issues inherent in eontrol transactions can
be handled by the application of the established principles of corporate 2nd secur-
ities law, albeit in this new context. All our jurisdictions utilize to some degree
both types of approach, but the balance between them can vary considerably.
Towards one end of the spectrum stands the law applicable where the target com-
pany is incorporated in Delaware. Although both federal law (in the shape of the
Williams Act)?? and Delaware law (in the shape of rules governing access to the
short-form, squeeze-out merger)? contain some rules specific to control transac-
tions, the main weight of the rules on control shifts (for example, dealing with
the allocation of decision rights over the offer)?4 is to'be found in the application
to the directors of the target company of the general fiduciary standards govern-
ing board decision-making.

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

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

22 1968, 82 Star. 454, codified ar 15 U.5.C. §§ 78m(d)—(e) and 78n(d)—(f), adding new §§ 13(d),
13{e), and 14{d)—{f} to the Securities mhnrmnmn Actof 1934,

23 Infra 8.4. 24 Infra8.2.3.

25 See Art. 27-2(1}(5) of the Financial HbmnEEnbnm and Exchange Act 2006.

26 Infra 8.2.2—coupled in this case with non-binding guidelines issued by the moSu.E.nnE
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they make or introduce pursuant to this Directive.’?” This will generally be the
financial markets regulator but may be a specific regulator for takeovers.?® The
application of general corporate law principles, by contrast, is likely to be a task
which falls to the courts, so that the core of control shift regulation in Delaware
is judge-made. Second, as noted,?® specific control shift rules tend to apply only
in respect of target companies whose shares are publicly traded, whereas general
principles can be adapted by the courts for all types of control shift. Third, it has
been argued that the ‘judicialization of US takeover regulation made it easier
for a pro-management approach to emerge’ because, on the one hand, case law
precedents are relatively free from interest group influence and, on the other, the
courts can decide only the cases which come before them and management (and
their lawyers) are in a good position to control the flow of lirigation and appear
as repeat players before the courts.3® Of course, this does not mean that specific
regulation is necessarily pro-sharcholder: that depends on how interest group
pressures play out in any particular case. As we shall see, a variety of patterns of
specific regulation across jurisdictions can be found.

However, takeover-specific rules do not often address the agency problems
which arise as between the sharcholders of the acquiring company and their
board in relation to the decision to acquire the target; and we shall follow that
lead in this chapter. This issue is but an example (albeit an important one) of
the general agency problems existing between shareholders (and creditors) and
boards in relation to setting the corporate strategy, which have been fully ana-
lysed in earlier chapters.3! However, it is central to this chapter to consider the
extent to which regulation purportedly designed to address the agency and
coordination costs of zarget shareholders (both as a class and as non-controlling
shareholders) impacts upon the incentives for potential bidders actually to put
forward an offer.3?

27 Art. 4.1, .

28 The former is by far the mote common choice but the UK, for largely historical reasons, gives
the supervision of rakeovers to a body (City Panel on Takeovers and Mergers) different from the
general financial market regularor (Financial Services Authority (FSA)).

2% Supra8.1.1.

3% J. Armour and D. Skeel, Who Writes the Rules for Hostile Takeovers, and Why?—71he Peculiar
Divergences of US. and UK. Takeover Regulation, 95 GEORGETOWN Law JourNaL 1727, 1793
(2007).

31 See supra Chaprers 3 and 5.

82 On this issue in general see Athanasios Kouloridas, THe Law anp Economics oF
TAKEOVERS: AN ACQUIRER'S PERSPECTIVE (2008). The empirical licerature is virtually unanimous
in concluding char rarget sharcholders capeure nearly all of che gains from rakeovers and that the
gains for bidders’ shareholders are small or non-existent (even negartive for hostile takeovers). See
M. Martynova and L. Renneboog, MERGERS AND ACQUISITIONS IN EUrROPE (2006) 5.1 and 5.2
(available on http:/fwww.sstn.com/abstract_id=880379)—confirming the U.S. empirical studies

in relation o the European takeover wave of 1993 to 2001, Acquirer shareholders thus seem to have

strong incentives to control their management’s misjudgments in this area.

Agency Problems Where There is No Controlling Shareholder 233

8.2 Agency Problems Where There is No
Controlling Shareholder

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

‘Ihe central issue is che extent to which the bidder is provided with access to the
target shareholders to make and maincain an offer for their shares without the con-
sent of the incumbent management. Theoretically, the available solutions range
from allocating the decision on the control shift exclusively to the shareholders by

depriving the management of any role in the interactions between acquirer and -

target sharcholders, to designing the control shift decision as a joint one for incum-
bent management and shareholders, as if it were a statutory merger. In the former
case, the shareholders’ agency problems as against the management are resolved
by terminating the agency relationship for this class of decision: the principal is
protected by becoming the decision-maker3? and the principle of free transferabil-
ity of shares is made paramount. In the latter case, both management and target
shareholders must consent if the control shift is to occur. The acquirer is forced to
negotiate with both groups. The potential gains from the control shift may now
have to be split three ways (acquirer, target shareholders, target management)
and, to the extent that the benefits to management of their continuing control of
the target company exceed any share of the gain from the control shift which the
acquirer is able or willing to allocate to them, fewer control shifts will occur.

8.2.2 The ‘no frustration’ rule

The choice of vesting the decision on the offer in the shareholders alone is most
prominently illustrated by the UK Code on Takeovers and Mergers, which, since
its inception in 1968, has contained a ‘no frustration’ injunction addressed to the
board of the target company. This provides that ‘during the course of an offer, or
even before the date of the offer if the board of the offeree company has reason
to believe that a bona fide offer might be imminent, the board must not, without
the approval of the sharcholders in general meeting, take any action which may

result in any offer or bona fide possible offer being frustrated or in sharcholders

being denied the opportuniry to decide on its merits. .. >4 This is an effects-based
rule, not one dependent on the intentions or motives of the board. Action on the

3 Typically, the shareholders derermine the fate of the offer by deciding individually whether
to accept the offer or not, buc in some cases the shateholders’ decision may be a collective one, as
where the shareholders decide in a meeting whether to approve the taking of defensive measures by
the incumbent management or where the shareholders vote to remove a board thar will not redeem
a poison pill. Jnfra 8.2.2and 8.2.3.

34 Rule21.1.
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part of the incumbent management which might ‘frustrate’ an offer an acquirer
wishes to put to the target shareholders is legitimate under this rule only if the
shareholders themselves, through a collective decision, have approved it, i.e., have
in effect rejected the offer. The ‘no frustration’ rule recognizes that effectively
to implement a strategy of exclusive shareholder decision-making in relation to
public offers requires rules which ensure, not only that shareholders are free to
accept offers which are put to them, but also that offerors are free to put offers
to the shareholders. In other words, the law must provide entry rules for acquirers
as well as exic rules for shareholders.

The ‘no frustration’ {or ‘board neutrality’)®* rule was proposed by the European
Commission as a central element in the Takeovers Directive, but it proved con-
troversial (especially in Germany) and agreement among the member states was
possible in the end only on the basis that it became a rule the member states
could choose not to make mandatory in their jurisdictions.?® Nevertheless, the
‘no frustration” rule became widely adopted in the European Union during the
long process of negotiation over the directive (though not in Germany).”

It is clear in both the Ciry Code and the directive that shareholder approval
means approval given during the offer period for the specific measures proposed
and not a general authorization given in advance of any particular offer. A weaker
form of the shareholder approval rule is to permit shareholder authorization of
defensive measures in advance of a specific offer. This is a weaker form of the
rule because the choice which the shareholders are making is presented to them
less sharply than under a post-bid approval rule.?® On the other hand, rendering
pre-bid approval of post-bid defensive measures ineffective makes it more dif-
ficult for shareholders to commit themselves to handling future offers through
board negotiation with the bidder.3® Pre-bid shareholder approval is one way of
legitimizing defensive action in Germany“® and also in Japan. In the latter the

3% 'The Communiry-level discussion normally uses the rerm “board neutrality’ but we prefer the
term ‘no frustration’ as more accurately indicating the scope of the rule. See infrz 8.2.2.1.

26 Directive 2004/25/EC, Arrs. 9.2 and 12.1. Even if a member state does not impose therule, a
company must be given the right to opt into the ‘no frustration’ rule: Arc. 12.2. The same solution
was adopred in relation to the “brezk-through rule* infrz 8.3.2.

37 Commission of the European Communities, Report on the implementarion af the Directive on
Takeover Bids, SEC(2007) 268, February 2007, p.6, indicating thar 17 of the 25 member states had
a ‘no frustration’ rule in place before the adoprion of the directive.

38 This point is well caprured in the French terminology which refers to advance authorization as
approval given ‘4 freid "and authorization given after the offeras given ‘2 chaud": GfDavid Kershaw,
The lllusion of Importance: Reconsideving the UK's Takeover Defence Probibition, 56 INTERNATIONAL
AND CoMPARATIVE Law QUARTERLY 267 (2007), arguing thar the ‘no fruscration’ rule of the Code
adds little or nothing to UK company law, but on the basis that pre-bid and post-bid approval are
functionally equivalent.

3% On pre-commirment se suprz 7.2, For the possible use of pre-bid defensive measures to this
end see infra 8.2.3.

0§ 33(2) Ubernahmegesetz. Such permission may be given for periods of up to 18 months by
resolurions requiring the approval of three-quarters of the shareholders, though the constitution of
a particular company may set more demanding rules. However, approval may also be given post-
bid by the supervisory board without sharsholder approval (§ 33(1) %@%ﬁ&imﬁn&ﬁ last sentence)
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governmental guidelines favor pre-bid approval of defensive action ‘to allow the
shareholders to make appropriate investment decisions’#! However, court deci-
sions are unclear whether pre-bid approval will always legitimize defensive meas-
ures.*? Like Germany, Japan also contemplates the legality in certain situations
of defensive measures taken by the board unilaterally, and to that extent the two
countries embrace the joint decision-making model.4? :

8.2.2.1 No frustration, passivity, and competing bids

The ‘no frustration’ rule, even though it allocates the decision on the acceptance
of the bid to the target sharcholders, does not impose a ‘passivity rule’ on the
incumbent management. There are a number of situations in which the target
board, consistently with the ‘no frustration’ rule, may take action which may sig-
Emnmn&\ influence the outcome of the offer. To this extent the board does not
have to be neutral towards the offer. First, incumbent management remains free
to persuade shareholders to exercise their right of choice in a particular way and,
indeed, in most jurisdictions the target board is required to provide the share-
holders with an opinion on the offer. This recognizes the role of the incumbent
management in addressing the information asymmetry problems of the target
shareholders. The question of whether the ‘no frustration’ rule should give way
in a more fundamental sense to the need to address target shareholders’ coordin-
ation problems is addressed below.4

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

Third, the rule is usually understood as a negative one and not as requiring
incumbent management to take steps to facilitate an offer to the shareholders

and so pre-bid approval by sharcholders seems unimportant in pracrice. See K.J. Hopr, Obstacles
to corporate vesiructuring, Observations from a European and German perspective, in M. Tison, H.
De Waulf, C. Van der Elst and R. Steennot {eds.}, PERSPECTIVES IN ComPANY Law AND FINANCIAL
Recurarion: Essavs in Honour oF Enpy WYMEERSCH, pp. 373-95 (2009).

41 METI and Ministry of Justice, Guidelines Regarding Takeover Defense, 27 May 2005, p.2.

These guidelines are not legally binding in themselves but seek to capture court decisions and best
ractice.

P Sece the warrancs issued as a defensive measure in the recent Bulldog Sauce case, which
both che Discrict and Supreme Courts upheld on the main ground thar the acrion had been
approved by the shareholders after che bid had been launched and acquirer was treated fairly
in respect of its pre-bid holdings (if nor in the same manner as the other sharcholders of the
target): S, Osaki, The Bulldog Sauce Tukeover Defense, 10 Namura Carrral MARKETS REVIEW
No. 3,1 (2007).

43 Guidelines, p.3, chough even‘these should be removable at the will of the shareholders. For
Germany see siupra note 40.

4 See infra 8.2.5.
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(except in some cases where a facility has already been extended to a rival bidder).
Thus, the no-frustration rule is not interpreted as requiring the target manage-
ment to give a potential bidder access to the target’s books in order to formulate
its offer. In the case of private equity, and even some trade, bidders, this may give
the management of the target something approaching a veto over the control
transaction or, at least, give it significant negotiating power with the bidder as to
the terms of the offer.%5

Moreover, developments elsewhere in company and securities [aw may enhance
the possibilities noted in the previous paragraph. Recent developments in
requirements for disclosure of the beneficial ownership of voting shares, although
primarily aimed at the prevention of false markets, in fact help incumbent man-
agement by increasing the time available to them to prepare the defensive steps
permitted to them. Most jurisdictions now have rules requiring the beneficial
holders of shares in listed companies, whether acting alone or in concerr, to dis-
close that fact to the company and the market when certain minimum levels are
exceeded.*® The beneficial owner may also be required to disclose, not just the
fact of the ownership, but also its intentions in relation to control of the com-
pany:*” Some jurisdictions employ a further technique and permit the company to
trigger a disclosure obligation.#3

8.2.2.2 White knights and competing bids

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

*> Given the leveraged nature of the typical private equicy offer, the acquirer needs to be very
sure about the targer’s income-generating potential. Of course, the shareholders may pressurize the
board ro open the company’s books to the potential bidder, even if the management are reluctant to
do so, but the management do nor require shareholder approval co stand par.

4 Most national laws require disclosure at the 5% mark. There is also the beginnings ofa rrend
towards mandatory disclosure of economic interests in shares, whether or not accompanied by an
ownership inrerest, See, for example, CSX Corp v. The Children’s Investment Fund (UK) LLP 562
F. Supp 511 (2008} bringing equity swaps within § 13{d) of the Securities Exchange Act 1934;
Fmanciar Services AUTHORITY (UK), Disclosure of Contracts for Difference, CP 08717, October
2008, proposing exrended disclosure rules from September 2009. Cfthe acquisition by Schaeffler
of an undisclosed 28% stake in Concinental via CfDs before announcing a takeover in May 2008;
and the undisclosed increase in the same way of Porsche’s stake in Volkswagen from 43% to 74%
in Ocrober 2008, which led to a severe short squeeze in Volkwagen’s shares, given that 20% of the
shares were held by che State of Saxony and were not available for sale. See hetp:/fwwrw.thehedge-
fundjournal.com/research/sj-berwin/fm-aler-the-volkswagen-case.pdf,

7§ 13(d) Securities Exchange Act 1934 (US); Arr. L. 2337VII Code de commerce {France}—
bur this additional informarion is required only ar the 10% and 20% levels; Risk Limiration
Act 2008 (Risikobegrenzungsgesetz), again at che 10% level (Germany); Arc. 27-23 et seq. of the
Financial Instruments and Exchange Act 2006 (J apan).

3 Companies Act 2006, Parc 22 (UK)-—chis is not tied 1o any particular level of shareholding
and involves an obligarion to respond to the company’s request, in default of which the company
may seek 20 order from the court suspending the right to transfer or vote the share.
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appears not to constrain the shareholders’ choices but rather to enlarge them. The
wealth-enhancing impact of competing bids as far as target shareholders are con-
cerned is well established in the empirical literature. However, this may be true
in relation to a particular offer, but not in refation to the universe of offers. The
cost associated with rules which facilitate competing bids is that they reduce the
incentives for first offers to be made. First bidders often lose out if a competitor
emerges, and in that situation the search and other costs incurred by the first bid-
der will be thrown away. This will discourage first bidders generally and so reduce
the number of offers.*° It is thus significant whether the ‘no frustration’ rule per-
mits the seeking of a ‘white knight” and, more generally, whether other rules on
the conduct of a bid in fact help or hinder competing bidders.

As Romano has remarked,*® ‘any regulation thart delays the consummation of
a hostile [or even a friendly] bid... increases the likelihood of an auction by pro-
viding time for another bidder to enter the fray, upon the target’s solicitation or
otherwise.” Thus, rules ostensibly aimed at other problems may have a significant
impact on the chances thar an alternative offer will be forthcoming. An example
is rules which require the bid to remain open for a certain minimum period of
time (in order that shareholders shall not be pressurized into accepting the offer
before they have had a chance to evaluate it). Another is rules, just discussed,
requiring disclosure to the market of the beneficial ownership of shareholdings
above a certain size®! which may give a potential competitor advance warning
that an offer for a particular target company is likely to be forthcoming. If a
competitor does emerge, whether through the actions of the target management
or not, its task is facilitated in those systems which permitacceptors to withdraw
their acceprance of the first offer, unless it has been declared uncondicional, either
for any reason or if 2 competing offer emerges.>® To the same effect are rules giv-
ing competing bidders equal treatment with the first bidder as far as information
is concerned.>

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

42 Frank H. Easterbrook and Daniel R. Fischel, 75e Proper Role of a Target’s Management in
Responding to # Tender Offér, 94 Harvarp Law Review 1161 (1981). The debace is examined by
Romano, Robertz Romano, 4 Guide to Take-overs: Theory, Fvidence and Regulation, in Klaus J.
Hopt and Eddy Wymeersch (eds.), EvropEaN Taxeovers: Law anp Pracrice 3 (1992) 27-38.

30 Thidac28. 51 See supra note 46. )

52 Securities Exchange Act 1934, § 13(d)(1)(C) (US); Art. L. 233-7VII Commercial Code

France);

H 53 d.v..a is the predominant rule in takeover regulations, even in the U.S. (see § 14(d)5 1934
Securiries Exchange Actand Rule 14d-7)—though not in the UK (Code on Takeovers and Mergers,
Rule 34, allowing withdrawals only more narrowly). The bidder may seck ro avoid this rule by
obraining irrevocable acceptances outside the offer (and usually before it is made)—though the
accepror may choose to make the acceprance conditionai upon no compering bidder emerging.

54 Infra8.2.5.1.

55 For further analysis see Kouloridas, supra note 32, Chs. Gand 7.
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be made for their company and that an offer will not be forthcoming without
some protection against the emergence of a competitor, the directors of the target
could be permitted to contract not to seek a whire kaight.¢ More effective from
the first offeror’s point of view would be a financial commitment from the rarget
company in the form of an ‘inducement fec’ or ‘break fee’, designed to compen-
sate the first offeror for the costs incurred if it is defeated by a rival. Such fees are
common in the U.S., but treated with reserve in the UK because of their potential
impact upon the principle of shareholder decision-making,”” They could be used
to give a substantial advantage to the bidder preferred by the incumbent man-
agement. Finally, the first offeror could be left free to protect itself in the Em%mﬁ
by buying shares inexpensively in advance of the publication of the offer, which
shares it can sell at a profit into the competitor’s winning offer if its own offer is
not accepted. Although pre-bid purchases of shares in the target (by the offeror)
do not normally fall foul of insider dealing prohibitions,*® rules requiring &.ﬁ
public disclosure of shate stakes limit the opportunity to make cheap pre-bid
purchases of the target’s shares.?

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

8.2.3 Joint decision-making

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

56 ‘This is the situation in the UK: see Dawson International plc v. Coats Patons plc [1990]
BurrerworTHS CoMmpaNy Law Cases 560, Self-interested use of this power is then policed by
subjecting its exercise to court review by reference to the board’s fiduciary duties. Even so, if, des-
pite the contractual undertaking, 2 compering bidder does emerge, the target board may not con-
tract out of its fiduciary dury to advise its shareholders 2bout which bid is in their incerests.

37 They are usually in the 2-5% range in the U.S., whilst rule 21.2 of the City Code sets an
upper limir on inducement fees of 1% of the offer value. It also requires the arrangement o be dis-
closed in the offer document and the offeree’board and its financial adviser to confiem to the Panel
thar chey believe the inducement fee is in the bestinterests of the rarger shareholders.

58 See, e.g:, Recital 29 1o the Directive of the European Parliament and of the Council on :..Emn_.
dealing and market manipulation (2003/6/EC, [2003] OJ L 096/16). Details are controversial, ¢f
Klaus J. Hopr, Tzkeovers, Secrecy and Conflicts of Interesss, in Jennifer Payne {ed.), TAKEOVERS IN
Encrise aND GERMAN Law 9 (2002) 33, 38-50.

9 See supra note 46.
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which the acquirer itself is excluded and which render the acquisition of further
shares in the target fruitless or impossibly expensive.5¢ Whilst the poison pill is
not mandatory, the ease with which it can be adopted by management of poten-
tial target companies renders it widespread in practice in U.S. companies. It is
also a powerful legal technique, apparently putring the incumbent management
is a position where they can ‘just say no’ to a potential acquirer.5!

The success of the poison pill defence depends, it should be noted, not sim-
ply upon its effect on the acquirer but also upon the rarget management having
power under general company law and the company’s constitution to adopt the
plan containing these contingent rights without the approval of the sharehold-
ers and upon the courts” holding it not to be a breach of the directors’ duties to
adopt or to refuse to remove the plan in the face of a bid. In the absence of these
features, a shareholders’ rights plan will not necessarily produce joint decision-
making by shareholders and target management. Thus, although allegedly mod-
elled on the poison pill, the power given to target companies in the recent French
reforms to issue share warrants does not have by any means the same potential for
management entrenchment. Under the French rules, the decision must be taken
by the shareholders, either themselves to issuc the warrants or to authorize man-
agement to do so; and this decision must be taken during the bid period. Only
if the acquirer’s management would not be subject to a neutrality rule, were it
a bid rarget (i.c., if there is no ‘reciprocity’), may the shareholders authorize the
management to issue warrants in advance of a bid.5? Thus, under the French rule,
while the legal mechanism is similar to the U.S. one, it is firmly under the control
of the sharcholders, at least in cases of reciprocity.3 Where there is no reciprocity,
the rule constitures the weak form of the ‘no frustration’ rule 54 .

More generally, the possibilities for the incumbent board to insert itself into
the decision-making process on the bid (whether through a sharcholder rights

6 This definition of a poison pill is raken from Lucian A. Bebchuk and Allen Ferrell, Federalism
and Corporate Law: The Race to Protect Managers from Tukeovers, 99 CoLuMBla Law REvIEW
1168 (1999) (citing, in their footnore 35, the chief economist for the Securiries and Exchange
Commission). See also, by the same authors, On Takeover Law and Regulatory Competition, 57 THE
Business Lawyer 1047 (2002).

¢ “The passage of time has dulled many to the incredibly powerful and novel device that a
so-called paison pill is. ‘That device has no other purpose than o give the board issuing the rights
the leverage to prevent transactions it does not favor by diluting the buying proponent’s interests
(even in its own corporation if the righes “fip-over”).’ Strine V-C in Hollinger Int’l v. Black, 844
A.2d 1022 (2004, Del. Ch.) at para.111.

€ Ar. L. 233-32.11 and 33 of the Commercial Code, inserted by law no. 2006-387 of 31
March 2006 concerning public offers, Arts. 12 and 13. Also the warrants (bons 4’9ffve) must be
issued ro all the shareholders, including the acquirer in respect of its pre-bid shareholding (though
the shares which it has agreed 10 acquire through the bid do not count for entitlement to the war-
rants). Subjecr to this partial excepeion, the boards of French companies are now subject to an
explicit neutrality rule (Art. L. 233-32.1), though the prior law, which was much less clear, was
interpreted in this way as well."

® For furrher discussion of the reciprocity rule see infra 8.3.2.

% Seesupra8.2.2.
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plan or in some other way) will depend, in the absence of a ‘no frustration’ rule,
upon the extent to which shareholder approval is required, whether by general
corporate law or the company’s articles, for particular decisions.* Normally, the
powers of centralized management are extensive in the relation to the handling of
the company’s assets, but in many jurisdictions they are more constrained where
issues of shares or securities convertible into shares are concerned, because of
their dilution potential for the existing sharcholders. Yet, in principle, defensive
measures which focus on the company’s capital rather than its business assets
may be more attractive to incumbent management, because they are less dis-
ruptive of the underlying business or 2 more powerful deterrent of the acquirer.
Thus, in the European Community general rules requiring shareholder approval
for increases in capital inhibit, though do not completely rule out, shareholder
rights plans adopted unilaterally by incumbent management.%¢ Equally, the
recent development of share warrants as a defensive measure in Japan was pre-
mised upon changes in general corporate law (not aimed specifically at the con-
trol shift situation bur at implementing a more general deregulation programme)
which expanded the board’s share-issuing powers. In particular, the board was
empowered to issue stock options without having to seek shareholder approval,
though the court may prevent ‘unfair issuance’?” Whether it is legitimate for the
board to use its powers to defeat a takeover is, of course, a separate question, but
without the power, the question does not even arise.

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

Although the ‘no frustration” rule is not a fully-fledged passivity rule, it never-
theless operates so as to put the sharcholders in the driving seat as far as deci-
sion-making on the offer is concerned. Putting the shareholders in a position
where they can deal with their coordination problems as against the acquirer
then becomes a significant concern of the rules applying to control shifts which
are based on the ‘no frustration’ principle. By contrast, joint decision-making
strategies permit the incumbent management to negotiate on behalf of the share-
holders and to take other steps in their interests, such as rejecting bids which
undervalue the company. If, within a joint decision-making system, it is possible
to secure that the incumbent management’s decision-making power is used in
the shareholders’ interests rather than to promote the self-interest of the manage-
ment in retaining their positions, it can be argued that the cutcome is superior to

8 Seesupra34and 7. :
8 The Second Company Law Directive [1977] OJ. L 26/1, requires shareholder approval for
increases in capital {Arc. 25). See in general Guido Ferrarini, Share Ownership, Takeover Law and

the Contestability of Corporate Control (2002), available on hetp:/fsstn.com/abstract=265429, and

supra7.2.
67 Arts. 210 and 247 of the Companies Acr.

Agency Problems Where There is No Controlling Shareholder 241

that achieved by lodging the decision right wholly with the shareholders, because
the shareholders” coordination problems are circumvented where incumbent
management negotiates on their behalf.5® However, to achieve this result, a joint
decision-rights strategy needs to be accompanied by one or more other strategies,
if the risk of self-serving use by the management of its veto power is to be avoided.
There is a range of strategies which could be deployed to this end: standards,
trusteeship, removal rights, and reward strategies.

8.2.3.2 Standards

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

68 The atrractiveness of this argument depends, of course, on (a) how easily the shareholders’
coordination problems ¢an be addressed if managemenc is sidelined (7572 8.2.5) and (b) how much
scope for negotiation is left ro the incumbent board under the no-frustration rule (supm 8.2.2.1).

¢ Lucian Bebchuk, The Case Against Board Veto in Corporate Takeovers 69 UNIVERSITY OF
Cricaco Law Review 973 ar 11848 (2002). See alse R. Gilson, UNOCAL Fifteen Years Later
{and What We Can Do About Iz), 26 DELAWARE JoUuRNAL oF CorPorATE Law 491 (2001).

70 Paramount Communications Inc. v. Time Inc., 571 ATLANTIC REPORTER SECOND SERIES
(hereafier A.2d) 1140 (1989); Unecal Corp. v. Mesa Petreleum Co., 493 A.2d 946 (1985); Unitrin
Inc. v. American General Corporation, 651 A. 2d 1361 (1995).

U Revion Inc. v, MacAndrews e Forbes Holdings Inc, 506 A.2d 175 (1986); Paramount
Commaunications v. QVC Network, 637 A.2d 34 {1994).
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will have a significant downside if the courts’ approach to review of board decisions
is essentially managerialist.”2

In Japan as well, in the absence of shareholder approval, the governmental
guidelines and court decisions anticipate that defensive action by target man-
agement will be lawful only where it enhances ‘corporate value’ and promotes
the shareholders’ interests. Consequently, defensive measures not approved by
the shareholders will stand a greater chance of meeting this standard if the bid is
cocrcive, animated by greenmail or based on information asymmetry as between
acquirer and target shareholders”® However, the flexibility, perhaps the unre-
liability, of this standard is demonstrated by the characterization by the Tokyo
High Court of the bidder in the Bulldog Sauce case as “abusive’ simply because it
was a shareholder with purely financial interests in the target.7 .

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

8.2.3.3 Trusteeship

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

72 In many U.S. states the managerialist approach was adopted legislatively through ‘constitu-
ency stacutes’ which, whilst appearing to advance the inrerests of stalceholders, in particular labor
and regional interests, in practice operated—and were probably intended to operate—ro shield
management from shareholder challenge. Romano, supra note 49, at p. 40 and 8.5 infra.

7® METI and MoJ Guidelines, supra note 41, ac pp.1-2 and see the discussion of the Zivedoor
and other cases by Kozuka, infra note 95, at pp. 12-16.

™ Osaki, supra note 42 ac pp.76

7* Thus, in Germany the managing board’s power w take defensive action with the consent
of the shareholders and/or the supervisory board will nor relieve it of its duty to act in the best
incerests of the company. There is much academic discussion of whar this limirarion means, buc
it is doubtful whether it prevents management entzenchmens excepr in egregious cases. The same
appears to be true of Iraly which in 2008 repealed its ‘no frustration’ rule but left boards subject to
the laws on directors’ duries. However, there is some evidence thar the Delaware courts have done
a better job with the standards strategy when it has been deployed to control managerial promo-
tion of {rather than resistance to) control shifts, See Robert B Thompson and Randall §. Thomas,
The New Look of Shareholder Litigation: Acquisition- Oriented Class Actions, 57 VANDERBILT Law
REviEw 113 (2004). :

7 ‘The managing board may seck the advance approval of the sharcholders for defensive
measures but then any exercise of the power must be approved by the supervisory board (§ 33(2)
Ubernahmegeserz) ot it may rake defensive measures simply with the approval of the supervisory
board (§ 33(1) Ubernabmegesetz, last sentence). Only the last-minute amendments to § 33 in the
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of view) heavily on the ability of the supervisory board to play a genuinely inde-
pendent role. This may be questionable in the case where the board is codeter-
mined, since the employee representatives on the supervisory board will typically
favor the management’s rather than the shareholders’ standpoint.”” Equally, to
the extent that board decisionsin the U.S. to redeem or not a poison pill are taken
by the independent members of the board, that jurisdiction makes use of a trus-
tee strategy. Here there are no complications arising from codetermination but
the independence of the non-executives is still an open issue.”®

8.2.3.4 Removal rights

As management’s decisions to turn away potential offers were upheld in the U.S.
courts, shareholders responded by seeking to replace the existing board with those
who would look on the bid more favorably. The effect of this development was to
channel takeover bids into battles at the general meeting to replace the incum-
bent board with nominees of the bidder, who would remove the pill. In effect,
this strategy gives greater emphasis to the role of collective shareholder decision-
making, which is also to be found when post-bid defensive measures are subject
to shareholder approval under the no frustration rule. In the latter case, however,
a collective decision of the shareholders is a pre-condition for defensive measures
to be taken by incumbent management; in the former, it is a pre-condition for
the offer to be put to the shareholders of the target where the board will not deal
with the bidder. The burden of obtaining shareholder approval falls on the target
board under the former set of rules and on the bidder in the latter. This makes
a crucial difference. The requirement to obrain shareholder approval before the
offer is pur to the shareholders, is restrictive of the acquirer” The momentum
behind the offer may well have been dispersed before the conditions for launch-
ing it have been realized. This is especially so if the vote can be obtained only at
the end of the director’s term of office or if more than one vore is needed because
the company has a staggered board 3° It has been argued that it is the combin-
ation of the poison pill with the staggered board which puts the management of

legislative process explain this oddity. In pracrice, there seems little value to the management in
obtaining prior approval of the shareholders.

77 Hopt, supra note 40 ac [ILA,b.

- 78 Por an assessment of supervisory boards in two-tier board structures, see supra 3.2. .

7 On the advantages of the bid over a proxy fight see Louis Loss and Joel Scligman,
FUNDAMENTALS OF SECURITIES REGULATION 562 (4th ed., 2001). Lucian Bebchuk and OEQ
Hart, Takeover bids versus proxy fights in contesss for corporase contvol (Harvard Law and Economics
Discussion Paper No. 336; and ECGI—Finance Working Paper No. 04/2002. Available at SSRIN:
hutp://ssen.com/abstract=290584) argued chat in principle a speedy shareholder vore binding on
all the shareholders is preferable to individual acceptances of a general offer as a way of deciding
upon z bid, though they recognized thar the American rules fall short of this scheme. In effect, chis
is an argument in favor of using the starutory merger procedure to effecta concrol rransaction. See
supra 8.1.1.

B9 This is where a propartion only—normally one-third—of the board can be removed at each
annual sharcholders’ meering.
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the target in a powerful defensive position in the U.S., rather than the poison pill
on its own, i.e., that the removal strategy would effectively constrain the board’s
use of the poisoned pill, if it were available 8!

8.2.3.5 Reward strategy

Under this strategy the self-interest of the incumbent management in rerain-
ing their jobs is replaced by self-interest in obtaining a financial reward which
is dependent upon surrendering control of the company to the acquirer.? This
may arise because rewards under general incentive remuneration schemes for
managers ate triggered upon a transfer of control;®? or because payments can be
claimed under the management’s contracts of service;®* or because, less often, ad
hoc payments are made to the incumbent management, either by the acquirer or
the target company, in connection with a successful control shift. Such payments
are widely available in the U.S.; and it has been argued that the reward strategy
has succeeded in bringing about, in terms of incentives not to invoke the poison
pill, what the removal strategy failed to achieve.®s Quside the U.S., however, it is
often unacceptable or unlawful to make payments of a sufficient size to amount
to a significant counter-iricentive for the managers, at least without the consent
of the shareholders, which, in the context we are considering, undermines the
reward strategy.

Thus, in the Mannesmann case, a payment to the CEO of 2 German target com-
pany, after the successful takeover of that company by a (foreign) acquirer, led to
criminal charges against him for corporate waste. Although the case was ultim-
ately settled without admission of liability, the test [aid down by the top civil court
for criminal liability for waste was a tough and objective one#¢ It is possible to
avoid this criminal liability by contracting in advance for the payment of compen-
sation for loss of office, but it is difficult to believe thart this decision will not chill

& Bebchuk, Coares, and Subramanian, The Powerful Antitakeover Force af Staggered Boards,
54 Stawrorp Law REview 887 (2002). More recenr evidence suggests incumbent management
is subject to shareholder pressure and financial incenrives to de-stagger the board: M. Ganor,
Why do Managers Dismantle Staggered Boardst, 33 DELAwARE JOURNAL OF CORPORATE Law 149
(2008).

M. Kahan and E. B. Rock, How I Learned to Stop Warrying and Love the Pill: Adaptive
Responses to Takeover Law 69 UNIVERSITY oF Cuicaco Law Review 871 (2002): J. Gordon,
Amerivan Experience and EU Perspectives in G. Ferrarini et al. (eds), RerormMiNG COMPANY AND
Takeover Law iv Eurorr (2004),

85 For example, because of accelerated stock options.

84 For example, contracrual golden parachures.

8 L. Bebchuk and ]. Fried, Pay WiTHOUT PEREORMANCE (2004) 89-91; Alessic M. Pacces,
Fearuring ControL Power (2007) Ch. 6.3 (welcoming such a result on theoretical grounds as
enabling a manager/entrepreneur to be compensared for idiosyneratic private benefits of control
on a control shiff, ar a [ower level of ownership of the company than s/he would aim for if such
side-payments were noc available); B. Holmstrom and S. Kaplan, Corporate Governance and Merger
Acrivity in the US: Making Sense of the 1980z and 19905, MIT, Department of Economics, Working
Paper No. 01-11 (available at heep://www.sstn.com), ‘

86 BGH 21 December 2005, NJW 2006, 522.
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the levels of both contractual compensation thought to be appropriate for pre-bid
agreement and gratuitous payments post-acquisition. Even in the UK gratuitous
payments in connection with loss of office after a takeover require shareholder
approval, in the absence of which the payments are regarded as held on trust for
the shareholders who accepted the offer.5” This remedy nicely underlines the fact
thar strengthening the role of incumbent management in control shifts is likely to
lead to the diversion to them of part of the control premium.®® More generally, the
moves in the UK towards greater shareholder scrutiny of execurive director remu-
neration have constrained even contractual rewards dependent upon a successful
takeover.®? Since the financial incentives needed to compensate management for
the monetary, reputational and psychological losses arising out of their removal
from office are likely to be substantial, jurisdictions which regard such payments
with suspicion are not likely to achieve any re-balancing of the incentives arising
out of the adoption of joint decision-making on control transactions.

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

8.2.4 Pre-bid defensive measures

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

87 Companies Act 2006, §8 219 and 222(3). Contractual payments are also caughr by this rule
(§ 220}, if agreed in connection with the bid.

B8 Referring to golden parachures and accelerated stock options Gordon says: ‘One way 1o
understand these devices is as a buyback by shareholders of the takeover—resistance endowment
that managers were able 1o obrain from che legislatures and the courts during the 1980s.’ Gordon,
supra note B2 ar 555.

89 Thus, it has been reported that, after the introduction of the shareholders’ advisory vore on
directors’ remuneration, clauses providing for automatic vesting of directors’ stock options on a
change of control virtually ceased to be part of directors’ remuneration packages: Deloirte, Report
o1 the Impact of the Directors’ Remuneration Report Regularions (November 2004) p. 19.

0 Gordon, se¢ supra note B2 at 555, making these points in relation to Germany, where neither
easy removal of the board nor high-powered incentives to accept offers is available.

7 See Paul Davies, The Regulation of Defensive Tuctics in the United Kingdom and the Unired
States, in Hopt and Wymeersch, supra note 49, 193, If a defence put in place pre-bid, requires
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able to act effectively against potential offers in advance of any particular offer
materializing. The European Commission’s High Level Group identified five
categories of pre-bid defensive measures,®? consisting of barriers to (a) the
acquisition of shares in the company (for example, ownership caps or poison
pills®®); (b) exercising control in the general meeting (voting caps; multiple vot-
ing shares); (c} exercising control of the board of directors (codetermination,
staggered boards, special appointment rights for some shareholders); and (d)
exercising control of the company’s assets {lock-ups); and creating () finan-
cial problems for the acquirer as a result of the acquisition (poison debt); or (f)
regulatory issues {defensive acquisitions creating anti-trust problems if further
consolidation).

The availability of pre-bid defenses does not simply create a gap in the regu-
lation of management opposition to value-enhancing control shifts; it prom-
ises to undermine the ‘no frustration’ rule entirely. The situation becomes one
where the board has a strong incentive to simply shift its defensive actions to
the pre-bid period. However, because the ‘no frustration’ rule seeks to alter the
normal allocarion of decision-making powers as between shareholders and the
board once a bid is imminent, to apply the ‘no frustration’ rule at all times, at
least on the basis of an ‘effects’ test, would be too great an interference with
the operation of centralized management.?* Any commercial decision which
might have the effect of deterring a future bidder for the company would have
to be put to the shareholders for their approval. This issue arises in relation to
the joint decision-making model as well, bur in a less strong form. Since the
board has much more influence under that model over the success of the offer,
once it is made, it has a lesser incentive to put defensive measures in place pre-
bid. Further, if there is an effective rewards strategy in place to induce manage-
ment to accept offers which are wealth-enhancing for the shareholders, then
that incentive structure actually discourages management from pucting non-
removable barriers in place pre-bid. The question of how to regulate pre-bid
defences thus arises most acutely in the context of the adoption of a ‘no frustra-
tion’ rule.

action on the parrt of the board post-bid to be effecrive, then it will be caughe by the no-frustration
rule, for example, the issuance of shares by the board which the board has previously been author-
ized ro issue.

2 Report of the High Level Group of Company Law Experts Iisues Relnted to Takeover Bids, Brussels,
January 2002, Annex 4. Some of these defensive steps could be raken, of course, post-bid as well.

9% A poison pill may be adopted pre- or post-bid, normally the former. However, there is still a
post-bid issue, namely, whether the directots redeem the pill (i.e., remove the sharcholder rights
plan), their unilateral power 1o do this being a central part of the scheme.

?4 Of course, the precise point at which the line between pre- and post-periods is drawn can be
the subject of some debate. The City Code draws it once the board *has reason to believe thar a bona
fide offer might be imminent’ (see supra 8.2.2), whilst the Takeover Direceive’s (default) no frus-

tration rule applies only when the board is informed by the bidder of its decision to make an offer -

{Arts. 9.2and 6.1)
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8.2.4.1 Strasegies for controlling pre-bid defensive measures

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

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

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

principals and against the management as agents which are discussed elsewhere
in this book.%® :

%% Even post-bid the courts'may have difficulty applying the proper purpose rule so as to
restrain effectively self-interested defensive action, See the discussion of the Miyzir: Valve litiga-
tion by $.Kozuka in ZErTscurrrr FUR Jaraniscies REcuT No. 21, 1011 (2006) and Harlowe's
Nominees Pty Lid v Woodside (Lake Entrance) Oil Co. 42 AusTrALIAN Law JoUrNaL REpoRTS 123
{High Court of Ausrralia) (1968).

?5 See supra Chaprer 7 for 2 discussion of the extent to which significant decisions require share-
holder approval.

97 Seesupra 8.2.3.

98 The ¢ break-through rule’ is an exception to this staremenr, since it is a rule fashioned specific-
ally to deal wirh the impact of a cerrain class of pre-bid defenses (mainly from category (b} on the
High Level Group’s list). However, we discuss this rule iufw B.3.2, since it add resses principally
situations where there is a controlling shareholder.
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8.2.5 Agency and coordination problems of target shareholders
when there is no controlling shareholder

When an offer is put to the shareholders of the rarget company, they face, poten-
tially, two sets of problems. As against the acquirer, they face significanc coordin-
ation problems, This is because the decision to accept or reject the bid is normally
made by the shareholders individually, rather than by way of a collective decision
which binds everyone, and so there is considerable scope for a bidder to seek to
divide the shareholder body. As against the target management, the shareholders
still face agency issues, since the boatd’s recommendation to thern (for or against
the offer) may not be disinterested. This issue can arise even under the joint deci-
sion-making model, where the board recommends the offer to the shareholders.
Indeed, that endorsement (under either model) may constitute the manifestation
of the agency problem: the offer may not be the best available or may not be
wealth-enhancing for the shareholders, but the management may recommend it
because it is the best offer from their point of view. This is particularly likely to
be the case where the incumbent management are part of the bidding team, as
in an MBO supported by a private equity fund. Laws specific to control transac-
tions tend to concentrate on the target shareholders’ coordination problems as
against the acquirer, with the solution of their agency problems as against the
target management as a subsidiary theme. :

The coordination problems of shareholders may be mitigated to some degree
through the board’s negotiations with the potential acquirer. Under the joint
decision-making model, the board is in a scrong position to negetiate in this way
(though it may prefer to negotiate in its own interests),*® whilst even under the no
frustration rule, the board rerains a not-insignificant niegotiating potential, as we
have seen.!?® However, if there is effective specific regulation of the shareholders’
coordination problems, the benefits from entrusting the target board with the
task of protecting the shareholders against coercive offers are reduced, perhaps
eliminated, whilst it becomes less necessary to incur the costs arising from the
risk of board entrenchment. .

We now turn to examine the legal techniques which can be deployed 1o reduce
target shareholders’ coordination and agency costs. We need to note that all these
techniques have costs, in particular by reducing incentives to potential bidders to
make offers. The strategies are: mandatory disclosure of information; the trustee
strategy; and, above all, requiring sharcholders to be treated equally, both sub-
stantively and in terms of being afforded an exit right.

8.2.5.1 Information asymmetry

Provision of up-to-date, accurate, and relevant information can help targer

shareholders with both their coordination and agency problems. In particular,

99 Supra 8.2.3.1. 199 Supra8.2.2.1.
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disclosure of information by target management reduces the force of one of the
arguments in favor of the joint decision-making model, i.e., that manager’s have
information about the target’s value which the marker lacks.!®! However, does
the law need to stipulate what information shall be made available? Even with-
out regulation, the targer management and the acquirer are likely to generate a
lot of information about both companies—and, in 2 hostile bid, to point out the
weaknesses in each other’s presentations. However, both sides are under strong
incentives to hide unfavorable, and to exaggerate favorable, information. By con-
trolling the types of information which can be distributed and the channels by
which it is disseminated, such regulation may discourage unsubstantiated and
unverifiable claims. :

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

In an agreed bid, incentives for reciprocal criticism will be lacking, especially
for MBOs, where the management of bidder and target is common—or, at least,
significantly overlapping. Here incumbent management appearsin a dual role: as
fiduciaries for the shareholders and as buyers of their shares. In this context, rules
requiring the board of the target to take independent advice on the merits of the
bid and to disclose it to target shareholders acquire a particular imporrance.103
Equally, where an MBO is on the table, but a competing bid emerges, a require-
ment that all the informarion given to (potential) external providers of finance to
the MBO team must also be given to a competing bidder reduces the scope for
target management to favor their own bid.1®* In jurisdictions without takeover-
specific regulation on the matter, it may be possible to leave the issue to general

1 Ronald J. Gilson and Reinier Kraakman, The Mechanisms of Market Efficiency Twenty Years
hnwwx. the Hindsight Biasin John Armour and Joseph A. McCahery {eds.), ArTer Exron (2006) 57,
nom_..%u however, thar target management may have a difficulty making the disclosed information
credible.

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

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

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

8.2.5.2 Trusteeship strategy

Target shareholders face the risk that the incumbent management will exagger-
ate the unattractive features of an offer they oppose and vice versa with one they
support. Aswe have seen immediately above, a common response is to require the
incumbent management to obtain ‘competent independent advice’ on the merits
of the offer (usually from an investment bank) and to make it known to the share-
holders. This is partly a disclosure of information strategy and partly a trustee-
ship strategy: the investment bank does not take the decision but it provides an
assessment of the offer to which the shareholders must receive, the accuracy of
which has reputational consequences for the bank. Where there is an MBQ, the

195 See Werner F. Ebke, The Regulation of Management Buyouts in American Law: A European
Perspective, in Hopr and Wymeersch, supra note 49, 304-6—though it should be noted that the
transacion here is technically one berween the director (or associated person) and the sharehold-
exs, not the company. In the case of MBOs of close companies common law jurisdictions may deal
with the grosser information dispatities by imposing a duty on the directors 1o disclose informa-
tion o the shareholders as an element of cheir fiduciary duties (see, for example, Coleman v. Myers
[1977] 2 NEw ZEaLaND Law RerorTs 225, NZCA.).

106 The Williams Act (suprz note 22) in the U.S. was motivated in parricular by the desire to
control ‘Saturday night specials’ i.e., offers to which the shareholders had an unreasonably short
time to respond, the term being apparently used originally to refer to inexpensive hand-guns popu-
lar for use on Sacurday nights. )

107 See a discussion of competing bids and the passivity rule, supre 8.2.2.2.
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directors involved in the bidding team may be excluded from those responsible

for giving the target’s view of the offer, thus allocating that responsibility to the.

non-conflicted directors of the targer.1%8

8.25.3 Reward (haring) strategy

A notable feature of laws aimed at the solving target sharcholders’ coordination
problems is their adoprion of the rule of equality of trearment of the shareholders
of the rarget company—though this principle can be implemented with various
degrees of rigour. The principlc is aimed mairly at controlling acquirer oppor-
tunism: it stands in the way of acquirers which wish to put pressure on target
shareholders to accept the offer, by promising some (normally those who accept
early) betrer terms than others.'*® In general, systems which place decision-malk-
ing on the bid in the hands of the shareholders alone have developed the equality
principle more fully than those which have adopted the model of joint decision-
making, _ ,

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

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

199 City Code, Rule 25.1 (Notes 3 and 4).

193 Paul Davies, The Notion of Equality in European Takeover Regulation, in Jennifer Payne (ed.),
TaxeovERS IN ENGLISH AND GERMaN Law 9 (2002),

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

'L See, for example, the French'rule in Arr. 232-14 of the General Regulation of the Aurerité
des Marchés Financiers (AMF). However, the latter prohibits market purchases of the target shares

during the offer period only in share exchange offers, presumably on the grounds char the offer is
not for cash.
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but some jurisdictions impose a strict sharing rule triggered by recent pre-bid
purchases.!12

8.2.5.4 Exit rights: mandatory bid rule and

keeping the offer open

The strongest, and most controversial, expression of the sharing principle is the
requirement that the acquirer of shares make a general offer to the other share-
holders once it has acquired sufficient shares by private contract (whether on or
off market) to obtain control of the target. Control is usually defined as holding
around one third of the voting shares in the company.'!® This is the mandatory
bid rule.!* It is a particularly demanding rule if, as is common, it requires that
the offer be at the highest price paid for the controlling shares''? and to give the
shareholders the option of taking cash.}'6 Here the law, in imposing a duty on the
acquirer to make a general offer, provides the shareholders with something they
rarely have, namely, a right to exit the company and at an ateractive price. The
mandarory bid rule does not simply structure an offer the acquirer wishes in prin-
ciple to make, but requires a bid in a situation where the acquirer might prefer not
to make one atall.

Such a requirement might be defended on two grounds. First, although the _

rule cannot be explained on the basis of pressure to accept a general offer (the
assumption is that there would not be one in the absence of the rule), the absence
of 2 mandatory bid rule would permit the acquirer to put pressure on those to
whom offers are made during the control acquisition process to accept those offers.
Absent a mandatory bid rule, the acquirer is free to make the following statement,
explicitly or implicitly: ‘T offer you an atrractive price for your shares. If you do not
accept it now, you may lose the benefit of the offer and, in addition, find that your
shares have declined in value because I will be prepared to make only a lower offer
(or none at all) once I have obtained control of the company.” Where the offer is
value-decreasing or its impact on the target is just unclear, use of the mandatory

112 Rules 6 and 11 Cicy Code (bur requiring cash only where the pre-bid purchases for cash
reach 10% of the class in question over the previous 12 monrhs); § 31 Ubernahmegesetz and § 4
Ubernahmepesetz-Angebotsverordnung (Germany) (requiring cash at the 5% level but only where
thar percentage was acquired for cash in the 3 months prior to the bid).

113 "The Takeovers Directive leaves the triggering threshold vo be decided by the member states,
‘The Commission’s Report on implementation {supra note 37), Annex 2, confirms the ‘one third’
choice by most member states but alse shows that Latvia, Mzlta, and Poland have set it at 50% or
higher.

Bis The addicional issues arising when a mandatory bid rule is imposed upon an acquirer who
obratns the control block from 2n existing controlling shareholder controlling shareholder are dis-
cussed infra 8.3.1. :

U5 The Takeover Directive, Art. 5(4), imposes a highesr price rule, subject to the power of the

supervisory body to allow dispensations from this requirement in defined cases.

116 The Takeover Directive permits the mandatory offer to consist of ‘liquid securities’ but some
members states {e.g., City Code rule 9) require the offer w be in cash or accompanied by a cash
alrernarive.
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bid rule to remove pressure to tender addresses a significant coordination issue
of the sharcholders as against the acquirer.!’” However, where the bid is value-
increasing, as far as the target company is concerned, it can be argued thar the
value of shares held by the non-accepting shareholders will be higher after the con-
trol shift than before, even if they remain in the company, so that providing the
non-accepting shareholders with an exit right is not necessary, given the costs of
the mandatory bid rule in reducing the number of control shifts (below). However,
it may be difhcult to identify ex ante which category of offer is in question, so that
the choice in practice is between applying or not applying the mandarory bid rule
across the board.

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

Mandatory bid rules are now quite widespread. The Takeovers Directive
requires member states to impose a mandatory bid rule (whilst leaving a number
of crucial features of the rule, including the triggering percentage, to be deter-
mined at national level).12? However, the mandatory bid rule is not parc of U.S.

17 Burkhart and Panuzi, Mandatery Bids, Squeeze-Outs and Similar Transactions in Ferrarini
eral. (eds.) (supra note 82) at 74853 prefer a mechanism based on a shareholder vote where a bid-

der is ‘seeking w buy a controlling stake’. It is not clear how this would operate where the bidder is

assembling a controlling holding but no acquisition of controlling stake is involved.

18 Te constitutes, in the concept developed by German law, an example of Kenzerneing-
angskonzrolle (regulation of group entry). See A. Pacces, above note 83, at ch. 10.4.5, arguing for
reliance on fiduciary duties to conrrel future diversionary private benefits of concrol racher than a
mandatory bid rule, but cf. Caroline Bolle, A CoMpraraTIvE OVERYIEW OF THE MANDATORY BID
Rure N BELGIUM, FRANCE, GERMANY AND THE UNITED KiNGDoM (2008}, at 279-80, suggest-
ing thar the mandatory bid is the more effective European rule.

119 The City Code conrains both such rules: see Rules 14 (offers where more than one class of

- equity share) and 36 (partial offers).

120 Takeover Directive, Arc. 5. The Commission’s implementing report (Annexes 2 and 3)
shows: that, whilst most states have put the triggering percentage near 30%, there are a number of
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federal law nor the law of Delaware, perhaps because the sharcholders’ coordin-
ation problems are intended to be dealt with by target management.!2!

Whilst the mandatory bid rule effectively addresses the coordination problems
of target shareholders as against acquirers in the context of particular transac-
tions, it runs the risk of reducing the number of control transactions which occur.
This is so for a number of reasons. First, the implicit prohibition on partial bids
makes control transactions more expensive for potential bidders: cither the bid-
der offers for the whole of the voting share capital and at a high price or it does
not offer for control at all.'?? Second, the mandatory bid rule may also require the
bidder to offer a cash alternative when otherwise it would have been free to make
a wholly paper offer. Third, the rules fixing the price at which the acquirer must
offer for the ourstanding shares may expose the acquirer to adverse movements in
the marker between the acquisition of de facto control and the making of a full
offer. As we see below,'2? these costs of the mandatory bid rule to minority share-
holders are particularly high where there is a controlling shareholder, but they
exist also where the acquirer builds up a controlling stake by acquisitions from
non-controlling shareholders. On the other hand, the mandatory bid rule dis-
courages acquisitions driven by the prospect of private benefits of control, in the
form of diversion of corporate assets and opportunities to the controller, through
the risk to the acquirer that it will end up with all or nearly all of the shares.!24

Some, but by no means all, takeover regimes have responded to these con-
cerns, either in the formulation of the rules relating to the fixing of the price for
the general offer or by extending the list of exceptions to the rule. Thus, Swiss
law requires only that the offer be at not less than the higher of the market price
when the mandatory offer is launched and 75% of the highest price paid for the
shares over the previous 12 months.!?* The Takeovers Directive'?¢ permits the
supervisory authorities to identify specific situations in which the mandatory bid

states with much higher triggers; thar, apparently, there are variations over the meaning of *holding
securities’, notably how far having an incerest in securiries is equated with holding securiries; thar
derogation provisions vary considerably from state to state; and thar most states do not deal with
consolidarion of control.

121 T any evenr parrial bids are in fact rare in the U.S.

122 See, e.g., Clas Bergstrom, Peter Hogfeldr, and Johan Molin, The Optimality of the Mandarory
Bid, 13 Jour~aL ofF Law, Economics aND OrGaNIZATION 433 (1997); S. Rossi and P. Volpin,
Cross-Country Determinants of Mergers and Acquisitions 74 JournaL oF Financial EcoNomics
277 (2004), showing that takeover premia are higher in countries with strong sharcholder protec-
tion, especially those with mandatory bid rules.

122 Infra 8.3.1.

124 Thus, the mandarory bid rule discourages incfficient transfers of control. The balance
berween thar effect and its discouragement of efficient transfers of control is disputed. See

L. Bebchuk, Efficiens and Inefficiens Sales.of Corporate Control 109 QUARTERLY JOURNAL OF

Economics 854 (1994); M. Kahan, Sales of Corporate Control 9 JourNaL oF Law Economrcs AND
OrcaNizATION 368 (1993).

125 Are. 32(4) Loi sur les bourses (Swirzerland).

126 Art, 5.4, Italian law previously had provided for a discount from che highest price rule, but
the directive caused chis provision to be dropped.
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rule many be set aside.’®” Italy permits partial bids for at least 60%. of the shares,
provided the sharcholders other than the offeror and connected persons approve
the offer by majority vore and the offeror has not acquired more than 1% of the
shares over the preceding 12 months.'*#

Japan addresses some of the above problems through a mandatory bid rule
which also permits partial offers. Someone secking to obtain more than one third
of the shares of a listed company may not do so by private purchase but only via
purchase over the exchange or by means of a regulated pro-rara offer {called a ten-
der offer) to all the shareholders. Only if the aim is to acquire two thirds or more
of the shares must the offer be to purchase all the outstanding shares.!?” In effect,
the mandatory bid rule is triggered only at the two-thirds threshold. This rule
facilitares control shifts and equal treatment of shareholders vE without fully
providing protection for minority shareholders.!3°

Switzerland permits shareholders of potential target companies to choose
between the protection of the mandatory bid rule in its full form or modifying it
to encourage changes of control. The Swiss regulation permits the sharcholders to
raise the triggering percentage from one-third (the default setting) to up to 49%
or to disapply the obligation abmnm_ulﬁ Of course, such provisions still leave the
burden of proof on those argning against the mandatory bid rule.

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

it does not include both the acquisition of economic as well as legal interests in
shares.!34

127 Member states have made use of this flexibility 1o grant exemprions where other policy
objectives override that of minoriry shareholder protection, for example, where dispensation from
the mandatory bid rule is required o facilirate the rescue of a distressed corporation.

128 T egislarive Decree No. 58 of 24 February 1998 (as amended) Art. 107,

139 Arts. 27-2(1) and 27-2(5) of the Financial Inscrumencs and Exchange Act; Are. 8(5)(iii) of
the Ordinance for Implemenring the Act.

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

131 Arrs, 22(2) and 32(1) Loi.sur les bourses. These provisions must be contained in the com-
pany’s constitution. In che case of toral disapplicacion this rule cannot be introduced after the
company has become listed.

132 Takeovers Direcrive, Art. 5. There is a considerable danger char the acting in concerr exren-
sion will chill shareholder acrivism, a development which policy-makers may or may not welcome.
Contrast the Risk Limitation Act 2008 in Germany {(discussed by Hopr, supra note 40 ac I11.B)
with the City Code, Note 2 to Rule 9.1.

133 Leading to proposals for greater harmonisation with the EU: see European Securities
Markets Expert Group, Preliminary Views on the Definition of Acting in Concert between the
Transparency Directive and the Takeover Bids Directive, November 2008.

124 The Ciry Code includes both extensions ro the norion of acquisition of shares. See Rule 9.1
and the definition of ‘inrerests in securicies’. The extension to long economic exposures is recent
and results from recognition thar a person in this position can normally control the voting righrs
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The exit right in control transactions is associated above all with the manda-
tory bid rule, just discussed. However, a minor form of the exit right can be found
in the obligation, imposed in some jurisdictions, upon an offeror to keep the offer
open for acceptance, even after it had closed under the terms atrached to the offer
by the bidder. As Bebchuk has demonstrated, pressure to tender can be generated
without breaching the equality principle in the formulation of the offer or by
making purchases at a higher price outside the offer. Shareholders may still come
under pressure to accept a uniform offer, which they regard as less than optimal
and therefore wish to reject, for fear of being locked into the target as minority
shareholders if the majority of the shareholders take a different view.!>> However,
the solution to this problem is relatively simple, namely, the extension of the limit
for acceptance of the offer to embrace a short period after it has become clear thac
a majority of the shareholders have accepred the offer.'¢ In other words, a dis-
senting shareholder is given the opportunity to change his or her mind in favor of
the offer once the crucial piece of information previously lacking—the decision
of the majority of the other shareholders—has been provided.’®”

8.3 Agency Issues upon Acquisition from an
Existing Controlling Shareholder

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

artached to or acquire on settlement the shares bought by the counterparty as a hedge. See also
supra note 46. The City Cede is also unusual in applying the mandatory bid rule to any acquisition
of voting shares by a shareholder holding berween 30 and 50% of the voting shares. Many jurisdic-
tions either have no ‘creeping control’ provisions or grant exemprions for acquisitions of up to 2%
in any one year. See Commission Reporr, supra note 37.

135 Lucian A. Bebchuk, Pressure to Tender: An Analysis and a Proposed Remedy, 12 DEL&AWARE
JournaL oF CorroRraTE Law 911 (1987). See however Subramanian, A New Takeover Defense
Mechanism: Using an Equal Treatment Agreement As an Alternative to the Poison Pill, in 23
DrLawarE JOURNAL OF CORPORATE Law 373, 387 (1998).

136 See, e.g., Rule 31.4 City Code (UK) (bur qualified by Rule 33.2); § 16(2) Ubernahmegesetz
{Germany), both adopting a two-week period.

137 For a less effective alternative, because pirched at 2 higher level of shareholding, see the ‘sell-
our right’ 7rfre 8.4.

138 This depends, of course, on the board being immediacely responsive to the wishes of the
majority (see 3.1.1). If it is nor, even a majority holder may not be able to asserr its will. For a strik-
ing example see Hollinger Int'l v. Black, 844 A.2d 1022 (2004, Del. Ch.), where the Delaware
Court of Chancery upheld the power of the board of a subsidiary to adopr a shareholders’ righss ’
plan in arder to block a transfer by the controller of the parent of his shareholding in the parent to
a third parcy. This case involved egregious facts. In particular, the controller of the parent was in
breach of contractual and fiduciary duties (as 2 director of the subsidiary) in engaging in the trans-
fer, and the transferee was aware of the facts giving rise to the breaches of dury.
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However, the shareholder/board agency issues are here replaced by minority/
majority agency problems. As with sharcholder/board issues, since minority/
majority conflicts are not unique to control transactions, it is possible to leave
their resolution to the standard company law techniques analysed in previous
chaprers. However, laws dealing with control shifts have tended to generate more
demanding obligations for controlling shareholders which arise only in this con-
text. There are two central issues. First, are the selling controlling shareholder
and the acquirer free to agree the terms of sale of the controlling block without
offering the non-controlling shareholders either a part of the control premium or
an opportunity to exit the company? Second, may the controlling shareholder, by
refusing to dispose of its shares, prevent the control shift from occurring?

8.3.1 Exit rights and premium-sharing

In relation to the first issue, the central question is, again, whether the law imposes
a sharing rule when there is a sale of control.!3 This question may be approached
cither from the side of the selling controlling shareholder (i.e., by imposing a dury
on the scller to share the concrol premium with the non-selling minority {sharing
of the consideration), or, from the side of the acquirer (i.e., by imposing a duty
upon the purchaser of the controlling block to offer to buy the non-controlling
shares at the same price as that btained by the controlling shareholder (sharing
of both the consideration and the exit opportunity). .

Looking first at obligations attached to the selling controlling shareholder,
some jurisdictions in the U.S. have used fiduciary standards to impose a sharing
rule.14 These duties may impose an obligation upon the controlling seller either
to compensate the remaining shareholders for foreseeable harm caused by the
sale!® or to share the premium with the non-controlling shareholders when the
sale can be identified as involving the alienation of something belonging to all
shareholders,'¥* However, these cases do not state the general rule. Despite some
academic argument to the contrary,'4> U.S. courts have not adopted a general
equality principle which might have led them to generate an unqualified righe for
non-controlling shareholders to share in the control premium. The law is prob-
ably best stated from the opposite starting point: ‘2 controlling shareholder has
the same right to dispose of voting equity securities as any other shareholder,

135 See supra 8.2.5.3—4.

140 See also supra Chapter 6 (discussing controlling sharehoiders’ fiduciary duties in the context
of related party transactions).

141 A5 in the looting cases: see Gerdes v. Reynolds 28 New York SUPPLEMENT REPORTER 2nd
Series 622(1941).

12 Porlman v. Feldman 219 FEperal REPORTER 2d Series 173 (1955); Brown v. Halbers,
76 CaLiForNIA REPORTER 781 {1969).

143 William Andrews, The Stockholder’s Right to Equal Opportunity in the Sale of Shares, 78
Harvarp Law REVIEW 505 (1965). For an incisive general discussion of this area see Robere Clarl,
CorPORATE Law 47898 (1986).
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including. .. for a price that is not made proportionally available to other share-
holders” but subject to a requirement for fair dealing.!4* Provided self-dealing is
effectively controlled, permitting sales at a premium price gives both seller and
acquirer an appropriate reward for their extra monitoring costs.'4 It is worth
noting that, since the U.S. rules are a development of general fiduciary duties,
they are apt to catch sales of control in closely held companies as well as in pub-
licly traded ones.

As far as duties on the acquirer are concerned, many of the sharing rules dis-
cussed above will operate in favour of minority shareholders against a shareholder
purchasing a controlling block, for example, the rules determining the level of the
consideration.'*® Consequently, an acquirer that wishes to obtain an equity stake
in the target beyond thatrwhich the purchase of the controlling block will provide
may find it difficult to offer a sufficiently high price to the controlling sharcholder
to secure those shares if the rules require the subsequent public offer to reflect the
price paid outside or prior to the bid. The greatest controversy, however, revolves
around the question of whether the mandatory bid rule'¥” should be applied to
a transfer of a controlling position, so as to tequire the acquirer to make a public
offet, where it would otherwise not wish to do so, and on the same terms as those
accepted by the controlling seller.

It can be argued that there is a vital difference between sales of control and
acquisitions of control, because, where the sale is by an existing controlling share-
holder, the minority is no wotse off after the control shift than they were previ-
ously. However, such a view ignores the risks which the control shift genecrates
for the minority. The acquirer, even if it does not intend to loot the company,
may embark upon a different and less successful strategy; may be less. respectful
of the minority’s interests and rights; or may just simply use the acquired control
systematically for implementing a group strategy at the expense of the new group
member company and its minerity shareholders.4® It is very difficult to establish
ex ante whether the minority shareholders will be disadvantaged by the sale of
the controlling block, so thar the regulatory choice is between reliance on general
corporate law to protect the minority against unfairness in the furure and giving
the minority an exit right at the time of the control shift.14?

144 American Law Institute, PRINCIPLES OF CORPORATE (GOVERNANCE, 5.16.

15 For the argumenc thar in general the controlling shareholder should be free to transfer con-
trol, whether directly or indirectly, for the reason given in the text, see R. Gilson and J. Gordon,
Mawnmm&mxw Controlling Shareholders 152 UNIvERSITY oF PENNyLvanta. Law REVIEW (2003—4) at

1% Supra8.2.5.3. In most cases these rules can be avoided if the acquirer is prepared to wait long
enough before launching an offer for full control.

U7 See supra 8.2.5.4. .

148 These are, of course, the arguments in favor of the mandarory bid rule, even where the seller
is not a controlling shareholder. See supre 8.2.5.4. In the last case mentioned, it may be beneficial
for the shareholders of the holding company to allocate business opportunities to anather group
member, buc in. that situarion che minoricy shareholders in the new subsidiary will lose out.

'* Porageneral discussion of thisissue, see Jiirgen Reul, Die PFLICHT ZUR (GLEICHBEHANDLUNG
DER AKTIONARE BEI PRIVATEN KONTROLLTRANSAKTIONEN 277 et seq. (1991).

Acquisition from an Existing Controlling Shareholder 259

Nevertheless, the costs of the mandatory exit right are potentially much greater
in a situation of transfer of control from a controlling shareholder than where
control is transferred from the management of the target through acquisitions of
non-controlling shares. In the latter case, transferors of the shares which become
the controlling block have nothing more to sell the acquirer than any other share-
holder (but for being first in line). In the case of a transfer from a controlling
shareholder, on the other hand, a mandatory exit rule, based on a public offer
at the same price, requires the transferor to give up the private benefits of con-
trol for a price that does not reflect those advantages. Thus, if private benefits of
control are high, the disincentive effect of a mandarory sharing of bid premiums
will be significant.!*® Fewer control shifts will occur because not only must the
acquirer bid for the whole share capital, but also it is unable to offer the trans-
feror any premium for contro] (or at least cannot do so without overpaying for
the share capital taken as a whole). In countries where controlling sharehold-
ers, especially in families, are common, this may be seen as a strong objection to
the mandatory bid rule.!® In such cases, ‘it is far from cerrain thar the benefirs
to minority sharcholders from protection against value-decreasing acquisitions
{in the worst scenario, by looters) are greater than the costs of lost opportunities
for value-increasing acquisitions, the increased agency costs of reduced market
discipline upon incumbent managers and blockholders, and the efficiency loss
deriving from the lesser adaptability of the industrial system to environmental
changes. 5% The adverse impact of the mandatory bid rule is further enhanced if
itapplies to indirect acquisitions of control.*?

150 John C. Coffee, Regulating the Market for Corporate Control, 84 Corumsla Law REVIEW
1145, 1282-9 {1984) and L. Bebchuk, supra note 124.

151 See Alexander Dyck and Luigi Zingales, Private Benefits of Control: An Internavional
Comparison 59 JOURNAL OF FiNance 537 (2004) (sample of 412 control transacrions in 39 coun-
tries: control premia vary berween -4% and 65%); Rolf Skog, Does SwEDEN NEED A MANDATORY
Bip RULE: A CRITICAL ANALyss (1995) (Sweden in the end did adopr the mandatory bid rule
in 1999. As 1o the reasons for the adoption, see Klaus J. Hopt, Common Principles of Corporate
Governance, in Joseph McCahery, Piet Moerland, Theo Raaijmakers, and Luc Renneboog (eds.),
CORPORATE (GOVERNANCE REGIMES, CONVERGENCE AND DivErsiTY 173, 180 (2002)). On
the other hand, the mandarory bid rule will prevent all inefficient transfers of control: the price
demanded by the incumbent controller, when generalized across all the shares, will exceed the cur-
rent value of the firm, thus preventing inefficient transfers.

152 [ uca Enriques, The Mandatory Bid Rule in the Proposead EC Takeover Directive: Harmonization
a5 Rent-Seeking? in Ferrarini ¢tal. (eds.), suprz note 82, at 785. See further A. Pacces, supra note 85,
ar 6534, arguing for the 2bandonment of the mandatory bid rule and for permirring the acquirer of
the controlling block to make a post-acquisition bid at the higher of the pre- and post-acquisition
marker price of the targer’s shares. A furcher consequence of this analysis is thata harmonized rule
on mandatory bids within the EU, even if there is complete uniformiry in the formulation of the
rule across the member states, will in fact produce very differenc impacts according o whether
block-holding is a prevalent form of ownership.

155 Sometimes referred to as che ‘chain principle’, Le., a person acquiring conrrol of company.
A also acquires control of company B. Must the acquirer malee a general offer to the ourside share-
holders of company B? Perhaps reflecting the British penchant for wholly-owned subsidiaries, the
City Code starts from the presumption thar an offer is not required (Rule 9.1, Note 8), German
law, as befits its commirment to group law, starts from the opposite presumption bur allows the
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However, although the above may constitute strong objections to a rule requir-
ing prorara sharing of the premium, it is not necessarily a strong objection to the
mandatory bid requirement, if the price may be fixed at a lower level than the
price paid for the controlling shares. As we have seen, some systems do allow
variations berween the price offered to the minority and that paid for the con-
trolling shares or permit partial bids in certain cases.'>* However, other systems
are committed to the principle of equality of treatment even in the case of sales of
controlling blocks and the Takeovers Directive has made this choice.'3*

8.3.2 Facilitating bids for controlled companies

The existence of controlling blocks of shareholders in public companies clearly
constitutes a structural barrier to control shifts, if the controllers are unwill-
ing to relinquish their position. However, there is not much company law can
do about such barriers—other than refrain from designing rules which, like
the full-price mandatory bid, reinforce the reluctance of controllers to sell out.
‘Concentrated patterns of ownership represent ... simply the existing condi-
tion of the economic environment.’'3¢ By contrast, ‘technical’ barriers to control
shifts—which constitute ‘part of the formal structure of the corporate govern-
ance environment’'*—may be susceptible to regulation through corporate law.
The recent adoption by the European Community of a Break-Through Rule
(BTR) constitutes an example—ultimately only very partially successful—of a
legislative actempt to address technical barriers to control shifts.

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

supervisory authority to dispense with the obligarion if the assets of the subsidiary are less than
20% of che assets of the parent (§ 35 WpUG).

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

137 Art. 5.

12¢ Ronald ] Gilson, The Political Ecology of Takeovers in Hoprand Wymeersch (eds.), supra note
49 ar 67, discussing the difference berween ‘structural’ and ‘technical’ barriers to takeovers. :

157 Ibid, p.65.

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

139 Arc 11,
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are not permitted to operate during the offer period. More important, restrictions
on voting rights are not permitted, and multiple voting shares will be reduced to
one vote per share, at any shareholder meeting called to approve defensive meas-
ures under the ‘no frustration’ rule'® znd at the first general meeting called by 2
bidder who has obtained 75% of the capital carrying voting rights. At this meet-
ing any ‘extraordinary right’ of sharcholders in relation to the appointment and
removal of directors, contained in the company’s constitution, shall not apply
either.'"! The break-through of voting restrictions during the offer period might
be thought to be necessary to make the no frustration rule work effectively. The
post-acquisition break-through is potentially more significant and gives the suc-
cessful bidder an opportunity to translate its control of the share capiral into
control of the company by placing its nominees on the board and by amending -
the company’s constitution so that its voting power reflects its economic interest
in the company. The overall impact of the BTR, if implemented, is to render con-
testable the control of companies where control has been created through (some)
forms of departure from the notion of ‘one share one vote’ or by shareholder
agreements. :

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

Why should this be? First, the BTR does nor attack blockholding as such but
only situations where the controlling position results from the misalignment of

160 Supra8.2.2.

161 Thus rights of codeterminarion (sce infra 8.5) are not affected because these are normally not
sharcholder righs of appointment and will be contained in legistation rather than the company’s
articles.

162 Art. 12, justas the ‘no frustration’ rule was made optional.

183 Commission Implemenration Report 2007, p. 7. One state, Hungary, which previously had
a mandatory partial BTR, removed it upon implementation of the Directive. For Italy, which ini-
tially adopred the BTR on implemenration, see infra 8.6.

164 "Thus in France restrictions on the transfer of shares found in the company’s constitution (but
not those in shareholder agreements) do not apply in relation to a takeover offer (Art, L. 233—34
of the Commercial Code), whilst at the first general meeting after a bid, where che offeror has suc-
ceeded in obraining acceptances from rwo-thirds of the capital carrying voting rights, voting caps
in the arcicles do not apply (Art. L. 225-125 of the Commercial Code and General Regularion of
the AMF, Arr. 231-43). In some member states, notably Germany, voting caps have been removed
as part of general corporate law reforms, not restriced to takeovers (§ 134 I Aktiengesetz, amend-
ment of 1998, applying to listed companies).

165 Including the UK; which has tradicionally relied on a market, rather thana legal, solution o
‘one share, one vote’ issue, namely, the reluctance of instirurional investors to buy restricted voting
shares, unless they are convinced there are good reasons for the restrictions. Davies, supra note 41.
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control rights and cash-flow rights (or restrictions on transfer) and, even then,
only where, the misalignment is sufficient to trigger the BT'R’s threshold. Thus, a
person holding just over 25% of shares of a company which have been issued ona
‘one share; one vore’ basis would not be affected by the post-bid BTR; nor would
a person holding shares carrying just over 25% of the cash-flow rights, even if
that person has voting rights which are disproportionately excessive to his cash-
flow rights. In consequence, the control position in rather few public companies
in the Community was potentially affected by the BI'R—but enough to gener-
ate aggressive lobbying by those which were.!8¢ Second, the arguments for and
against controlling positions not based on proporttionate holdings of control and
cash-flow rights were thought to be inconclusive, a deficiency which undermined
the later Community initiative towards the imposition of a mandatory ‘one share;
one vote’ rule in public corporations across the board.'¢” Third, the limired mem-
ber state take-up of the BTR could be seen as a response to the inadequacy of the
BTR as stated in the directive: it left many pre-bid shareholder structures with
defensive qualities in place (non-voting shares, extra voting rights given to long-
term holders of shares, preference shares, pyramids, cross-holdings, splitting the
holders of the voting and the economic rights in the shares so as to put the former
in friendly hands,'¢® controlling blocks exceeding 25% of the voting capital). On
the other hand, picking up all possible sharcholding structures with defensive
qualities would lead to an extensive curtailment of the freedom of companies to
adopt what they see as appropriate capital arrangements.!?

Even if 2 member state chooses not to impose the BT'R, as most have so chosen,
each member state is obliged to permit companies incorporated in its jurisdiction
to opt into the BTR.17 The directive requires opting in and out to be effected
in the same way as a change to the company’s congtitution, i.., in Europe by

168 See John C. Coates 1V, The Proposed ‘Break-Through’ Rule in Ferrarini er al (eds.), supra
note 82, Ch. 10, summarizing the available dara. These suggested only a maximum of 4% of pub-
lic firms in the EU would be affected, and the controlling sharcholders in some of those might be
able 1o avoid the impact of the BTR by increasing their holdings of cash-ow rights or moving to
equivalent structures nor caughr by the BTR, such as pyramid structures and/or cross-holdings.

167 Commission of the European Communities, IMPACT ASSESSMENT ON THE
PRoPORTIONALITY BETWEEN CAPITAL AND CoNTrOL In LisTEn Companies (Staff Working
Document), SEC (2007) 1705.

168 A rechnique frequently employed in the Necherlands.

162 The non-adoption by the UK of the BTR is particularly interesting in this regard, The
British government gave as its main reason that ‘market forces have reduced the number of com-

panies with differential share structures without legislative intervention.” Department of Tradeand -

Industry, Company Law IMPLEMENTATION OF THE EUROPEAN DIRECTIVE ON TAKEOVER BIDS,
January 2005, para 3.9. This is a reference above all to the artitudes of the institutional shareholders
whose opposition to buying non-voting and restricted-voting stock is streng and of long standing.
See Davies, The Regulation of Defensive Tuctics in the United Kingdeom and the United States in Hopt
and Wymeersch (eds.), supra note 49, Ch. 7. The Government was zlso alive o the desirabilicy of
not driving listings out of Londen. Those companies which had survived chis marker pressure
probably had good reasons for their differential voting strucrures and so it would be undesirable to
impose a BTR on them.,
170 Arr. 12.2.
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shareholder vote alone. In that decision the voting restrictions and multiple vot-
ing rights to which the BTR would apply, if adopted, will still be in force. The
incentives for a controlling shareholder to opt in and thus partially dismantle che
defences the company has put in place do not seem to be strong. In particular,
they will depend substantially on the take-up of a further option given by the
Directive to the member states, i.e., whether to permit companies which opt into
the BTR to do so on the basis of the ‘reciprocity rule’. This permirs an opting-in
company to do so on the basis that the BTR will not operate in relation to a bid
from a company which is not itself subject to the equivalent of the BTR.17!

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

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

8.4 Acquisition of Non-Accepting Minorities

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

171 Arc. 12(3). Despite some ambiguity the better view Is thar the reciprocity option is available
when a company opts into the BTR and not only where the member state imposes ir.

172 The Commission’s Implementing Report {supra note 37) suggests just over half the member
states allow reciprocity.
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maintain their opposition to the control shift or they may simply have failed to
respond to the offer. Most jurisdictions provide, in one way or another, for the
squeeze-out of minorities on the terms accepted by the majority, but only where a
very high proportion of the sharcholders have accepted the offer. Even more sig-
nificant, the squeeze-our right facilitates the initial fixing of the level of the offer
at less than the post-acquisition price of the shares. It achieves this result by elim-
inating the free-rider incentives of target shareholders, which the acquirer may
otherwise be able to counter only by equating the offer with the post-acquisition
price of the shares, thus reducing the acquirer’s incentive to bid at all,7?

In most jurisdictions, minority hold-ups or incentives not to tender are directly
addressed by rules which give the acquirer compulsory purchase powers over the
non-accepting minority.!”* In Delaware the acquisition is effected through the
short-form squeeze-out merger available to the holder of 90% of each class of
stock in a Delaware corporation and without, in principle, a review by the courts
of the fairness of the merger.!”> The importance of the squeeze-out to acquirers is
reflected in the way in which control of access to the short-form merger is used as
a takeover control device in Delaware. 176 _

The squeeze-out mechanism may be specific to control shifts, in which case
the issue of price can be setcled by entitling those whose shares are compulsorily
acquired to the same consideration as was offered in the general offer. Where the
squeeze-out mechanism is general (i.c., permitting a large majority shareholder
to acquire compulsorily the remaining shares, no matter whether the majority
was acquired in a bid), the rules for fixing the price may be more contestable.1””
However, the compulsory buy-out threshold, whether the mechanism is specific
or general, is set at a high level, normally the 90% or 95% level.'”8 Control shifts

173 Burkhart and Panunzi, in Ferrarini, supra note 82, at 753—6.

174 The Takeover Directive (Arr, 15) requires member states to provide such a mechanism
and some half a dozen states (mainly small bur including Spain) introduced it in consequence:
Commission Report, s#pra nore 37 at 9.

175 DGCIL.$ 253. And see supra74.2.

178 Delaware’s statutory ‘anti-rakeover’ provision relies precisely on restricting access to business
combinations {especially the short-form squeeze-our merger) berween a bidder and the targetin the
three years after the acquisition of concrol: § 203 DGLC. These restricrions can be avoided if there
has been either approval by the previous board of the targer or a high level of acceprance (85%) of
the offer by the rarget shareholders. See generally Y. Amihud, M. Kahan, and R. Sundaram, The
Foundations of Freezeout Laws in Tukeovers 59 JoUuRNAL oF FINANGE 1325 (2004).

177 Some jurisdictions have both types of rule. In Germany the introduction of the squeeze-out
power specific to control shifts was importanr precisely because of its presumption that the bid
price is fair (§ 39a(3) WpUG), in contrast to endless opportuniries to challenge the price under the
general merger procedure (§ 327b Akt(). Under both specific and generel squeeze-out mechan-
isms the courts are likely to be worried if the threshold is (ro be) reached as a result of 2 bid by an
already controlling shareholder. See Re Bugle Press [1961] Ch 279, CA (UK) and Re Pure Resources
Inc 808 A.2d 421 (Del. Ch. 2002)—both in effect requiring the acquirer to show the offer to be
fair,

'7¢ However, it is important to see whether this is a percentage of the shares offered for or a per-
centage of the issued shares of the class. In the former case, shares held by the offeror before the bid
do not count. :
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might be facilitated by setting the squeeze-out threshold lower. In fact, one of
the attractions of using the statutory merger procedure’ to effect a control
shift, rather than deploying it as a tidying-up mechanism after a high threshold
of ownership has been achieved through a general offer, is that complete control
of the rarget is achieved ar a lower level of acceptances from the shareholders
than that needed to trigger a post-bid squeeze-out. The decision of the share-
holders, acting as the company, makes the statutory merger binding on all the
shareholders (perhaps subject to court approval or appeal to the courn)!8® ara
consent level of something like two-thirds or three-quarters of those voting at
the meeting.

In many countries the right of the offeror at the 90%-plus level to acquire
minority shares compulsorily is ‘balanced’ by the right of minorities to be-
bought our at that level, a right which, again, may be tied to a preceding take-
over offer or not."® However, functionally, the two are very different. Within
control transactions, the effect of a right to be bought out is to reduce the pres-
sure on target sharcholders to tender, though' that objective is in fact berter
achieved by rules requiring the bid to be kept open for a period after it has
become unconditional, because the latter rule is not linked to any particular
level of acceptances.!®? ,

8.5 Agency Problems of Non-Shareholder Groups

Some have argued that a substantial proportion of the gains to acquirers from
takeovers are the result of wealth transfers from non-shareholder groups, espe-
cially the employees of the target.!8? The responses of control transaction regu-
lation to this issue can be put, broadly, into one of three classes. First, those
systems which allocate to the sharcholders of the target the exclusive power to
approve the offer find it difficult to fit into that structure a significant mechan-
ism for the protection of non-shareholder interests, other than via disclosure of

179 Suprq 8.1.1. British courts have treared the acquirer as having a free hand to strucrure the
deal as a take-over or a merger (and even to change horses in the middle of a transaction) on the
grounds that courr approval in a merger is a subsritute for the high level of acceptances required for

 the squeeze-out: Re National Bank [1966} 1 WEERLY Law REPORTS 819.

189" Ozher squeeze-our techniques may be available to the acquirer at a lower level of accepr-
ances, for example, delisting the company’s shares. See supra. 7.4.2.3.2.

181 Both types of rule are discussed in greater detail in Forum Europacum Corporate Group
Law, Corporate Group Law for Europe, 1 EUROPEAN BUSINESS ORGANISATION Law Review 165,
226 et seq. (2000}, The Takeover Directive requires both a squeeze-out and a sell-out right.

182 See supra 8.2.5.4. An offeror may be satisfied with a controlling stake short of the 90% level
and thus not be subject to the sell-out right, whereas the “keep it open’ requiremenc applies at what-
ever level the acquirer declares the bid to be unconditional.

183 Margaret M. Blair, Ownersutr aNp CoNTrOL (1995); Andrei Shleifer and Lawrence H.
Summers, Breach of Trust in Hostile Takeovers, in Alan ]. Auerbach (ed.}, CorrorATE TAKEOVERS:
Causes AND CONSEQUENCES 33 (1988).
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information.'84 This strategy is heavily adopted by the Takeover Directive,'83 but
the disclosure obligation sits in a vacuum, dependent for its effectiveness upon
rules and instirutions existing outside corporate [aw. In some jurisdictions such
structures—usually some form of works council—do exist and may be built into
the takeover process by national legislation.186

Where, however, the board is given a significant role in the takeover process,
a second pattern can be discerned, which is to regard the survival of target man-
agement as a proxy for the furtherance of the interests of non-shareholder groups.
Thus, in the U.S., one popular form of state anti-takeover statute (‘constituency
statures’) consists of expanding widely the range of interests beyond the share-
holders’ interests which management is entitled (but not bound) to take into
account when responding to a takeover bid.'®” It is doubtful, however, whether,
by itself, relieving directors of liability to the sharcholders if they act to promote
non-shareholder interests encourages anything more than self-interested behav-
ior on the parr of the target board. The greater the range of interests which dir-
ectors are entitled to take into account when exercising their discretion, the more
difficult it will be to demonstrate in any particular case that the standard has
been breached. If this is a correct analysis, non-shareholder constituencies will
benefit from such rules only to the extent that their interests happen to coincide
with those of the target board 188

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

184 Of course, non-shareholder interests may be protected through mechanisms existing outside
company law which deal with some of the possible consequences of a conrrol shift, for example,
mandatory consulration over lay-off, under Council Directive 98/59/EC on collective dismissals.
See supra7.4.3.2.

185 The extent to which the employees should be informed ar be influential in the takeover
process was one of the contentious issues in the deadlock over the Commission’s Proposal for a
Takeover Directive. The Parliament’s attempt to ride all possible horses can be seen in one of its
proposed amendments 1o the effect that ‘the board of the offeree is to act in the interests of the com-
pany as a whole, in particular in the interests of corporate policy and its constirurion, shareholders
and staff, and with a view 1o safeguarding jobs, and must not deny che holders of securiries the
oppertunity to decide on the merits of the bid.” As enacred the direcrive requires the target board
10 ‘act in the interests of the company as a whole and must not deny the holders of securities the
opportunity 1o decide on the merits of the bid.’ -

186 Thus, French law (Code du Travail, Art. L. 432-1) requires an immediate meeting berween
the CEQ of the rarget and the works council when the bid becomes public and, if requested by
the worls council, a second meeting within fifteen days of the publication of the offer document,
which a representative of the acquirer must arrend. Non-compliance may result in the rarget’s
shares acquired by the bidder losing their voting rights. For an znalysis of the potential of such
mechanisms for employee involvement in the decision-making on control shifts see Final Report 6f
the Project AgicE (2008), available ac hrep:/iwww.fse-agire.com/.

187 See, e.g., § 717(b) New York Business Corporation Law.

188 See also Mark J. Roe, PoLrricar DETERMINANTS oF CORPORATE GOVERNANCE 45 (2002)
(employee influence is indirecr and weak, constirnency laws are made by and for managers).
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for labor,'® the presence of employee representatives on the supervisory board
and the relative insulation of the board from the direct influence of the share-
holders may enable those representatives to have a significant input into takeover
decisions {pethaps to the point where control shifts which are unacceptable to
the employee representatives are hard to achieve). This strategy depends upon
the law adopting a model of joint board/shareholder decision-making over the
bid. Moreover, in this situation the disclosure requirements of takeover laws and
general corporate law provisions defining ‘the company’ so as to include non-
shareholder interests operate in an entirely different institutional context and
may have real bite.!?°

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

8.6 Explaining Differences in the Regulation of
Control Transaction

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

183 See suprz 4.1.1.

190 For informarion provisions in Germany see § 11(2) dwmnbmranmammﬁ and § 2
Ubernahmegeserz- Angeborsverordnung (Germany). For the inclusive definition of the interests
to be considered in"Germany, see Michael Kort, N§52—78 § 76, in Klaus ]J. Hopr and Herbert
Wiedemann (eds.), GROSS-KOMMENTAR ZUM AKTIENGESETZ (4th ed., 2003).

191 Under the Pensions Act 2004.
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number of takeovers is likely to be generated by a system which enjoins upon
target management a rule of passivity in relation to actual or threatened take-
overs (the first dimension) and which gives the acquirer the maximum freedom
to structure its bid (the second dimension), whilst non-shareholder interests are
ignored. None of our jurisdictions conforms to this pattern: the regulation of
agency and coordination issues is a better, if more complex, explanation of the
goals and effects of national regularory systems than the maximisation of the
number of bids.

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

Tt is clear that the most sensitive question in relation to control transactions is
whether they can be implemented over the opposition of the incumbent board.
The hostile takeover dramatizes the conflict berween shareholders and managers
(and other stakeholders) in a more effective way than any other corporate event.
Facilitating or hindering hostile takeovers thus often becomes the central issue
in debates over whose interests the boards of companies are required to promore.
In tussles between shareholders and managers over the design of taleover legisla-
tion, the management often stands as proxy for the interests of the employees and
of local communities and perhaps even of the national economy.

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

192 §eealso Sanford J. Grossman and Qliver Hare, An Analysis of the Principal-Agent Problem, 51
EconomETRICA 7 {1983).

193 Marrynova and Renneboog supra note 32 show thar in the European merger wave of the
19905 58% of all hostile takeovers within Europe {29 countries) involved UK or Trish targers as did
68% of all tender offers (hostile or friendly) (Table 4), whilst the takeover premium paid for UK
targers ‘towered above’ thar paid for Continental rargets (Figure 23). :
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board a veto over the transaction. This is the major fault-line in the design of
control-shift rules. However, there are reasons for thinking that this division
may be an over-simplification. First, it is possible, though not straightforward,
for a jurisdiction which allocates the decision on the control shift jointly to tar-
get shareholders and target boards to develop adaptive mechanisms which, to
a greater or lesser extent, reproduce the effects of an allocation wholly to the
shareholders of the target company. As we have seen,'?* the U.S. demonstrates
the possibilities for a development of this kind. Thus, Armour and Skeel have
argued that, whilst the proportion of hostile bids in the U.S. is smaller than in
the UK,'*> which allocates the decision entirely to the shareholders, the overall
level of control shifts is not much different.’®8 This suggests that the strategies for
controlling the exercise by incumbent management of their decision rights over
the control shift have had the effect of moving the U.S. towards the UK position.
In other words, a combination of legal strategies and institutional facts may per-
mit the shareholders to reap the benefits of joint decision-making over control
shifts (shareholders overcome their coordination problems by using management
to negotiate with the bidder on their behalf) without incurring the costs of this
arrangement (notably management entrenchment). Where those legal strategies
are not available or the institurional facts do not obtain, however, the initial allo-
cation of the decision right will indeed be crucial.

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

194 See supra8.2.3.1. 195 Armour and Skeel, suprz note 30, Table 1.

196 [bid, p. 16. Whether the two systems aze functionally absolutcly equivalent is not clear (sce
Armour and Skeel, supra note 30 at 1742-3, arguing that cthe U.S. system has costs which the
straightforward adoption of a ‘no fruscration’ rule avoids).

197 Supra7.2. 9% Supra3.1.3. 199 Supra 3.7.

200 Armour and Skeel, suprz note 30 at 1767-8 point our that the traditional doctrinal pro-
shareholder oriencarion of British corporate law was reinforced by the rise of institutional share-
holding during the precise period that modern takeover regulation was being developed in the UK,
i.e., in the 1960s, whereas this coincidence did not occur in the U.S. Equally, one might speculate
that, if managerial stockoption plans were to become a less significant part of compensation in the
U.s ; then U.S. institutional investors mighr begin to agirate for shareholder-friendly control-shift
regulation.
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There is a further, and very different but important, sense in which the initial
allocation of decision rights is less important than it might seem. In jurisdic-
tions where corporate control is typically concentrated in the hands of blockhold-
ers, the notion of a hostile takeover (one accepted by the shareholders over the
opposition of the incumbent board) seems beside the point, since the directors in
all likelihood will be the nominees of the controlling shareholder (except to the
extent that employees have appointment rights). Yet, blockholding regimes dom-
inate the international landscape, with dispersed or semi-dispersed shareholding
parterns being the exception.?” However, here too some qualification is called
for. The average size of the largest block varies from jurisdiction to jurisdiction,202
so that in jurisdictions with smaller average blocks, whilst hostile takeovers may
be more difficult, they are not ruled out entirely. Further, there is evidence, in
important jurisdictions, of a weakening of the grip of blockholders.2%* Finally,
even in jurisdictions dominated by large blockholders, shareholdings in particu-
lar companies atypically may be dispersed. Thus, there are very few jurisdictions
in which hostile takeovers are fully ruled out on shareholder structure grounds.
More important, over the last decade the hostile bid has become a significant
event in a number of jurisdictions where previously it was virtually unknown 204

Again, the desire of rule-makers to fit regulation of the hostile takeover into
the existing paramertets of corporate law explains much of the responses in these
jurisdictions. In the European Community the legislative response was crystal-
lized around the design and implementation of the Takeover Directive, with the
European Commission pushing for a liberal response as an important tool for
promoting an integrated ‘single market’ within the Community,2* whilst some

200 M Becht and C Mayer, Jntroduction in F, Barca and M. Becht (eds.), Tue CoNTROL OF
Corrorate Eurors (2001). :

202 Jbid, Table 1.1, reporting that in the lare 1990s the median size of the largest voting block in
listed companies varied from 57% in Germany to 20% in France, :

9% Franks, Meyer, Volpin, and Wagner, Evolution of Family Capitalism: A Comparative Study
of France, Germany, Italy and the UK (http://ssin.com/abstract=1102475) p. 13 and Table 2, show
an increase in the proportion of widely held listed companies between 1996 and 2006 {from 21%
to 48% in Germany; from 16% to 37% in France; and from 19% to 22% in Traly; the UK figures
wete 91% in both years). “Widely held’ is defined as a company where the largest vote-holder had
less than 23% of the voring rights—a relatively generous definition of “widely held’. For Japan see
Tolyo Stock Exchange, Suare OwNERSHIP SURVEY (2007). See also Martynova and Renneboog
supra note 193, Table 4 showing thar 42% of European hostile takeovers in the 1990s occurrad our-
side the UK and Ireland, notably in France, Sweden, and Norway.

204 Franks et af, supra note 202, Appendix A.3 reporr that the average number of listed com-
panies which were the target of 2n unsolicited bid expressed as a percentage of all listed companies
increased between the periods 1992-1996 and 20022006 from 0% to 0.19% in Germany; from
0% t0 0.22% in Jrely; and from (:03% to 0.15% in France. The UK figures were 0.18% and 0.93%.
It must be remembered, however, thar the proportion of the largest 1000 companies (by sales)
which is listed in those three jurisdictions is smaller chat in the UK (in the UK abour half; in the
other countries between 15% and 30%). The same general trend can be found in Japan, as the lici-
garion it has generared attests. See supra note 42.

29 For which policy there was considerable empirical suppore. See, for example, Marcynova
and Renneboog, supra note 32 at 4 staring that the European merger boom of the 1990s ‘boiled
down to business expznsion in order to address the challenges of the European market’.
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member states (and the European Parliament) responded to current popular fears
of globalization and its impact.2®¢ With the abandonment of the ‘no frustration’
and ‘break-through’ rules as mandatory rules at Community level %7 the protec-
tionist forces may be said to have had the better of the argument with the liberals
at Community level. This trend was repeated in the transposition of the directive,
where, overall, there was a less liberal approach on the part of the member states
than had obtained previously.208

Turning to specific national level actions, German opposition to the hostile bid
can be said to reflect the general weakness of shareholder interests in that trad-
itionally bank-financed economy,2%® whilst the protection of employee interests
within and outside the corporate structure (through various forms of codetermin-
ation) is perceived in that country as a particulatly important way of securing
social cohesion, which might be undermined by control shifts decided on solely
by shareholders. In any event, after the successful hostile takeover of Mannesman,
a German company with, unusually, a fairly dispersed shareholding body, by
Vodafone, a British one, and the fear of such a takéover of the national champion,
Volkswagen, the German government mobilized its resources to defeat at the last
moment in the European Parliament the draft Takeovers Directive which, in its
then form, would have made the 'no frustration’ rule mandatory and which had
previously been approved by all the member states, including Germany?!® This
permicted the government to proceed with its strategy of allocating approval of
defensive measures to the supervisory board, on which in the largest companies
the employees hold half the seats.*™

206 See Hopt, supra note 40 at [IL.A on the spread of economic nationalism within the
Community.

207 Supra8.2.2and 8.3.2.

208 Commission Reporr, supra nowe 37, p 6. Transposition of the Directive was taken as the
opportunicy in some member states to qualify an existing ‘no frustration’ rule, usually through
adoption of the reciprocity exception. Only one member state previously withour a ‘no frustration’
rule adopted it upon implementarion of the directive. Nevertheless, the overwhelming majoriry of
member states have the ‘no frustration’ rule and had adopted it before the Directive was passed,
probably in anticipation of the directive’s adoption of it as a mandacory rule. As pointed out above
in this section, however, the significance of this staristic is somewhar undercuc by the presence of
conizrolling blockholders in most member states.

29 Of course, the extensive reforms [rom the 1990s onwards, under the generel rubric of pro-
moting Finanzplarz Deutschland, have altered this traditional bank orientation considerably but
the hostile takeover tested the limits of the reform movement. See A Bérsch, GLoBAL PRESSURE,
NatronaL System (2007) Ch. 3.

210 Hopt, supra note 40, at [T A b, See also the heated discussion of ‘shareholder activism’ in
the Netherlands in the wake of the pressure exerted on the board by the shareholders of the Dutch
bank, ABN-Amro, to put the business up for sale—a step which led to a prolonged battle between
rival rakeover consortia led by the British banks, Barclays, 2nd the Royal Bank of Scotland in 2007.
See also supra note 75.

21l See supra 8.2.3.3. Note that even where the power to take defensive measures has been con-
ferred on the management board in advance by the shareholders, supervisory board approval of the
exercise of that power is required, so that the employee representatives will have an input into that
decision by the management board.
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In France, which has a longer, if low-level, exposure to hostile takeovers and
to their regulation,?!? the response to the increase in hostile takeover offers was
more muted. The ‘no frustration’ rule was confirmed in the implementation of
the directive, subject to the possibility of adopting defensive warrants against
acquirers not subject to that rule.213 In France employee representation within
the corporate structure is a much less significant policy goal than in Germany.*'4
France has traditionally relied more on state than managerial action to protect
non-shareholder interests in the company.'® In consequence, such protection
has traditionally been delivered outside the framework of rules regulating agency
and coordination issues berween the parties in control shifts. Thus, at the same
time as the Takeover Directive was being FEEnEnE& in France, the foreign
investment rules were strengthened so as to expand the areas of the economy
in which non-EU acquirers could obtain control only with the consent of the

French state.?!¢

Finally, Traly is difficult to read. Having initially adopted, unusually among the
member states, both the ‘no frustration’ and the ‘breakthrough’ rules, it reversed
both decisions in late 2008, apparently in response to fears of the takeover of
Italian ‘national champions’ by foreign companies and sovereign wealth funds in
the wake of the ‘credit crunch’ of 2008.2Y

212 Byplicit regulation of takeovers in France dares from the lare 1960s, as in the UK. See
Viandier, OPA, OPE ET AUTRES OFFRES PUBLIQUES (3rd ed., 20086), paras. 714,

213 See supra 8.2.3.

214 Seesuprad.2.1.

215 Vivien A Schmidt, Tae Furures oF EUroPEAN CAPITALISM (2002) ac 117-18. See also
Marrynova and Renneboog suprz note 32 arn 1: ‘It is believed that French and Iralian govern-
ments ace racher successful in procecting their national champions. In these countries, hostile
cross-border acquisitions hardly ever succeeded in the 1990s. The French and Italian govern-
ments encouraged (often inefficient) mergers between national firms to creare largér nadonal
corporations. ..

216 Gee Decree No. 20051739 made under Art. L. 151-3 of the Monerary and Financial Cods,
requiring srate approval for acquisitions in areas affecting ‘public order, public safety and narional
defence’ bur interpreted widely so as ro include gaming and private securicy provision. More gener-
ally in France, the state maintains controlling stakes, either directly or indirectly, in industries seen
as important for the development of the French economy, so thar in these areas a ‘French solurion’
+0 2 moorted concrol shift is normally implemented. Of course, France is not alone in taking such
steps. In the United States, particular concrol shifts have generated strang opposition in Congress
(such s the acquisition of the rights to manage major ports by a Dubai-based company) whilsc the
Foreign Investment and National Security Act 2007 somewhat extended Congressional conerol
over conerol shifts in industries thought to have national security implications. Even in the trad-
itionally liberal UK the government exercises a screng influence over control shifts in the defence
industry (whereitisa substantial customer).

217 For the initial Iralian implementation see Legislative Decree 19 November 2007, no. 229;
and for the revised implementation Decree-Law 29 November 2008, no. 183, Arc. 13. In effect,
the boards of Iralian public companies are free to adopt defensive measures, both pré- and post
bid, unless the company in its constitution has opted into either or boch of the no fruscration” or
*hreakthrough’ rules. In view of the fact that Traly had initially implemented both rules on the basis
of reciprocity (sce supra 8.3.2) it is doubrful whether this change was needed to provide protection
against bids from mas foreign companies and sovereign wealth funds.

Explaining Differences in the Requlation of Control Transaction 273

Particularly intriguing in this context is the case of Japan, which has onl
recently become a jurisdiction in which hostile takeovers are feasible and which M
currently secking an appropriate set of rules to govern them, being fully aware of
the regulatory patterns adopted in other countries. Thus, the Report of the quasi-
official Corporate Value Group (2008) adopted a shareholder value line but did
not equate this wholly with exclusive sharcholder decision-making on defensive
measures.?!® The ultimate shape of Japanese takeover legislation remains to be
seen.

Given the range of potential opponents to a sharcholder-centred regime of
nouqo_-.mrmmﬂ regulation—management, employees, some versions of national
economic policy—it is perhaps surprising that the policy of allocating the deci-
sion on the control shift wholly to the shareholders of the target company has -
been adopted in any jurisdiction. The UK has done so since the introduction of
formal regulation in this area in the late 1960s and the rule, although subject to
mnm&na.mn criticism, is lictle contested in debates on public policy.?'® Elsewhere
ﬁr.n position is more contested. The principle of shareholder decision-making Smm
wideély adopted in the EU (outside Getmany) in the years running up to the adop-
tion of the Takeover Directive, but, ironically, there has been some retreat m.owu
this position in the actual implementation of the directive.??® In the U.S. assess-
ment of the overall effect of the rules varies with the astiudes of the courts, the
development of executive compensation schemes and the willingness of mmmnnl
holders to be active in opposing staggered boards. Japan is still making up its

mind in this area. Looking at control shift rules, more broadly, however, there
seems-to be general agreement on the need to address shareholders’ coordination
mhov_m._.:m through equality rules of greater or less rigour;?! on the need for exten-
sive disclosure of information from both acquirer and target management (the
Fzﬂ. being especially important where the control shift is being promoted by the
incumbent management);??? and on the need to facilitate squeeze outs once an
acquirer has obtained an overwhelming level of control 222

218 Corporarte Value Study Group, TakeoveR DEFENSE MEASURES IN THE Li1GHT oF RECENT
m.zﬁwo%Zmz.;H. Cranges, June 2008, 'The Group accepts (1) that in ‘ebviously detrimental’
bids {which concept it tries to limir) the board may unilaterally take defensive measures and (2)
that even where this is not the case the board may implement defensive measures provided these

.are reasonable and proportionare. Shareholder approval is an important but not conclusive factor

in whether defensive measures are lawful in chis case. Thi i i
: 1 def . This qualification seems partly aimed -
Hmﬂﬁmva__zom;w mrmmnwo_wmnnw _”_vMﬁ it also implies that defensive measures in nﬂa mW«n%MnoMMMMW%
ight be lawful even if shareholders have not approved th i i
ot did o pproved them and even if there were evidence that
#9 Department of Trade and Indusiry, IMPLEMENTAT
A 10N OF THE E
TaxeovER BIps, January 2005, para. w.m.w  Beorsiy DinscTive ox
220 See supra note 37. 22 Supra8.2.5.3.
222 Supra 8.2.31. 223 Supra8.3.2.1.



