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Abstract

The market for corporate control is one of the cornerstones of
economical systems in every country. The Commission of the
European Communities has tried for the past 15 years to get
accepted a Directive that aims at harmonizing takeover regimesin
the Member States of the European Union. The paper examines
the rationales behind takeovers and methods to prevent them from
occurring through two alternative theories — the simple finance
model and the transaction cost economics — to determine the need
for the 13" Company Law Directive. The same theories are also
applied to existing situations concerning takeovers in Six
European Union Member States. It becomes evident that the
current system of takeover regulation in the Member States under
examination converges and unexpectedly the transaction cost
economics seems to explain the existing situation more precisely
than the simple finance model. Closer examination of the
proposed Directive shows several shortcomings that are not
feasible based either on the simple finance model or transaction
cost economics. Recent judgements of the ECJ seem nevertheless
to provide a reason for the Directive as a remedy for faulty
judgements. Natural convergence of markets for corporate control
does not follow the path taken in the Directive, which questions
the need for harmonization through such a radical legidative
intervention.
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Preface

The subject of takeovers and takeovers has been extensively studied and thus anyone
opening these pages should not expect arevelation. The paper serves as a chance for the
author, and those interested enough in reading it, to learn something new and to expand
the mental horizon. Due to the vast amount of research previously done on the subject,
one of the consequences of this paper has been the provision of an up-to-date literature
review.

The main purpose is nevertheless to provide an understanding of takeover defenses for
those starting from the same position as the author — little knowledge and willingness to
learn something new. It has to be emphasized that the paper is theoretical and therefore
has little use for those actually participating in takeovers as targets or acquirers.
Nevertheless, it is useful for those that want to broaden their perspective and/or to make
an aready complex matter more confusing — like the author itself. The length of the
paper and the amount of research put into it have had the unfortunate effect of
accomplishing more width than depth.

The paper isaresult of ayear of study in the Master of European Affairs program at the
Lund University. It has provided me with more experience and knowledge than several
previous years combined. This has not been only in terms of academic knowledge and
experience but also socially. It has been so mainly because of the other graduate
students with whom | shared this year — Tuukka, Karin, Amanda, Christian, Marcus,
Todd and many others —, due to wonderful professors — Cecile and Henrik from the
business law department, Ole from political science and naturally my supervisors Per
and Matts who kept their faith in me through this hard and stressful journey. Due to my
own choices their role in the paper has been small and all the mistakes remaining are
one hundred percent mine. Most of all | would like to thank to my partner 1zabela, who
has given me more than | could ever express in words. This paper isto her.

Lund, summer of 2003

Ivo Toomla



We trained hard.... but every time we formed up teams
we would be reorganized. | wasto learn that we meet
any new situation by reorganizing. And a wonderful
method it can be for creating the illusion of progress
while producing confusion, inefficiency and
demoralization.

Petronius Arbiter, 210 BC

|. Introduction

In the late 1970s, the Commission of European Communities' contacted a British
professor to work out a proposal for harmonizing takeover legislation in the European
Community®. In May 2003, after more than 25 years since the first expressions of
interest, such legislation is yet to be implemented. The Directive of the European
Parliament and of the Council on takeover bids® in several versions® has been discussed
in the Council and in the Parliament for close to 15 years with no concrete legidative
outcomes. The latest blow to the Commission’s attempts to pass the Directive, was
given by the European Parliament on July 4™ 2001 when the plenary session voted on
the act — 273 votes for, 22 absent and 273 votes against. A tie vote in the European
Parliament leads to the act being rejected.

Degspite the lack of legislative harmonization, cross-border takeovers in Europe have
witnessed a tremendous growth during the last 15 years. To exemplify, in 1987 cross
border mergers and acquisitions (M&A) involving European companies were valued at
12,7 billion dollars as sellers and 32,6 billion dollars as acquirers. In 1999 the respective
figures were 344.,5 hillion dollars and 497,7 billion dollars. A 2700 (sic!) percentage
growth in the value of cross-border sales and 1500 percentage growth in the value of
European acquisitions while the global merger and acquisition activity during the same
time increased “only” by 950 percent’.

Although the numbers are intriguing, they do not tell the full story. Member States of
the European Community have individual company laws, separate takeover legisation
and unique systems of corporate governance, which lead to cross-border takeovers
being subject to different “rules of the game” for companies. The 13" Directive is aimed
to reduce these differences to take another step in the creation of a common internal
market. The importance of such an act has been recognized at the level of the heads of
Member States, who, in the Lisbon summit of the European Council in 2000, perceived
the regulation of European cross-border takeovers as a part of free movement of capital®

! Hereinafter the Commission

2 The so called Pennington-report (Clausen and Serensen, 1998) lead to the recommendation by the
Commission that the Member States of the European Union adopt rules of mandatory bid in their national
takeover regulation (77/534 OJ L 212, 8.8.77)

 COM(2002)534, Hereinafter the 13" Directive

“* Annex A presents a comparison of the two most recent versions of the 13" Directive.

®> OECD (2000)

® Based on Articles 56-60 of the Treaty establishing the European Community (hereinafter the Treaty)
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to be one of priorities in the light of creating a truly integrated market in Europe’. The
paper at hand studies the feasibility of the proposed Directive in its present form.

Despite these long attempts and the obvious significance of the topic, the subject of the
13" Directive has received only limited coverage in the literature®. One of the reasons
would be the very fact that the proposal is constantly changing thus rendering
impossible to analyze it with confidence. Also, as the European Court of Justice (ECJ)
deals only with legidlation in force, there has been little activity which would alow to
stipulate about future judgements on this matter. Most thorough research on the field
has been done by the High Level Group of Company Law experts’ that presented their
report to the Commission in the beginning of 2002. The result was yet another proposal
of the 13" Directive by the Commission presented to the European Parliament and the
Council of Ministersin October 2002.

This paper is based on the final proposal that is expected to reach the plenary of the
European Parliament sometimes in the autumn of 2003. As the issue of takeovers is
wide and complex, it would be overly ambitious for a novice to try to cover the 13"
Directivein its entirety on these limited pages. The paper therefore focuses on an aspect
of takeovers that has provoked the minds of scholars, practitioners and politicians for
amost as long as there has been takeover activity — possibilities for companies to use
measures to avoid being taken over, i.e. takeover defenses™®.

Takeover defenses are seen not only as enabling inefficient managers to protect their
positions but also as protecting the constituencies of the company, who rely on the
continued operation of the firm. In many instances, a takeover of a company results in
radical changes in the strategy, corporate culture and purpose of the company. This has
severe effects on everyone associated with the firm from employees to customers to
creditors and suppliers.

To provide new inputs, takeovers and takeover defenses are approached from two
alternative theories — the simple finance model, that has dominated the research in the
area for decades, and the transaction cost economics, that will hopefully provide a
different approach to understanding takeovers and takeover defenses by the end of this
paper. Transaction cost economics has so far received only limited coverage as a theory
for analyzing takeover defenses. These two theories are then used to explain the basic
rationales behind takeovers and takeover defenses, which will in turn alow
understanding the workings of the 13" Directive. The main aim of providing a different
approach remains nevertheless theoretical for the extent of this paper. Simple finance
model is not likely to disappear as the dominant theory for quite sometime.

The same theories are also applied to existing takeover regimes in 6 European Union
member states to examine the need for such harmonization first hand. The paper will
also briefly stop on the occurrence of cross-border merger and acquisition activity in
recent years. Once again, the transaction cost economics should be seen only as a
possibility to broaden ones perspective.

" Commission (1999)

8 Analysis of the 1990 version of the 13" Directive can be found in Bergstrém et al. (1995), the latest
version has been subject to analysis for Hansen (2003) and Bergl6f and Burkart (2003)

° Report by the Group of High-Level Company Law Experts, European Commission, Brussels, 10.1.2002
1% Throughout the paper terms takeover defenses, defensive measures and tactics, antitakeover measures
and tactics are used interchangeably



The paper also adds another approach to the 13" Directive. During 2002 and in the first
half of 2003, the ECJ has delivered five judgements that can be seen as directly
influencing takeover defenses available to companies within the European Union.
Together with older judgements on the relationship between Community legislation and
national company laws, it is now possible to anticipate the path the harmonization of
European takeover laws will take. To the knowledge of the author of this paper, there
has been no prior attempt to use such an approach.

| 1. Purpose and structure

There are two “red threads’ connecting the paper together — that of the application of
alternative theories and that of the 13" Directive. Although the Directive itself is
approached in detail only in the last part of the paper, al the preceding discussion is
aimed at paving the way to understanding the rationale behind the Directive. The
purpose is to examine the effects of the Directive from the perspective of two alternative
theories to establish whether they remain unchanged.

Following the introductory Chapter, the first part of the paper, consisting of Chapters |
to 1V, explains the basics of the applied theories, of takeovers and of takeover defenses.
The aim is to bring forth any possible differences arising from the application of the
theories. It is even more intriguing given that transaction cost economies and simple
finance theory are not in fact opposing but to a large extent based on the same
assumptions which will be provided in further pages of this paper.

The second part of the paper, Chapters V and VI examine briefly the existing takeover
regimes and possibilities to use takeover defenses in six European Union member states
and the occurrence of cross-border takeovers between European Union member statesin
recent years. The aim is to study the level of harmonization that has occurred without a
common legidlative act. Takeover regimes in Six member states are also subjected to
analysis through the two theories to study the level of their application in practice.

Chapter VII, which can be also seen as the third and final part of the paper, consists of
the analysis of the proposed 13™ Directive. The main input is coming from the case law
of the European Court of Justice, whose judgements have, to the opinion of the author,
significantly influenced the system, which the 13" Directive is aimed at regulating. Two
corporate theories, applied throughout the paper are then also applied to the proposed
Directive to examine the level of relevancy one or another theory has to that legidative
act.

Although final conclusions are drawn in the last, the VIII Chapter, each part is ended
with a short summary to aid the reader to gather thoughts and to stay focused despite the
length of the paper. A visualization of the structure of the paper is provided on figure 1
on the following page.
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| 2. Limitations

| 2.1 General limitations

The paper will be limited to examining the effects of the 13" Directive on antitakeover
measures. Hypothetical conclusions are drawn also on how the 13" Directive will
influence takeover activity and national corporate governance systems, athough the
|atter is subject to much wider set of influencing factors'. Aspects of the 13" Directive,
such as mandatory bid, squeeze-out, sell-out, supervisory authority and others are
discussed to the extent which they are seen as contributing to antitakeover measures*.

Furthermore, as the 13" Directive addresses the issues of open bids on companies listed
on stock exchanges, only those aspects of takeovers and subsequently also takeover
defenses are considered. Proxy contest, an alternative tactic for acquiring corporate
control, is nevertheless provided to indicate the limited scope of the directive.

This paper does not address issues such as taxation and incorporation theories that have
certain influence on the choice of targets and methods of acquisition, as they form a
topic worthy of separate examination™®. The paper will not address the financial aspects
of takeovers and takeover defenses as they have been studied extensively elsewhere™.
For the same reason also the protection of employees rights, in the case of a change of
control of an undertaking, is not discussed.

Due to the nature of the European Communities law and the legidative type of the
directive®, the implementation of the 13" Directive can be seen as leading to a myriad
of court rulings based on the actions of the target and the bidder. As the detailed
national laws and court rulings are too extensive to be covered in this paper, the thesis
will focus on the role of the European Court of Justice (ECJ) in regulating measures
through its case-law that have their effect of hindering takeover activity in Europe™.

In examining cross-border M&A activity, no distinction is made between friendly and
hostile transactions. Access to data has been limited and in case where distinction could
have been made®, the reliability of the source has been questionable.

! On this matter see for example La Porta et al. (1999), Coffee (2001) Roe (2002) Becht et al. (2002)

12 On the mandatory bid see for example Bergstrdm and Hogfeldt (1995)

13 See for example Wymeersch (2003)

 For example Weston et al. (1990), Brealey and Myers (1991), Gaughan (2002) and Ross et al. (2002)

> Article 249 of the Treaty states ‘A directive shall be binding, as to the result to be achieved, upon each
Member State to which it is addressed, but shall leave to the national authorities the choice of form ad
methods' (emphasis added)

18 Article 234 (b) of the Treaty gives the ECJ the jurisdiction to give preliminary rulings concerning “the
validity and interpretation of acts of the institutions of the Community and of the European Central Bank”
" Namely the Bloombergs Mergers and Acquisition database
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| 2.2 Choice of countries under examination

Asthe coverage of all 15 Member States would lead to excessive repetition, the study of
national takeover defenses is limited to the examples of France, Germany, Itay, the
Netherlands, Sweden and the United Kingdom. The choice of countries was based on
the following rationale.

Takeover activity in Europe is not uniformly distributed. The countries chosen exhibit
the largest share in the M&A activity during the period of 1991 to 1999 and are thus
perceived to have the highest interest in either accepting or rejecting the 13" Directive.
The choice was made to include all the countries that count for more than 5 percent of
the total number'®. Their strong opposition to the previous drafts of the Directive
motivated inclusion of Germany and the Netherlands further®.

An aternative choice considered was to include countries that exhibit the highest level
of cross-border® activity. It can be argued that those countries are most IikeI%/ to exhibit
high levels of cross-border activity also after the implementation of the 13" Directive.
Constraining the study to countries that aready exhibit high numbers of cross-border
takeovers, would limit the study to countries that are already relatively open as targets
of (or bidders from) other countries.

Making the choice to include countries exhibiting overall importance in M&A would
represent those that are more prone to M&A activity in general. As the aim of the 13"
Directive is to make companies more easily acquirable to firms from other Member
States, the general level of M&A activity exhibits also the possibility of cross-border
mergers after harmonization of legidlation.

The chosen countries were, as a final step, compared to the prevailing corporate
governance systems in the EU according to the taxonomy developed by Weimer and
Pape®. They considered several factors® in categorizing countries into two big groups —
market and network oriented — and four subgroups —Anglo-Saxon, Germanic, Latin and
Japanese.

The United Kingdom falls under the Anglo-Saxon system. Germany, the Netherlands
and Sweden are al classified under the Germanic system. France and Italy are the
biggest members of the Latin system. Thus it can be considered that all three prevailing

'8 These six countries counted for close to 80 percent of the total M&A activity during that period. See
table 3 in Annex B for a breakdown. The period is chosen to show both the periods prior the 1999 peak
and after that. According to the reasoning in Goergen and Renneborg (2003) companies tend to be more
aggressive and willing to take more risks during the peak periods

91t is acknowledged that the choice of 5 percent is not based on any specific criteria but drawn by the
need to limit the study. Spain, that very close to the 5 percent threshold was eliminated from the sample
choice due to the limited access to data and language barriers.

2 Austria, which has been also co-aligning with them in opposing the Directive proposals, was involved
only in 2,09 percent of the M& A activity during the given period. It is also assumed that Austria follows
to alarge extent the example of Germany due to similar historical background and legal system.

! Including activities with both intra-Community and other countries companies

22 Weimer and Pape (1999). Other classifications of corporate governance systems exist. For example
based on market or bank oriented (Bergl 6f, 1993)

2 Such as prevailing concept of the firm, the board system, salient stakeholders, importance of the stock
market, presence of the market for corporate control, ownership structure, executive compensation’s
dependability on corporate performance and the time horizon of economic relationships
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corporate governance systems in Europe are covered with the inclusion of these
countries™,

Another choice would have been to concentrate on one single country and to conduct an
in depth analysis. The aim of the paper is nevertheless not to show the possibilities for
implementation in individual Member States but to emphasize extant diversity of
takeover defenses in the European Union.

Even with such limitations the paper covers an extremely wide field. The author
believes it nevertheless to be necessary for providing new inputs to the discussion of
takeovers and takeover defenses and the 13" Directive.

| 3. Methodology

Methodology for research plays an important role for establishing possible biases and
errors in approach that the author of any research paper might possess. Undisputedly, an
approach differing from the one taken here would lead to radically atered analysis and
conclusions. This section explains the approach taken and the rationale behind choosing
this specific path.

| 3.1 Choice of method

The paper is based on the hermeneutic research approach which strives at testing the
applicability of existing theories to the actual situation® - in this case the comparative
application of the ssmple finance model and the transaction cost economics to takeovers
and takeover defenses and subsequently to the 13" Directive. The basic idea behind
hermeneutic research is that each individual perceives each situation in a certain way,
by giving a certain meaning to the phenomena by which he/she is surrounded. Gaining
knowledge about these meanings is not in any way measurable, wherefore it has to be
interpreted®.

The central issue for hermeneutics is not the way the world is, but the way it is
interpreted by people within it?’. Unfortunately that means also, there is no clear-cut
objectivity®. It is nevertheless congruent with the aim of the author to gain insight and
develop understanding® as the subject matter is new to the author and hopefully also to
some of the readers. Such an approach was preferred due to the nature of the Directive.
It is a framework directive that has not yet been approved — thus there are no concrete
results of the implementation to be examined nor is it possible to establish with
certainty the exact wording of the implementation in national legislation. Thus only a
theoretical interpretative approach is possible at this stage.

2 Such a classification has the limitation of being descriptive since it enables only rough comparisons.
From this perspective, a fair approach would have been to consider al the 15 countries, but for the
reasons cited before, thisis not viable

% Hartman (1998)

% | bid.

%" | bid.

%8 Cassell and Symon (1995)

# Clarke and Dawson (1999)



If one would use different terminology, then this approach can be also described as
deductive, as the theoreticd material plays an important role in steering the
interpretation of facts™. Similarly with hermeneutics, the deductive research approach is
based on the idea that observations cannot be made with neutrality of theories, i.e.
without presuppositions. The central issue is instead to pose an initial hypothesis and
alow this to steer the observations in suitable directions. A researcher with a deductive
approach starts with a general theory, out of which a hypothesis is created. An
explanation is then found through observations of the real world. Thus, what is looked
for in the study has been decided beforehand®. This research method has nevertheless
been criticized for its partiality®® and the author is likewise compromised by that
presupposition.

At theinitial stages of the paper several different methods for conducting research were
available. The author chose the one based on existing literature, i.e. secondary sources,
and individua input in terms of interpreting the literature with minimal outside
assistance. The positive side of such an approach is that it allows a wide array of
supporting of contradicting material thus increasing the credibility of the findings. The
negative side is that most of he materials used are based on aready processed data,
which could lead to misinterpretations. There were several other motives that lead to
that choice.

Firstly, as the paper approaches takeover regimes in 6 different countries, there are
bound to be problems with terminology and interpretation. The lack of exact
equivalence between mechanismsis also the principal cause for not conducting morein
depth study of national takeover regimes. Takeover defenses do not have a uniform
definition throughout the financial community and companies and together with
problems of tranglation would leave a distorted picture. By conducting the research
based on the existing literature, the author has shifted the burden of interpretation and
trandation to people with more experience and fluency in the legislation and language
of agiven country.

An option would have also been to conduct research based on interviews and other
primary information on the willingness of companies to use takeover defenses. The
option was rejected based on the limited resources available at the time of writing and
due to possible differences in trandation if using e-mail based approaches together with
likely bias of the respondents. It is commonly accepted that no management of a
company is willing to admit that they use takeover defenses to neither entrench
themselves nor is any of them likely to admit that stakeholders such as employees and
clients are unimportant in determining corporate response to a takeover bid.

Another choice would have been to study articles of association of a sample set of
companies to determine the existence of takeover defenses in different legidative
environment. Unfortunately it would require a far larger sample size for establishing
any credibility than was possible due to restraints of available resources. The approach
to conduct research based on the interpretation of national takeover regimes by other
authorsisthus justified.

% \Wallen (1993)
%! Hartman (1998)
# |bid.



As the reader goes through the paper, he will find that it is not focused so much on the
processes within the firm or the board of the company, but on the interaction between
firms on the “market”. Although a study of the internal workings of takeovers inside
companies is intriguing, it lies beyond the scope of the 13" Directive, which deals with
the visible actions of the both the target and the bidder.

| 3.2 Choice of sources

The literature concerning the subject is wide. Although limitation is made only to
antitakeover measures, several of these are embedded in the national corporate
governance systems. As the world is developing, these systems tend to change. Thus
studies and surveys even from early 1990s can turn out to be obsolete due to severe
chocks occurring in the markets®,

As agenera rule, more recent information is preferred wherever possible. The situation
on European and global capital markets is changing constantly and thus studies done in
early or mid-nineties could be aready outdated. Where this principle of the “most
recent” has not been applicable, the sources are chosen based on their relative rate of
reference in literature®. The underlying assumption is that older studies have already
undergone at least one level of scrutiny by the authors and, in case of studied/articles
published in journals, another level of criticism by the editors of these publications. The
author uses also the principa of “no charge’. Thus, al the publications made in this
paper are available in one way or another without cost®®. Most sources are obtainable
through the Lund University Library homepage®, Social Science Research Network®,
Westlaw International *® and/or National Bureau of Economic Research™®.

The principle of the “most recent” leads to the sources not being limited to official
publications. On many occasions, working papers and conference papers are accessed
via Internet on the authors' or authors' home-institution’s homepage. As this could be
seen as using source information that has not been officially approved and scrutinized,
the author of this paper limited the studies to authors® and institutions™ that have
exhibited thorough knowledge and understanding of the subject and to papers that will
be published in official journals*.

% For example the unification of East and West Germany renders obsolete any studies done before that
period and gives only a partial picture of the subsequent years as changes do not transform the market
rapidly but through a gradual process of adaptation and learning

% This rate has not been tested empiricaly. The rate is subjective, based on the articles and overall
impression left by them on the author.

% This has a serious limitation to sources, as many publications highly relevant to this study could only be
obtained for payment.

% www.lub.lu.se

3" papers.ssrn.org

% Available through Lund University Law faculty homepage www.jur.lu.se

% www.nber.com

“0 For example works of Theodor Baums are considered as reliable due to his expertise and other
publications about German corporate governance systems

“L Although every scholar undoubtedly has a unique mind and thus can also be seen as contributing
something unique, the lack of research in the relevant area of the home ingtitution of the author could
influence the quality of the research.

“2 Several publications provide the titles of articles to be published in upcoming issues.
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For the theoretical part of Chapter 11 thislogic is applied only partially. The author tried,
whenever possible, to study the original works that have been the basis for further
development of respective theories®. Chapters Il and 1V, which are also to a large
extent theoretical, have been based on the most recent available sources* or, where a
specific concept has been developed, on the origina studies™. Empirical evidence
supporting the claims made and views expressed in the paper, has been gathered from
several periods and, where applicable, different findings of different studies have been
mentioned. The assumption is that the takeover activity over the years does not show
significant differences™ and thus also empirical evidence showing the consequences of
different takeovers or takeover defenses should not be highly dependent on the time of
the conducted study. Also, as hostile takeovers were most common in the 1980s, alot of
the relevant empirical studies are from early to mid-1990s when the topic was the
“hottest”.

Chapter V, examining the actual occurrence of cross-border takeovers in the European
Union, is to a large extent based on the empirical data found in existing publications.
Although the aim of those studies has not been the same as here, they report the rate of
the M&A activity using the same source —Thomson Financial Securities Data (TFSD)
Company*’ — and, based on the accompanying notes to those publications, use the same
methodology and limitations™. As the period covered by those sources does not exceed
2001, the subsequent 16 months are covered by the Bloomberg database™.

In Chapter VI the author has relentlessly tried to use the most recent data available as
national legislation can change rapidly. This does not apply to possible defenses
embedded in the ownership structure of the company, as they do not tend to show
significant changes from year to year. The principal of the recent over older is
nevertheless applied.

Chapter VII on European Community legislation is based solely on the legidation in
force™® with the exception of the 13" Directive. As the EC legislation is widely
accessible through the Internet, it can be guaranteed that the data is up to date and

3 For example Coase's seminal article on the theory of the firm originates from 1937 and Berle and
Means first notifications on the separation between ownership and control are from 1932. Although these
authors refer to a myriad of studies done prior to them, it is assumed that the period of close to 70 years
would have brought to the surface any misconceptions that those authors might have had. The exception
here is the transaction cost economics. Due to the extensive development of the theory during the last two
decades by Williamson, it seemed overly enthusiastic to study the works of Herbert Simon from 1950s-
1960s and those of John R. Commons from 1930s.

“ Finance textbooks, available in most universities, seem to cover the merger and takeover process in a
rather similar manner throughout the years. Preference is nevertheless given to more recent works as the
financial markets and the takeovers might have undergone some changes over the years. Comparison of
Weston et al. (1990) and Ross et al. (2002) does not support this view, but it should nevertheless be
considered.

“ For example Manne' s identification of the “market for corporate control” form 1965

“6 Qupra note 40

4" Based on the studies and reports identified by the author of this paper, TFSD is by far the most used
and apparently also the most reliable database for both global and regiona cross-border merger and
takeover activity

“8 See section | 3.4 for more precise description

“* The period covered by the Bloomberg database starts from 1997 but comparing the data of Bloomberg
and TFSD shows a high degree of differences if the search is done using the same parameters. Therefor
only the period of 2002-2003 is covered through this source and the author cannot take responsibility over
the accuracy of that data.

% For example Directive 79/279/EEC is not anymore in force.
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accurate. Relevant judgements of the European Court of Justice were accessed through
the EUR-LEX™" and Westlaw International databases.

Concerning the criticism of the data and existing literature, the mere size of them both
indicates that there is a lack of consensus among researchers. Even the basics of
research seem to be impossible to agree upon, not to mention the subsequent
conclusions and the path of analysis. The inner problem of that is naturaly the
somewhat abstract nature of the topic, which eventually comes down to the reason of
existence of firms. Asthe paper serves as aliterature review, criticism of specific pieces
of literature and theories will follow in the main body.

| 3.3 Choice of corporatetheories

The choice of corporate theories for explaining the processes of takeovers and takeover
defenses, that form the core of this paper, was based on a preliminary research between
several different theories. The first and most used in existing literature for defining and
explaining takeovers and takeover defenses is the simple finance model. As it has been
a dominant theory in the existing research, it deserved to be included. It is aso
supported by the fact that the paper serves not only the purpose of novelty but also of
being a source of existing information.

Alternative theories that were considered were property rights™ transaction cost
economics™, stakeholder™, institutional®™ and strategic theories®. Strategic theories
were rejected under the premises that they do not in fact focus on the relation between
shareholders and the company and between different companies but examine the
processes within the firm.

The use of institutional theories would have lead the discussion to a much broader
arena, than had been envisaged by the author. This would have included the interaction
of the company with its society and the effects that the change of legislation might have
had on the entire corporate governance system.

Stakeholder theory was rejected as it involves a high degree of subjectivity. Although
congruent with the hermeneutic approach taken for the research in the sense that it is
highly normative, this would have led the discussion to be highly influenced by
personal beliefs of the author that, although extant also in the current approach, was not
the aim. Together with property rights theory, they were the strongest competitors to the
transaction cost economics. As the transaction cost economics is the basis on which
both the stakeholder theory and the property rights theory are based, the choice was
made to include the basic approach. Although the discussion of the 13" Directive is
partly focused on the property rights of contracting parties, it still stems from
transaction cost economics.

* europa.eu.int/eur-lex

%2 Barzel (1989)

% Mainly works of Williamson

> Jones (1995), Spurgin (2001), Felo (2001)

% K |eine and K erber (2000), Fogarty and Dirsmith (2001)
% phelan and Lewin (2000)
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Both of the chosen theories — the simple finance model and the transaction cost
economics — are discussed in further detail in the following chapter.

| 3.4 Measuring cross-border takeover activity

Due to the availability of data, the takeover activity and the actual integration of merger
and acquisition activities are examined for the period of 1998 to 2003. The unit for
measurement is chosen to be based on corporate choices exhibited by cross border
takeover activity®’. The underlying assumption is that as capital markets become more
integrated, companies are able to carry out mergers and acquisitions across national
boundaries more easily, so that cross-border M&A activity intensifies relative to
domestic M&A activity. A matrix is built for each period (1998/1999, 2000/2001, and
2002/2003) with bidder countries in rows and target countries in columns. Each cell is
represented as a percentage of the total number of cross-border intraaEU mergers and
acquisitions involving that country respectively as either abidder or atarget. The datais
gathered for the number of actions, as it is more reliable than data representing values,
since for anumber of mergers and acquisitions the value is not reported™.

Breakdown of cross-border M& A activity is provided for three periods. 1998-1999 and
2000-2001 based on the publications of the European Commission that in turn are base
on the data of SDC Platinum — Thomson Corporation. The data for annual cross-border
M&A activity refers both to financial and non-financial companies between 1990 and
1999. The database covers all acquisitions of shareholdings of 5 percent or more and
with avalue over USD 1 million or an unknown value.

Mergers and acquisitions are equated with change of control of an enterprise. Both
mergers and acquisitions are included. Mergers are not considered as a separate
category, athough they consist of two equal partners getting together and make the
distinction between purchaser and target enterprise devoid of meaning. It is nevertheless
a fact that one company is always approached by another one to initiate merger talks.
Theinitiator in this case is considered to be the bidder. An activity is considered to bein
the given years sample set if the announcement date of the acquisition lies within the
same year. Only acquisitions where both the source and target country is given are
included.

Period of 2002 to May 10, 2003 is based on the data gathered using Bloomberg Mergers
and Acquisitions Database™ search engine. The search criteria were specified only as
transactions involving 15 EU Member States and falling within the defined time period.
As the Bloomberg database apparently uses different methods for defining M&A
activities, the information from the latter source should be approached with care. To
eliminate distortions between data from different sources, the information is aso
provided as a percentage of the total. The assumption behind that approach is that even
if Bloomberg has only limited and/or inaccurate information, it applies to the total data
set. Thus, even if the total number of occurrences is incorrect, the relative weight of the
observations should remain the same.

" Adam et al. (2002) have developed an index similar to one introduced by Shorrocks (1978) and used it
to study cross-border takeoversin the 15 European Union Member States for a period starting with 1990.
Asthere is some doubt about the accuracy of theindex, it shall not be included in this paper.

% This applies both to the SDC Platinum and Bloombergs databases.

% Provided by Lundekonomera Information Center.
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Economists in building up a theory have often omitted
to examine the foundations on which it has erected.
R.H. Coase, 1937

Il Theoretical framework

Takeovers, discussed in more depth in the third chapter, are an integral part of capital
market activities. To understand takeovers, one must first have an understanding of the
relationships between different constituencies that play a role in that process. The
subsequent chapter is devoted to explaining briefly the interaction between different
constituencies followed by the description of the two underlying theories chosen to
further understanding of the mechanisms of takeovers.

Il 1. Cor porate environment

The takeover takes place on the capital markets by the exchange of shares in the
company. Capita markets nevertheless form only a part of the environment where
corporations operate. Figure 2 presents the visualization of the corporate environment
that can be used also do identify the interactions between different actors in the takeover
process.

The corporate environment of companies is defined by “all the influences affecting the
ingtitutional processes involved in organizing the production and sale of goods and
services'®. This shows the significance of not only the capital markets but also of other
actors — employees, product markets, political institutions and the cultural and heritage®
determinants influencing the size, composition and other characteristics of the

Heritage

Palitical Institutions

Board of directors

\V/
Managers

Employees

Political Institutions

Heritage

Figure 2. The corporate environment
Source: Adapted from Roe (2002)

% Also a definition of the corporate governance in Turnbull (1997)
®! Bartlett (1986) sees “administrative heritage” as one of the most important aspects determining directed
or self-reliant development of corporate structures in changing environmental conditions
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environment

The arrow originating from the politica ingtitutions and terminating at companies
depicts the 13th Directive. It is a political measure aimed to influence the capita
markets through regulating the conduct of the company’ s board, shareholders, managers
and employees, %

Il 1.1 Theactors

In the light of the upcoming discussion about corporate theories, takeovers and takeover
defenses, it is important to distinguish between different actors in the these processes
within the firm — the sharehol ders, the board, the management and the employees®.

At the first level are the shareholders as individuals or legal entities that have acquired,
through initial public offerings (IPO), through purchases from other shareholders or
through privatization securities entitling them to cash flow and/or voting rights in the
company.

The board of directors® is a body of individuals who have been elected by the
shareholders to oversee the actions of management and to recommend actions to
shareholders®. The position is a part-time one and is often considered prestigious.
Monetary incentives do not necessarily play a decisive role. The board appoints
management who is in charge of the daily management of the company. The board
relies on the information provided by the management and determines the overall
objectives and principal strategies of the company.

The election of board members takes place in annual general meetings (AGM) of the
corporations’ shareholders for a limited time period — usually for one year®. The board
of directors is the body that approves or disapproves al merger and acquisition
activities both in the target and aso the acquiring firm or decides whether or not to put
it up for a vote for the shareholders®™’. In case if the acquiring company wants to change
the management of the target, it usually does this by replacing the board of directors
who in turn replace the management®®,

%2 Becht et al. (2002)

8 Other constituencies such as creditors and government are of importance but they shall not be included
here asit is not possible to describe their role in the firm briefly, See also footnote 121

% The distinctions made between different board types and composition of the board are usually those of
one-tier or unitary and two-tier and inside and outside respectively. Two-tiered board has the supervisory
board, composed of non-executive board members, and the management board, composed entirely of
executives. Unitary boards combine both executives and non-executives. In a similar manner the insider
boards are composed of company’ s management whereas the outside board members are those that do not
have direct managerial responsibilities for the company’ s day-to-day management.

% Gaughan (2002)

% See also Section 1V 1.8 for staggered boards

%" The situation may vary from country to country as is shown in Chapter VI but a genera rule that it is
the board rather than the management that decides the outcome of the offer, still holds. It can be argued
nevertheless that passive board membersrely too heavily on the information provided by the management
and thus subsequently it is the management that has the ultimate power in merger and acquisition
transactions.

% See Section 111 2 for the takeover process
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The management is in charge of the day-to-day activities of the company. He is usually
the contractua party to all the agreements entered into on behalf of the company. This
includes also employees, who are hired by the management either for a specified or
unspecified time period. Compensation for the employees and the management is
usually in the form of money and individual motivating factors. It is not uncommon that
managers are motivated for better performance by allowing them to hold shares in the
company they manage or by issuing stock options. Similar incentive mechanisms could
also be used for “lower rank” employees.

|1 2. Corporate theories®

The fact that companies are not operated by the shareholders has been acknowledged
for more than 70 years™. Although there seems to be a silent agreement that managers
operate the company under the supervision of the board, it has not been settled for
whom and in whose interests they are doing it. Different answers have been offered
stretching from the purpose of maximizing shareholders wealth by the supporters of the
simple finance theory™ to a legal, political, economical and socia responsibilities of
companies by proponents of more elaborate view .

The problems with takeovers are most commonly perceived as originating from the
simple finance theory. This paper provides also an alternative to that by examining the
takeover process and takeover defenses through transaction cost economies. Different
theories have nevertheless different purposes and therefore different validity criteria and
different implication. As the detailed comparison of theories requires a book of its own,
the paper covers only those aspects that are of a direct concern to the takeover scenario
and takeover defenses.

[l 2.1 The simple finance model

The finance model, commonly known as the agency theory or principal-agency theory,
is probably the narrowest and yet most widely used theory for explaining the existence
and functioning of companies’. The firm is seen as a “nexus for a set of contracting
relationships among individuals’*. The agency relationship is defined “as a contract
under which one or more persons (principal(s)) engage another person (an agent) to
perform some services on their behalf which involves delegating some decision making

% The use of the word “theory” is chosen for convenience. It can be said that explanations in the social
sciences should be organized around (partial) mechanisms rather than (general) theories (Williamson
(1998)). Thus the “theories’ presented can be seen only as aternative mechanisms which help to learn
more about the relevant environment

™ The concept of separation of ownership and control in corporations is attributed to Berle and Means
(1932) although they refer to studies done a decade before them indicating the growing depersonalization
of ownership.

™ See for example Fama (1980), Abrahamson and Park (1994), Instefjord (1999), Ang et al. (2000) or La
Porta et al. (2000)

"2 See for example Roe (2002) or Engelen (2002)

™ The paper is concerned only with the positivist agency theory. For a difference between positivist
agency theory and principal-agency research see for example Eisenhardt (1989)

™ Jensen and Meckling (1976)
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authority to the agent” ™. The agency relationship is a straightforward manifestation of
separation of ownership and control ”°.

Although originally seen only as describing the relationship between a single agent (for
example an employee or manager) and a single principle (respectively the employer or
the shareholder) the theory has aso developed to describe “common agency
problems’”’, that is an agency problem involving one agent and multiple principals, or
even a multi-principal-multi-agent problem, where both managers and employers are
seen as agents for multiple classes of investors™®.

The central problem from the finance theory perspective (and perhaps also its single
goal) is thus how to construct a set of “rules and incentives to effectively align the
behavior of agents with the desires of principals’”. The model is nevertheless
concerned mainly with the rules developed by the firm system rather than by the
legal/political/regulatory system and culture of the host economy®°.

The theory is concerned with resolving two problems occurring in the agency
relationship — the agency problem and the problem of risk sharing. The first one arises
when (a) the desires or goals of the principal and agent conflict and (b) it is difficult or
expensive for the principal to monitor agent’s behavior. The second problem arises
when the principa and the agent have different attitudes towards risk, leading to
possible differences in action.

The basic assumption about the managers is, that they will act based on self-interest
rather than to further the interests of the shareholders. Coupled with bounded rationality
and risk aversion®, existence of a conflict between the participants and the possihility to
buy information as a commodity, it leads to increased costs (the agency costs) for
monitoring and bonding the managers®.

The conclusion of the finance theory is that the value of the company cannot be
maximized because managers possess discretion that allows them to expropriate value
to themselves™. Without the problem of incomplete contracts™ the managers would be
assigned to do exactly what it perceived by the shareholders under any set of
circumstances. The problem is that most future contingencies are too hard to describe
and foresee, and as a result, complete contracts are technologically infeasible®™. Thisin
turn leads to the management exercising powers and making decisions that are not
anticipated by the initial contract. Based on information asymmetry and mora hazard,
they tend to make decisions that put their own benefits above those of the shareholders.

The main criticism of the finance theory isitstrivia nature. According to organizational
theorists, the most important problems of organizations are how to establish appropriate

" Ibid.

"® Based on landmark study by Berle and Means (1932)

" Turnbull (1997) referring to Hill and Jones (1992), American Law Institute (1992), Becht at al. (2002)
8 Fama (1980)

™ Turnbull (1997) referring to Hawley and Williams (1996)

8 Turnbull (1997)

8 Concepts used also in the transaction cost theory but with slightly different shading
8 Ejsenhardt (1989)

8 Turnbull (1997)

8 Phelan and Levin (2000) referring to Hart (1995)

% ghleifer and Vishny (1996)
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routines for control, co-ordination and innovation that the finance model does not focus
on®. Another critique is based on the underlying theory of contracts and concerns
mostly legal scholars®. According to this view, the idea of implicit contracts is
misleading metaphorical description of organizational relationships. Legal contracting
assumes that informed parties freely negotiate and enter into agreements without
coercion. Furthermore, the finance theory assumes stock market efficiency, meaning
that the performance of the firm is adequately represented by changes in the stock price.

Throughout the years, different incentive mechanisms for solving the agency problem
have been derived. These include capital market incentives®, managerial compensation
incentives®, managerial  monitoring®, monitoring within the multidimensional
structure™, director monitoring®, monitoring by institutional investors™, stock option
incentives™, norms and values™ firm rivalry™® and the takeover threat® to just name a
few.

It is necessary to point out that even proponents of agency theory acknowledge that the
company cannot be run for the sole interests of shareholders. The “nexus of contracts’
view does not assume that contracts exist solely between the shareholders and the
managers but also with creditors, employees, clients and all other relevant parties. At
the same time only contracts with shareholders are open ended® giving them the right
for the residual claim thus aso making the maximization of shareholder wealth
equivalent with economic efficiency®™. As a result, the shareholders are ultimate
monitors of contract input providers according to their opportunity costs for the receipt
of the created value over those costs. In widely held organizations the direct supervision
by shareholders has been replaced by the board of directors'®, which is viewed as
developing endogenously to replace high monitoring costs incurred by dispersed
owners.

Although shareholders can be viewed as residual claimants'® they are not always the
bearers of residual risk. The shareholders in majority of widely held corporations are no
longer the bearers of residual risk due to limited liability and a choice of debt as an
alternative mean to finance investments'®. Shareholders of widely held companies are
also seldom concentrating all their holdings in a single company but diversify the risk
by holding shares in several companies and they do not, more often than seldom, even

control the shares and their alocation but entrust them to professional portfolio

% Perrow (1986)

8 Clark (1985)

8 Jensen and Meckling (1976)
% Fama (1980)

% |hid.

°L williamson (1985)

%2 Fama (1980)

% QOviatt (1988)

% Bhagat et al. (1985)

% Katz and Kahn (1978)

% Williamson (1985)

% Manne (1965)

% Williamson (1985) first developed that notion which has been subsequently taken over by the
proponents of agency theory

* Jensen and Meckling (1976)
1% Fama and Jensen (1983)

101 Alchian and Demsetz (1972)
192 Blair (1995)
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managers'®. Assuming the efficiency of stock markets, which the finance model
proponents do, the shareholders have unrestricted rights to sell their shares, thus also
enjoying unlimited'® option of “exit”*®.

For the shareholders to remain residual risk bearers and thus also enjoy the residual
gains, other constituencies of the firm — employees, creditors, suppliers etc. — would
have to be compensated by the means of complete contracts. The compensation should
include also all opportunity costs and predictable risk that can be foreseen at the time of
“writing” the contract. This nevertheless is an assumption that can be debated, which
brings us to the second approach towards a corporation — the transaction cost
economies.

Il 2.2 Transaction cost economics

An alternative, but not opposite view of the relationship in the firm between different
constituencies,'® is expressed by the proponents of transaction cost economics (TCE),
which view firms as organizational structures'®’. The role of human agents is subject to
the same assumptions as in the agency theory — self-interest (opportunism) and bounded
rationality (although intendedly rational)'® but adding foresight (as opposed to
myopia). A significant aspect of TCE is the correct measurement and allocation of tasks
and rewards to the participants'®. Thus there are parallels between the transaction costs
of negotiating, monitoring, harmonizing and enforcing contracts between the parties and
the agency costs in the simple finance theory™°. Every party in the relationship,
according to TCE, has an objective to minimize transaction costs™.

The problem that arises with that set-up is that it is impossible or too costly to
completely protect the interests of the constituencies due to a set of unforeseen
environmental factors related to a set of human factors mentioned above — bounded
rationality and opportunism™2. Thus the participants will invest in the transactions up to
the point where the marginal costs equal the marginal value of protection from the
opportunism of other constituencies™. Organizing into firms provides a mechanism for

reducing the costs through more efficient review and monitoring process.

1031 owenstein (1993)

1% The assumption here is that the stocks of the company are liquid and there are always buyers.
Williamson (1985) however argues that although it might be so for individua stockholders, it does not
apply for all the shareholders in aggregate.

1% See for example Kostnant (1999) discussing the works of Hirschman (1970) on exit, voice and loyalty
as shareholder choices

196 Srakeholder theory, not touched upon here, but which can be seen as a derivation of transaction cost
economies defines these congtituencies by their legitimate interests in the corporation (Wang and
Dewhirst, 1992) or those groups without whose support the organization would cease to exist (Donaldson
and Preston (1995) referring to Freeman (1984)).

197 Wwilliamson (1998)

108 \Williamson et al. (1989)

199 Maitland et al. (1985)

10 But whereas the agency theory is concerned with the ex ante cost, transaction cost economics deals
with ex post costs. (Williamson, 1996)

1 Oviatt (1988)

12 \williamson (1985)

3 | bid.
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An important aspect of opportunism is that it involves self-interest seeking with guile
and includes shirking, cheating, data distortion and making of self-disbelieved
promises*. When this opportunism is joined with a small-numbers condition*, the
transactional dilemma arises where each party seeks terms most favorable to it through
opportunistic representations and haggling. This leads to the problem of asset

specificity.

The proposition is that the greater the degree of asset specificity, the more likely that
transactions will be carried out more efficiently within organizations'®. Assets
productivity increases with its specialization to other inputs used in the process.
However, specialization aso increases the risk of loss to the owner of the
complementary asset if other inputs are withdrawn. Thus it can be seen that the owners
of unique inputs have certain power over the owners of the specialized dependant assets.

By threatening to remove their unique inputs, the owners of specialized independent
assets can expropriate the owners of the dependent assets by taking a larger share of the
return from the process. This expropriable amount is a part of the quasi-rent**’ value of
the specialized asset, which isin turn explained as the excess of its value in current use
over its salvage value. A quasi-rent is the excess above the return necessary to maintain
its current service flow and represents a recovery of sunk costs when profits are not
included in the measurement. The potentially expropriable speciaized portion of the
quasi-rent of the dependent asset is called the composite quasi-rent and equals its return
in current use minus its prospective return in the second highest-valued use. In the
absence of recourse, the owner of the dependent input has little choice but to allow
expropriation up to the composite quasi-rent. There can aso be reciprocal
complementarity in which each input's value is dependent on the participation and
behavior of the other. In this case, all the owners have incentive to engage in
expropriative rent seeking™®.

Based on the potential rent seeking, the asset owners have incentives to make pre-
investment arrangements to discourage such behavior and promote confidence in joint
use of assets. The greater the transaction costs relative to the value of the output unique
to the joint use of the resources, the more critical the search for an economizing form.
There are two solutions to that problem — long-term explicit contracts, that are not
always viable as indicated before, and common ownership of complementary assets.
The later is more likely when expropriate quasi-rent is larger*®. An example of such an
arrangement would be employee stock ownership.

14 \Weston et al. (1990)

5 Oviatt (1988)

M6 Kleinet al. (1978)

17 The concept of quasi rents was developed by Klein et al. (1978). Blair (1995) provides an easily
understandable explanation of rents and quasi-rents. “For example, suppose | can break even by building
a house and renting it for $1000 a month. If | rent it for $1000 a month, | earn zero economic rents. But if
the demand for rental property allows me to rent the house for $1200 a month, | can earn $200 a month in
true economic rents. Now suppose | have aready built a house, that | have no alternative use for it, and
that it costs $250 a month in out-of-pocket costs for me just to own the house. If | rent that house for
$1000 a month, | earn zero economic rents but $750 in quasi rents”

118 \Weston et al. (1990)

19 1pid. If the owner of asset 1 invests in asset 2 (which is dependent on asset 1), he or she has less
incentive to behave opportunistically that is, to later require the owner of asset 2 to pay more for the
continued use of asset 1.
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Although the corporation from the TCE perspective is considered as an organizational
structure, it shares the conception of the agency theory that the board of directors
develops endogenoudly to safeguard primarily the interests of the shareholders and
secondarily those of the other constituencies'®. The distinction that the TCE makes,
however, is that of the informational participation and of the voting capacity of board
membership. Informational participation could be regarded as beneficial for overcoming
possible problems that arise due to incomplete contracting. Voting capacity
participation should be used only when the level of asset specificity is high and there are
no other adequate mechanisms allowing to overcome possible breaches of contract that
may arise due to changing environment™?,

Criticism of the TCE follows, in a manner similar to the finance model, the critique
about drawing parallels with contracts. At the same time, whereas finance model has
been criticized for being overly narrow, the transaction cost economics has a tendency
to try to explain too much. Through this, it evolves'® and becomes too wide to be
applicablein practice'®,

120 \williamson (1985)

21 1 pid.

122 Transaction cost economics of late 1970s is much more different than transaction cost economics of
the 1990s (Williamson, 1998)

12 This has effectively been one of the criteria for choosing the transaction cost economics. Due to its
nature it seemsto be perfectly suited for hermeneutic research method applied in this paper.
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[Managers] have no incentive, as managers, to buy
management services for the company at the lowest
possible price.

H. Manne, 1965

11 Takeovers

The following chapter shall bring forth different motives for the occurrence of takeovers
from a theoretical perspective and describes the takeover process. The description is
followed by an analysis of those motives from the simple finance model and transaction
COSt economics perspectives.

11 1. Defining takeovers

Takeover is defined in the 13" Directive as a “public offer (other than by the offeree
company itself) made to the holders of the securities of a company to acquire all or
some of the said securities, whether mandatory or voluntary, which follows or has its
objective the acquisition of control of the offeree company in accordance with national
law™*". Such a definition draws a clear distinction with a merger where the offer is
made directly to the board of the target company and thus the shareholders of the
company are approached already by the consent board.

Although not specified so in the 13" Directive, the implicit aim is to regulate the
acquisition activities between different Member States. Therefor the definition of a
takeover for the purposes of this paper is “a public offer (other than by the offeree
company itself) made to the holders of the securities of a company in a Member State
different from the incorporation Member State of the offeree to acquire all or some of
the said securities...” Figure 3 on the following page provides a visual distinction
between cross-border mergers and acquisitions.

As can be seen, adistinction is also made between public and private companies, which
issignificant in the light of the judgement of the ECJ discussed in chapter VII. Theam
of the directiveisto regulate first hand mergers and acquisitions of private companies.

A further distinction can be made based on the nature of the merger or acquisition
although in the light of takeover defenses they are irrelevant. Shortly, horizontal
mergers involve two firms operating and competing in the same kind of business
activity'®, vertical mergers occur between firms in different stages of production
operation'®® and conglomerate mergers involve firms in unrelated types of business
activity™'.

124 Commission (2002a), Article 2(1)(a)

125 For example merger of two car manufacturers

126 Vertical integration is defined in United Nations (2000) as merger or acquisitions between firms in
client-supplier or buyer-seller relationship. For example a car manufacturer acquiring the steel producer
127 As defined by United Nations (2000) For example a car manufacturer acquiring a food retail chain
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Cross-border

M&A’s
Cross-border acquisitions Cross-border mergers
(Acquiring a controlling stake in an (Establishment of a new entity or an
existing local or foreign affiliate) amalgamation into an existing firm
Full acquisition: 100 per cent after assets and operations of local
Mgjority acquisition: 50-99 per cent and foreign forms are combined)
Minority acquisition: 10-49 per cent
Acquisition of foreign Statutory merger #
affiliates (Only one company survives to
(Capital increases in a foreign [|__| become a newly established company
dffiliste aready owned by the assuming all _Of the debt and equity of
acquirer. Full or partial acquisition the other firm that ceased to be a
of sharein foreign affiliates) lecal entitv)
Acquisition of alocal firm || ?%:ZOLL&?;%?

Privatization
(Acquisition of a public enterprise)

Acquisition of nationalized

firms
(Buyouts of temporary nationalized
firms)

Acquisition of aprivate local
firm

Acquisition of aprivate listed

Acquisition of a private non-
listed local firm

%The key difference between statutory mergers and full acquisitions liesin the fact that a new legal entity is established
in the former case, but not in the latter. These two forms, however, may otherwise be treated as identical

Figure 3. The structure of cross-border M&As
Source: Partly adopted from United Nations (2000)

11 2. Thetakeover process

The takeover process goes through severa stages before becoming final*?. One of the
first steps that the potential acquirer can use after identifying and valuing a potential
target by the management, is to establish a toehold in the target company, usually done
through open market purchases that does not require the approval of the board of

directors or the shareholders.

It has the effect of lowering the average total costs of the acquisitions by allowing the
acquirer to hold a percentage of sharesin the target that are not subject to the premium
paid to the holders of outstanding shares'®°. On the other side, it might also signal to the
capital markets the intention to buy the target or simply an increased interest for the

128 There are numerous tactics for corporate takeovers and only the most common ones are discussed

here. For amore extended view see for example Gaughan (2002)
129 Betton and Eckbo (2000)
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target’s stock and thus drive up the premium. Establishing a toehold also increases the

probability of a successful takeover'®.

11 2.1 Thetender offer

Whether or not the acquirer has established a toehold, the probable next step is to
approach the management or the board of the target to find out the target’s possible
reaction to the actions of the acquirer (leading either to a friendly or hostile acquisition
depending on the response™!) or to declare the express interest of acquiring the
company. The later, also known as “bear hug”**, is often accompanied with a public
announcement of the intentions and forces the target to openly take a position on the
bid. The intent of bear hugsisto speed up the acquisition process by putting pressure on
the target’ s board, especially if there is a potential for avoiding atender offer.

The tender offer can be explained simply as purchases by the acquirer of the target’s
stock form existing shareholders. It has the characteristics of being open to al the
shareholders of the target company*®, includes a premium over the pre-bid share price
of the target and is open only for a limited period of time. The rationale of using a
tender offer is to minimize the influence of target’s board and was used extensively in
the fourth merger wave™* for carrying through hostile bids. The initiation of a tender
offer usually means that the company will be taken over either by the bidder or another
company™®.

The offer can take several forms. It can be either an al cash offer, equity offer by
replacing the existing shares of the target company with the shares of the acquiring
company, a debt offer when the shares in the target company are traded for bonds or it
can be a mix of two or al three of those. The mix usually depends on the size of the
deal and the characteristics of the both the target and acquirer shares. For example, if
the acquiring company views its own shares as being undervalued, it would make sense
to make an al cash offer and reap the benefits of the increasing share price without
having to share them with the target’s shareholders through equity swap. If the shares
were perceived as overvalued, it would be beneficial to offer an equity swap, as the
value of the sharesislikely to drop in the future.

To complicate the matters further, the tender offer is usually conditional. This indicates
that the offer is valid only if a certain percentage of shares are successfully transferred
to the acquirer. If this does not occur, the acquirer has the right to cancel the offer. To
facilitate the success of the offer, it can aso have several tiers'™. The first tier includes
a higher premium that drops in the subsequent tiers and thus encourages the
shareholders to tender their shares early. This brings forth the problem of “prisoners

130 Walking (1985) shows that having a toehold in the target increases the probability of a successful
tender offer

13! See Chapter |V for an elaboration of the case when the management turns the offer down

132 Christensen (1991)

133 A variation of that would be the creeping tender offer where the process takes longer time and includes
purchases on the open market and via private transactions.

134 See Chapter V Takeover activity in Europe

135 See for example the explanation of “white knight” in Section IV 2

138 Two-tiered tender offer is also sometimes referred to as a front end-loaded tender offer. Gaughan
(2002)

23



dilemma’, whereby the shareholders are tempted to be the first ones to sell their shares
for higher personal benefit. As the takeover process cannot be viewed as facilitating
repeated games, there are no learning effects and thus increases the likelihood of a
successful bid even further.

If the tender offer is successful®, the bidder pays the existing shareholders and takes
over the control of the target company by replacing the board of directors and usually
also the senior management'®. If, however, the tender offer is not successfully
completed and if the sole aim of the bidder is to acquire control of the company and
there is no other way to acquire that, he will sell the stock that he has accumulated on
the market. He may also remain as a minority shareholder and take the usual benefitsin
the form of voting in annual general shareholder meetings and dividend payments.

Two aternative methods for takeover could be considered. First one is through a proxy
fight described below. The other method is described as going private whereby a small
group of investors buys all the equity in a company. As it involves the transaction of
buying stock, it is nevertheless not considered here as a takeover mechanism but is dealt
with in Section 1V 2.3 as a antitakeover strategy.

11 2.2 The proxy fight

The principle, on which the proxy fight is built, is that maority of shareholders of
widely held companies do not exercise their voting powers directly but assign the rights
to vote to third parties™. This coincides with “voting with their feet”** or in other
words, instead of actively exercising their voting rights, shareholders choose to remain
apathetic and sell their shares if they are not satisfied with the management of the
company. In other cases, the purchase of a share through intermediaries may
automatically give the proxy right to that institution'** who will be notified in case of an
AGM instead of the “real” owner.

The most usual beneficiary of the proxy is the management of the company who also
decides the location for the AGM. The AGM can be called not only by the board or the
management of the company but also by shareholders given that they hold a certain
percentage or type of shares as defined by articles of association and prevailing

corporate law**.

Under a proxy fight the acquiring company approaches the shareholders of the target
company with an alternative strategy to run the company and thus encourages the
passive shareholders to appoint them as the proxies of their stock™*® whereas the actud
voting process is preceded by extensive solicitation of all the identifiable

37 Due to the inclusion of mandatory bid rule in the 13" Directive, the partial bids are considered as
irrelevant. Due to the inclusion of the squeeze-out article, the same applies aso to the possible benefits of
remaining a minority shareholder after the bid and the subsequent “free-rider” problem analyzed by
Grossman and Hart (1980)

138 Kini et al. (1995)

139 K nown as proxies Greener (1994)

10 Easterbrook and Fischel (1983)

%! Referred to as shares held under “street names”

12 Gaughan (2002)

143 Bebchuk and Hart (2002)
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shareholders'®. It can take a form of either a contest for seats on the board of directors
or a contest about management proposals. The proxy fight might not occur as a separate
tactic but could be accompanied with a tender offer'®.

[11 3. Explaining cross-border investment

Takeover of another country’s firm is a form of cross-border investment. Despite a
considerable level of lega harmonization in the EC, there are ill substantid
differences in the capital markets. Therefore, it is appropriate to consider intraaEU
takeovers as not being conducted in a single market but as an investment between two
separate economies. The following section shall describe the factors that are
deterministic for the choice of cross-border investment.

It is widely agreed that cross-border investment takes glace when three sets of
determining factors (known as OIL) exist simultaneously*®. The first factor concerns
the ownership specific advantages (of property rights and intangible assets). These arise
from the firm's size and access to markets and resources, the firm's ability to co-ordinate
complementary activities, such as manufacturing and distribution, and the ability to
exploit differences between countries.

The second factor deals with internalization incentive advantages that arise from
exploiting imperfections in external markets. These include the reduction of uncertainty
and transactions costs in order to generate knowledge more efficiently and the reduction
of state generated imperfections such astariffs, foreign exchange controls and subsidies.

Finaly, the location specific advantages that include differences in country’s natural
endowments, transport costs, macroeconomic stability, cultural factors and government
regulations. These help determine which countries are host to multinational enterprises
foreign production. Within this trinity of conditions for cross-border investment to
occur, locational determinants are the only ones that host governments can influence

directly™’.

These are in turn separated in to two categories: (i) national policy framework for
investment including business facilitation, and (iii) economic motives. The most
important determinants for the location of the investment — economic considerations —
are of importance only if a favorable investment policy framework is in place'®.

% Gaughan (2002). The solicitation process includes high costs for both the target and the bidder in the
form of professional fees to proxy solicitors, “communication” costs of printing and mailing, litigation
and other forms. They are still less costly than full bids at an extensive premium. Then again, the proxy
fight does not give ultimate control to the bidder and successive share purchases are always needed to
ensure that the positive result of the proxy fight remains extant also for coming years. This is supported
by the findings of Jensen and Ruback (1983) who indicate a substantial increase in the share prices of the
target after the announcement of the proxy fight

5 In fact, pure proxy contests are relatively few as compared to tender offers — during the period of 1979
to 1994 there were “only” 270 proxy contests

146 Based on Dunning (1993)

7 United Nations (1998)

8 Dunning (1993)
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Leaving aside the details of investment policy for now*, the economic motives can be

grouped into three clusters: (i) resource seeking, (ii) market seeking, and (iii) efficiency
seeking.

Availability of natural resources, labor, creative assets and physical infrastructure
promotes resource-seeking activities. Resource-seeking investment in its most common
form is undertaken by manufacturing and service oriented multinational enterprises
from countries with high real labor costs. These enterprises set up, or acquire,
subsidiaries in countries with lower real labor costs to supply labor-intensive
intermediate or final products.

Market-seeking enterprises aim to take advantage of factors such as market size" and
market growth. In the most general sense, the long-run monetary benefits of doing
business in a country are a function of the size of the market, the present wealth
(purchasing power) of consumers in that market, and the likely future wealth of
consumers™. For firms, establishing themselves on foreign markets provides a chance
to stay competitive, grow within the industry as well as to achieve scale and scope

economies'™.

The motivation of efficiency seeking investment is to rationalize the structure of an
established resource-seeking or market-seeking investment in such a way that the
investing company can gain from the common governance of geographically dispersed
activities. Furthermore, the intention of the firms is to take advantage of different factor
endowments, cultures, institutional arrangements, economic systems and policies and
market structures by concentrating production in a limited number of locations to
supply multiple markets™. This could in broad terms be classified aso as an
investment for synergy motives™.

An important issue for national governmentsin cross border investment is how to attract
“proper” investors, which are focused not on risky buying/selling operations™, but,
instead, on stable long-term presence. It may happen that the value of the expected
utility from future profits could be too small in the long-term, but would allow

speculative buying/selling transactions in the short run™®.

9 The analysis of national antitakeover measures in Chapter VI and the analysis of the 13" Directive in
Chapter VIl are also indicators of the extant and forthcoming national investment regimes. The legidation
governing investments and especially foreign investments is nevertheless much broader and falls outside
the scope of this study.

%0 Both in absolute terms as well asin relation to the size and income of its population

11 Hill (2002)

152 Thisisdirectly linked to the managerialism and market power motives explained in section I11 3.2

153 Dunning (1993), Rugman (1998)

> As synergy is usually perceived as originating from both parties in the transaction and takeovers are
characterized by one dominant party, the synergy motives are not considered as of primary importance.

5> Baniak et al. (2002) recognizes the trend that firms interested in short run speculative transactions are
more willing to invest in countries with high levels of uncertainty. This is indirectly supported also by
Williamson (1996). Mello (1997) acknowledges that the institutional features, the degree of political
stability, the nature of property rights legislation have a direct effect on the nature of foreign investment
158 Cukrowski and Aksen (2002)
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11 4. General takeover motivations

Genera theories explaining the occurrence of mergers and acquisitions can be
categorized into two broad sections — those emphasizing the characteristics of the target
and those that focus on the acquirer. Both of the shall be discussed here in more
detail™’. It must be emphasized that the motives for takeovers are complementary to the
motives for cross-border investment for the purposes of this paper.

[11 4.1 Target driven motivations

The target driven explanations for mergers and acquisitions can include the need for
diversification™®, financial synergy’® and strategic realignment to changing
environments'® but these are seen as secondary for the purposes of this paper.

The most common view is based on the differential efficiency theory (also called the
managerial synergy theory) according to which the management of one firm acquires
the target if it perceives that it can manage the resources of the company more
efficiently than the existing management. This would lead to synergy by combining the
non-managerial capital of the target with the superior managerial resources of the
acquirer. There are severa assumptions for the application of this theory. There would
have to be companies not operating up to their potentia, there would have to be a
mechanism for detecting such companies and, the acquirer would have manageria
experience in similar line of business'®*.

A similar theory is based on managerial inefficiency, which resembles closely the
differential efficiency theory, claims that the managers of the target firm are performing
below all possible standards and thus the company can be run even by an inexperienced
managers more efficiently thus eiminating the need for experience in similar line of
business. Again there are assumptions underlying such a theory. Firstly, it is assumed
that the shareholders of the company are unable to replace the existing managers for
various reasons'®. Secondly, if the replacement of inefficient managers would be the
sole motive for the acquisition, it would be sufficient to operate the company only as a
subsidiary, which is more of an exception than rule in reality. And finally, although
evidence supports the removal of managers after a takeover, the same evidence supports
shows that removal occurs not only after hostile takeovers, when the management is
perceived to operate inefficiently, but also after friendly takeovers'®. In addition,
management turnover does not occur at 100 percent level but it is also the case that the

57 The following discussion is based to a large extent on Weston et al. (1990), Gaughan (2002) and Ross
et al. (2002)

158 This in turn can imply several factors such as promotion opportunities for employees, spreading the
risk associated with firm specific investments or lack of internal growth capabilities to name just a few.

159 For example for reducing the cost of external financing or carrying over losses and tax credits

1% Redlignment of corporate strategy by merger or acquisition is sometimes quicker than internal
development

181 The operating synergy theory resembles closely the differential efficiency theory but emphasizes the
possibility for scale economies

162 | imited managerial labor market can be named as one of those

183 Martin and McConnell (1991), Choi (2001)
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management is allowed to continue operating the company under new shareholders
control ',

Another theory is based on the redistribution of wealth'® whereby companies engagein
takeovers to reap possible gains by expropriating the labor and other constituencies of
the company to lower the costs they have to bear by the acquisition.

Last but not least among the target driven motivations, the under-valuation theory® of

the target company has also been used to explain the takeover activity. One of the
causes for that might be that the target company’s management is not using the
corporate potential sufficiently well and thus could be seen as an aspect of the
managerial inefficiency theory. Under these assumptions the acquirer engages in the
takeover to take advantage of the free cash flow not being utilized by the current
management It can also be seen as the acquirer possessing inside information that is not
reflected in the stock price by the market. Most directly nevertheless, the under-
valuation theory can be applied if there is a difference between the market value of
assets and their replacement cost measured by Tobin's g-ratio'®’. Thus if a company
wants to add production capacity, it would be more beneficial to acquire an aready
existing undervalued company that has the g-ratio below 1 than to set up the production
in house by purchasing the necessary equipment at going market rates.

11 4.2 Bidder driven motivations

In contrast to the above-mentioned theories, there are others that perceive mergers and
acquisitions as being explained by the motivation of the acquiring company’s
management. The first one in this set is referred to as managerialism™® according to
which the managers are motivated to increase the size of their firms. The assumption
behind that theory is that managers are compensated in relation to the size of the firm
and are thus more aggressive in investing and expand the company through mergers and
acquisitions.

Although seemingly correct, there are indications that the compensation is more closely
related to the profitability of the firm rather than sales volume™. Despite evidence
relating compensation to profitability it seems to apply only to firms within a certain
size set. It is not inappropriate to assume that a multibillion-dollar multinational
conglomerate rewards its top management higher than a factory in the north of Scotland
for example, no matter what their respective rate of profitability is. Thus the hypothesis

184 Bradley, Desai and Kim (1983) indicate that point especially for mergers and takeovers pursuing
synergy gains

1% Weston et al. (1990) referring to Shleifer, A. and Summers, L. W. Breach of Trust in Hostile
Takeovers, Chapter 2 in Auerbach, A. J. (ed.) (1988) Corporate Takeovers. Causes and Consequences by
University of Chicago Press, Chicago

1%6 Ross et al. (2002)

87 The ratio of the market value of a company’s debt and equity to the current replacement cost of its
assets. The numerator includes all the firm’'s debt and equity securities whereas the denominator includes
all assets (not just the firm’'s net worth as in the market-to-book ratio) at their estimated replacement cost
at market prices as opposed to their original cost shown in the firm's books thus also including inflation
measurement. Brealey and Myers (1991)

168 Mueller (1969) referred to in Weston et al. (1990), Malmendier and Tate (2002)

19 ewellen and Huntsman (1970) referred to in Weston et al. (1990)
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still holds — firms do want to increase in size and influence. Such an approach is
congruent with the hypothesis of market power. In a similar manner to the
managerialism theory, the goal of the company is to gain additional market share rather
than simply increasing the size of the company.

More closely relating to the self-interest of managers is the hubris hypothesis'” by
which the acquirer’ s management overvalues the target due to excessive pride or hubris.
If the valuation of the target company’s stock made by the target exceeds the market
value, the bid is made. But if there are no synergy gains, the mean of the valuations in
the sample will be the current market price. Thus the offer for the bid is made only
when the valuation is too high and the takeover premium is a mistake made by the
bidder'™. According to hubris hypothesis the overvaluation of the target is made due to
the belief of the bidder that they are right despite the past experience of the contrary.
Assuming efficiency of stock markets the hubris hypothesis views the bidder's
management as possibly having good intentions but simply making a repeated error of
judgement. An ironic consequence of the hubris hypothesis is that the company that
values the target the highest by overestimating the company is likely to win the
contest™ "2,

Leaving aside tax considerations'’®, the last theory presented here approaches merger

activity from the perspective of free cash flow hypothesis'™. The theory states that
managers are likely to use cash flows (in excess of the amounts required to fund all
projects with positive net present values when discounted at the applicable cost of
capital) for projects which do not always yield positive returns whereas they should use
those funds for dividend payments to shareholders. By this the management is trying to
avoid reduction in their powers and transparency through capital markets where they
should turn for aternative financing.

The selection of explanatory theories provided above is just the tip of the iceberg but
those presented are sufficient to bring forth the essential point — there is no uniform
explanation for merger and acquisition activity. Just as much as there are different
companies engaging in merger activities, there are different motivations for different
cases encompassing perhaps one or more likely several of the above mentioned theories.

11 5. Understanding takeovers...

As has been presented, there are severa different motivations for companies to engage
in takeover activity. The following section explains the occurrence and motivation of
takeover from the perspectives of agency theory and transaction cost economics.

70 Roll (1986)

! Gaughan (2002)

72 \/araiya (1988) Also known as the “winner’s curse”

% For example carrying over losses and tax credits from one firm to another or substitution of capital
gains for ordinary income

14 Developed by Jensen (1986) based on studies of Smith (1986) referred to in Weston et al. (1990)

29



11 5.1 ...through the simple finance modd!....

Most common explanation for takeovers, based on the simple finance model, is that it
serves as a disciplining mechanism and as a solution to agency problems. Based on the
separation to ownership and control, it works as the control device of the last resort
when al other incentive alignment mechanisms have failed'”. The takeover process
allows the management of another firm to gain control of the inefficiently managed
target while bypassing the existing management and the board of directors. The
takeover does not have to actually take place — it is sufficient to acknowledge the
possibility of atakeover.

Through this the takeover serves as a solution to the inefficiency theories and the under-
valuation theory stating that if the agent is not able to utilize the resources entrusted to
him by the principals, the takeover will provide these resources to a more apt agent. The
incumbent agent of the target is pushed aside and the principals are rewarded for their
efforts by the premium.

On the other hand, agency problems also arise in connection with the bidder. Recalling
the free cash flow, managerialism and hubris hypotheses, the action of the target
management serves primarily not the interests of the shareholders but those of the
initiator if the bid — the management and the board of the bidder. Essentially, managers
the private gains that from controlling the utilization of real assets leads to the fight for
surviva'™®. In this fight, the losers are sometimes surprisingly identified as the
shareholders of the bidding firm. Empirical evidence shows repeatedly that the share
price of the bidding firm drops in connection with the announcement of an acquisition

thus supporting the hubris hypothesis*’”.

Empirical findings also support the hubris hypothesis and market power. Managerial
overconfidence increases the level of acquisitions not only in specia circumstances but
affects them positively on average'”®. Hubris hypothesis can be seen as an explanation
for the phenomena that the companies overvaluing the acquisition target are more likely
to become targets themselves as the stock market perceives the acquisition as too risky
and reflects it in the share price'” thus increasing the relevance of agency problems
within the bidding firm even more.

Hubris hypothesis is nevertheless less detrimental than the market power hypothesis
where the management of the firm consciously and systematically disregards the
interests of the shareholders by pursuing activities that they perceive will increase their
private benefits. A recent study has shown that the market power and managerialism are

7> Termed as “market for corporate control” after Manne (1965)

178 | nstefjord (1999)

" There seems to be a contradiction in empirical results. Morck et al. (1990), Holl and Kyriazis (1997)
find a negative return for the bidder's shareholders whereas Goergen and Renneborg (2003) refer to
studies by Gregory (1997), Loughran and Vijh (1997) and Lang et al. (1991) which show a positive return
for both the target and the bidder. Empirical findingsin al the papers nevertheless find that bidder’s share
price drops always in the case of a hostile bid.

18 Malmendier and Tate (2002)

1 Mitchell and Lehn (1990)
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more likely to be the takeover motives than the disciplining effects of the market for
corporate control and inefficiency hypothesis'®.

The proxy fight brings with it additional problems. According to the finance model,
shareholders are perceived as the ones disciplining the management through GM and
board of directors. Yet by assigning their votes to someone else, they forfeit their
ownership rights ad limit themselves merely to cash flow rights. Although this could be
explained as the goal for small shareholders, even large institutional investors are prone
to participate only through cash flow rights'®.

The proxy fight could be seen as an act on behalf of the bidder to temporarily assume
the position of an agent for the shareholders of the target. The bidder would be
contracted through a proxy to further the interests of the shareholders. The agency
problem becomes even more important as the shareholders have to decide which of the
agents — the management appointed by the board or the bidder — would behave more in
his interests'. A study of proxy contests in the US over the period of 1962 to 1986
shows that the contenders for the board from the bidders side were successful 42 percent
of the time'® thus indicating that the choice for the shareholdersis not predictable.

As has been shown, the finance model can be applied to both targets and bidders in the
takeover context. But whereas the agency problem sees takeovers as a solution for the
target's agency relationship, it creates agency problems for the bidder. It is an important
point to make for the discussion of takeover defenses in the following chapter. At first
through let us consider also takeovers from an alternative — transaction cost economics
— perspective.

[11 5.2 ...and through transaction cost economics

As the transaction cost economics sees its main aim in explaining the existence of firms
in relation to markets and other forms, let us first consider the takeover process as a
make-or- buy decision. It is easily explainable for vertical mergers and acquisitions
whereby the acquiring company perceives the target company as performing functions
that will be done more economically within the bidder’®. It motivates bringing the
processes of the target firm within the bidder and is consistent with the differentia
efficiency hypothesis and synergy, diversification and strategic realignment
motivations.

Takeovers are aso seen as an dteration of existing governance mechanisms through
transaction cost economics perspective. Targets shareholders are induced by the bidder
to defect from an equilibrium set of contracts, which might have as its consequence the
expropriation of quasi rents from other constituencies that have made firm-specific

180 For example Alcalde and Espitia (2003) show that a comparison of Spanish takeover targets and
randomly chosen companies in the same sector and size cluster over the period of 1991-1997 does not
show any indication of the takeover targets performing worse than others.

181 Baums (1997)

182 Borstadt and Swirlein (1992)

183 Similar approach can be used for horizontal and conglomerate actions whereby the perceived benefits
of having control over the target are greater than the potential costs of the acquisition plus the costs
incurred due to the continuous separation of the companies
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investments'®*. The argument goes further claiming that whereas the management of the
target company is a party to explicit and implicit contracts crafted to provide safeguards
for firm specific investments by constituencies (and thus has an obligation not to betray
their trust), the bidders management does not bear the same obligations to the targets
constituencies.

Transaction cost economics also aspires to assess symmetrically the contractual relation
between each constituency and the enterprise™®. Recall that the input owners will
contract with the firm in a discriminating way up to the level of composite quasi rent
depending on the redeployability (specificity) of their asset. In the event of a tender
offer the specificity of the input provided by the shareholders — the equity capital —
disappears and becomes easily redeployable. Given opportunism they are leaned
towards expropriating the bidder who values their input higher than the current
shareholders. Thus the shareholders will sell their input and redeploy it somewhere else.

Approaching the motivations for acquisitions from the same perspective Based on
“propositioning” as an adaptive response to distorted contracts'®®, the hubris hypothesis
could be explained as the preventive action of the bidders management towards its
shareholders to opportunistically increase her bargaining power (the perceived
specificity and thus also the dependability of her skills relative to the company) by
presenting herself as more capable and possessing superior information than the other
actors in the market. In such as way, based on the empirical evidence indicating the
reduced value of bidders stock after the announcement of the acquisition'®’, the
management of the bidder is expropriating her shareholders.

The same line of reasoning would apply to the managerial inefficiency hypothesis but
this has to be accompanied by the assumption that the target’ s shareholders are unable
to acknowledge that they are being expropriated until the actual tender offer from the
bidder materializes.

Considering the market power and managerialism, the expropriation takes place on
severa levels. Firstly from the shareholders of the company and secondly from other
potential acquirers of the target that are perceived as competitors. By increasing the
market size or share of the bidder, the dependability of the customers increases relative
to other firms that suffer alossin market position.

Transaction cost economics has the highest relevance for takeovers motivated by the

outright redistribution motives. The redistribution motive has been empirically tested

and the results show that after successful takeovers there is a reduction in the wages'™®

or the number of the employees'® or the costs of financing shifts to the creditors'®.

184 Williamson (1989) referring to an unpublished manuscript of Shleifer, A. and Summers, L. from 1987
—“Hostile Takeovers and Breaches of Trust”. See also supranote 111

185 Wwilliamson (1989)

1 1 pidl.

187 gypra note 131

188 \Weston et al. (1990) supra note 111. However, McGuckin and Nguyen (2001) find in a study of
ownership changes in the US manufacturing sector between 1977 and 1987 that typical ownership change
increases jobs as measured by wages

189 Conyon et al. (2001)

190 McDaniel (1986), See also sections |V 2.3 and IV 3
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Expropriation of quas rents from other constituencies effectively resultsin private gains
for the shareholders but not in socia gains. In this manner the targets shareholders and
bidders management form a coalition on the expense of other constituencies of the

target.

The proxy contest, due to high costs incurred through solicitation'*!, can be considered
as an extremely ineffective way of conducting takeovers. This could be viewed as an
additiona factor explaining the low level of proxy fights in relation to tender offers.
Considering the expropriation hypothesis, the proxy does not result in any immediate
tangible gains to the target shareholders. Possible beneficiaries are only the mediators of
proxy contests — printing firms, lawyers and proxy solicitors.

91 The 1990 proxy fight between Lockheed and NL Industries resulted in both parties bearing only
“communication” costsin excess of USD 1 million (Gaughan, 2002)
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The art of takeover defense has evolved over the past
two decades to become a sophisticated process.
P. A. Gaughan, 2002

|V Takeover defenses

Given that there is a possibility of an unsuccessful tender offer, the management (or
board) of the target company might be willing to oppose the bid. If the board of the
target company does not agree to the company being taken over, the acquisition is
termed hostile™. The point of board’s initial reluctance to alow the company to be
taken over does not however assume that the board is not willing to change its mind. It
is often the case that after initial hostility the acquisition becomes “friendly”.

A hostile acquisition can be hampered by the usage of takeover defense strategies. As
can be expected, both the proponents and the opponents present strong supporting
arguments in favor of their respective positions. Most authors opposing board powers to
influence the takeover process have relied on the agency problems'®® whereas the
proponents of defensive actions have relied more on the constituency-considering

theories'™*.

The following chapter will discuss in more detail the different defenses to ward off
takeovers and approaches both positive and negative opinions about their usage. The list
of measures provided is by no means exhaustive, it just presents most common and used
ones based on the relevant literature. Defensive measures can be categorized in severa
ways. The categorization made hereisthat of pre-bid and post-bid*®*.

IV 1. Pre-bid defensive strategies

Pre-bid defensive strategies are adopted without there being an actua occurrence of a
takeover bid. The aim of pre-bid strategies is to lower the possibility of a takeover by
either making the takeover more costly for the bidder or by lowering the access to the
shares (and voting rights) of the company™®. It is also possible to see some of the pre-
bid strategies as forms of takeover barriers as their aim is not merely to avoid hostile
takeovers but for example to increase co-operation and loyalty. The following section
shall briefly describe most common pre-bid strategies.

192 | jterature offers other synonyms to that term based on the perception of the target management
(board) perception of the bid. For example Christensen (1991) uses the term “contested takeovers’ to
indicate that beyond the lack of co-operation between the target’s and the acquirer’s management, there
are really no “hostile” elements in the bid. Bebchuk (2002) talks about “unsolicited acquisition offers’
referring to an offer that is *not asked for” by the target.

19 Bebchuk (2002)

194 See for example Meade et al. (1997)

1% Alternative ways to distinguish the strategies include for example preventive and active defenses
(Gaughan, 2002) or more detailed classification into financial, poison pills, charter amendments and share
repurchases (Weston et al., 1990)

1% |t is also possible to differentiate between pre-bid strategies and takeover barriers. For the purpose of
this paper, they are considered under the same heading.
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IV 1.1 The poison pill

The most common and most widely used defensive tactic in the US is the poison pill*".

Although it takes effect after the bid, it is usually adopted prior to the bid. Having the
status of falling neither fully in the category of pre-bid nor post-bid defenses but yet
being the most actively used onein the US, it is considered first.

The earliest form of poison pills were referred to as preferred stock plans by which the
management offers each common shareholder a dividend of preferred shares that would
be convertible to a number of stocks in the company after a takeover. Due to problems
with the effect of preferred stock to company’s balance sheet'® the pill in such a form
wa;i 9sgoon abandoned for what became known as the flip-over pill, aso known as the call
pill ==,

The flip-over pill is a form of a rights offering that enables to buy shares in the
acquiring company at a low price thus taking the form of a call option and eliminating
the adverse effects on the balance sheet”®. The pill becomes affective after the
triggering event — an acquisition of a certain percentage of outstanding stock or a tender
offer. The pill, which has usually a fixed exercise period, is redeemable only by the
management of the target company for a symbolic amount. A variation of the flip-over
pill is caled the flip-in pill, which allows buying stock not in the acquirer but in the
target thus diluting the capital structure.

The poison pill could include also a “back-end” plan, also referred to as the put pill**
whereby the target shareholders are allowed to change their stock for cash or other
securities for a fixed (“back-end”) price set by the target’s board. The price is set above
the market price so it also establishes a minimum price for takeovers and is used mainly
to fight against two-tiered bids.

IV 1.2 Other “pills’

Defensive strategies in principal similar to the poison pill but yet fundamentally
different effect are called the vitamin pill and the people poison pill“?. The first one is
an option issued to the shareholders of the company allowing them to sell their sharesto
the company at a future date for a fixed price. Such aright shall force the management
of the company to struggle harder to rise the value of the stock above that level and by
this manner shall also decrease the chance of a possible takeover.

The people poison pill includes two stages. Firstly the company’s management must
obtain an independent valuation of the company’s shares after the bid has been

97 | nvented in 1982 to deal with the takeover abuses. Lipton (2002)

1% preferred stock can be added to the long-term debt thus increasing the leverage of the company and
decreasing the attractiveness to potential investors.

19 Christensen (1991)

200 | jpton (2002)

2! Christensen (1991)

2% | bid.
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announced. If the evaluation shows that the value of the company is higher than
stipulated by the acquirer, the second stage triggers the pill whereby the removal of one
member of top management without cause or changes in the responsibility of such
member will be considered a removal of the entire management of the company. The
pill thus eliminates all possible managerial synergy gains and coupled with “golden
parachutes’ increases substantially the costs of the takeover.

A device known as the poison debt may also be categorized under this heading. In this
case the company enter into an agreement with a third party (usualy a bank) that
provides financial assistance to the firm that becomes payable the moment the bid takes
place. The bidder will thus, after a successful tender be forced to start servicing the debt.

IV 1.3 Concentration of ownership

Although not being implemented by the target’s board or management, concentration of
ownership can be viewed as highly detrimental to takeovers. The fact that the company
is majority owned by a single shareholder or shareholder group acting in concert, could
render impossible to acquire a sufficient amount of shares to exert any control over the
company’s performance. Minority shareholders are thus left de facto only with cash
flow rights.

IV 1.4 Cross-ownership of shares

Although historically not viewed as a takeover defense strategy but more of the
mechanism of national corporate governance system, the cross-ownership of firms
nevertheless deserves consideration as a takeover defense strategy due to its effect and
its use in the continental Europe®.

Companies in a cross ownership structure are linked by horizontal cross holding of
shares that reinforce and entrench the power of central controllers. Cross ownership
places a number of sharesin friendly companies and thus reduces the number of shares
that must be acquired to retain the control of the company in case of a hostile bid®™.

IV 1.5 Pyramiding

Another form of shareholding structure that discourages hostile takeovers is known as
pyramiding. A firm is said to be controlled through pyramiding if it has an ultimate
owner, who controls the firm indirectly through another corporation that it does not
wholly control .

zgj See Section V| for adescription of antitakeover measuresin the selected countries

Ibid.
%5 For example, if a family owns 15 percent of Firm X, that owns 20 percent of Firm Y, then Y is
controlled through a pyramid at the 10 percent threshold. However, at the 20 percent threshold, we would
say that Firm Y isdirectly controlled by Firm X (which iswidely held at the 20 percent threshold) and no
pyramiding would be recorded. If Firm X holds 100 percent of Firm Y, then again there is no pyramid.
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Thus, similar to differentia voting rights, the owner of the corporation is not enjoying
voting rights proportionate to its cash flow rights. It does not however eliminate the
possibility of the takeover, just makes the takeover process more complicated and could
also mediate the need not to launch a tender offer against the target but also/only against
the owner of the controlling share block?®.

IV 1.6 Supermajority provisions

Several issues in corporations are put up for avote in the annual general meeting. These
could involve mergers, liquidation, lease of important assets, transactions with
interested parties or the sale of the company. The supermajority provisions modify the
corporate charters so that certain corporate actions do not require a smple majority but
typically two-thirds up to as high as 95 percent of the votes®®’. Supermajority provisions
can be highly effective if for example the board, the management or the employees of
the company hold a percentage of the shares that would allow to block any action
requiring a supermajority.

Such provisions nevertheless usually include also a “board out” clause that allows
canceling the supermajority provisions if the board of directors has approved the
merger. Supermajority provisions are most frequently used in conjunction with other
takeover defenses to avoid a possible overruling by the shareholders. It must be
emphasized that supermajority provisions are effective only against partial bids™®.

The same heading could be seen as covering also amendments to articles of association
limiting the powers of the shareholders to call an annual meeting. In such a way the
management of the company would render it hard if not impossible for the target to
control the timing of the bid and the proxy contest.

IV 1.7 Golden parachutes

Golden parachutes are compensation schemes that provide senior management with
generous compensation in the event of the termination of the employment contract. The
parachute is not, however, used only to fend off unwanted takeover bids but also as a
part of the normal remuneration package, especially in large corporations. In case of a
takeover, the golden parachute is triggered by an acquisition of a certain number of
stocks™ or a change in the control. The golden parachute is nevertheless considered to
be one of the least effective defensive measures, as the size of the compensation is
usually small relative to the total costs incurred by the acquirer. Nevertheless, if the
compensation package is substantial, it may eliminate some acquisitions.

Pyramiding implies a discrepancy between the ultimate owner’s ownership and control rights. In the
above example, the family owns 3 percent of the cash-flow rights of Firm Y (the product of its ownership
stakes along the control chain) but its control rights are measured by the weakest link in its control chain,
i.e., 15 percent. Faccio and Lang (2002)

206 See Jager (2002) for further discussion on the entrenching role of pyramiding

27 Gaughan (2002)

2% | pid.

29| ambert and Larken (1985) found the level to be 26,6 percent in the sample set studied.
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Variations of the golden parachute are the tin parachute, whereby a number of
employees of a company are provided with lucrative compensation in case of the
termination of employment during a certain time period after the hostile takeover, and
the pension parachute, which envisages the payment of substantial amount by the
company to a pension plan for the benefit of the company’s employees.

IV 1.8 Stagger ed boards

The staggered board defense varies the terms of the board of directors so that only a
certain number of board members are replaced in a single year. For example, corporate
charters may envisage that only one third of the board members are elected every year.
Thus, in a case of a takeover, the acquirer is not able to replace the board and the
management of the company in one year. Although they facilitate the independence of
outside directors and promote board stability, they are still seen as a powerful tool for
preventing takeovers, especialy if coupled with other takeover defenses that need board
approval for removal®'°.

IV 1.9 Differential voting rights

Differential voting rights, most commonly used through dual class stock capitalization,
are considered to be one of the most powerful pre-bid takeover defenses available?™!
since they limit the control the acquirer can exercise over the target even after the
acquisition of majority of outstanding equity. Most commonly, the low (or non) voting
shares are traded on stock markets whereas the high voting shares are held by a closed
group of individuals, most commonly by the founders of the company.

The attractiveness of low vote shares lies in their higher dividend yields as compared to
high vote shares. The most extreme form of differentia voting right is the “golden
share” which gives the holder a veto power over any strategically essential changes
whereas does not bear any or very limited dividend rights and is often used for retaining
government influence over privatized enterprises®?.

The same heading covers aso capped voting, whereby the number of votes are
determined for each shareholder rather than for each share (most drastically exercised
when each shareholder is assigned only one vote) and disparate voting rights, whereby

the number of votes are restricted for a certain period of time after acquiring the
shares™®,

219 Behchuk et al. (2002)
21 Christensen (1991)
212 Gaughan (2002)

213 Christensen (1991)
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IV 1.10 Sharetransfer restrictions

Share transfer restrictions are clauses in the corporate contract limiting the transfer of
shares by requiring the board of directors’ approval®**. This has the effect of limiting the
acquisition of the shares only to companies that have gained the support of the
company’s board and thus eliminates possibilities of a hostile takeover.

IV 2. Post-bid defensive strategies

The pre-bid defensive strategies are incorporated in corporate charters/by-laws or
implemented through capital investment decisions and networking even when there is
no immediate threat of a hostile takeover. Contrary to that, the post-bid defensive
strategies are used only when there is already either an indication of a potential takeover
or after the actually launch of atender offer for the target’ s shares.

The aim of post-bid strategies is not necessarily to disallow the hostile bidder from
acquiring the control over the target. These strategies can be used aso to increase the
takeover premium, thus making the takeover more profitable for the shareholders. Post-
bid defensive strategies take multitude of forms, most common of which are be
described here.

IV 2.1 White knight

One of the tactics the target can use in case of a hostile bid is to put the company up for
auction. Auctioning the company after the hostile bid has been launched means
encouraging other companies to engage in a bidding contest. It is considered to be the
least detrimental strategy to be utilized as it has its aim the maximization of
shareholders gains. This can be done simply by letting the investment community know
that the firm is up for a contest and invite them for closer examination of the target or
by approaching firms directly with the proposal to participate in the bid and providing
them with al the necessary information. A company that is approached in such a

manner is known as the white knight®*°.

The white knight makes an offer to buy all or part the company on more favorable terms
than those of the origina bidder. The terms could be ssimply a higher price or could
include also a promise not to disassemble the target or lay off management or other
employees. The target has however weak bargaining power, as its primary aim is to
avoid the sale to the initial bidder. Thus the potential white knight has the advantage of
“calling the shots” which might not end up with the best possible deal for the company
asawhole.

2 Eerrarini (2000)
215 ghleifer and Vishny (1986)
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IV 2.2 White squire

A somewhat similar approach to the search for the white knight is the white squire
defense also known as a lock-up®®. The difference lies in the fact that the target
company will remain independent. White squire is the company that agrees to purchase
alarge block of the target company’ s shares”’. Such a defense might be also combined
with the white knight defense whereby the target places stock or stock options in the
hands of a white knight thereby giving him a preferential status for going ahead with a
competitive bid.

A similar effect to the white squire defense is achieved through cancellation fees that
are fixed amounts payable to an aly in the event that a negotiated merger does not
materialize due to the intervention by a hostile bidder. Such agreements are sometimes
accompanied with “no-shop” and “no-negotiation” clauses, which limit the action of the
target company to actively look or negotiate with competing bidders.

IV 2.3 Management buy-out

If the target is unable to find an aternative suitor, the management of the company
could undertake to purchase the outstanding shares of the company by itself*'®. Known
as management buy-out, a new company is formed by the target’s management and
other investors that will purchase the shares of both the existing shareholders and the
hostile bidder. Also referred to as “going private’ transaction, it often leads to a
delisting of the company’s shares. Frequently a third step is taken whereby the newly
established acquiring company is merged with the previous target. Management boy-
outs must be distinguished from share repurchases when the company uses its resources
to lower the number of outstanding shares although share repurchases are often the first
step to white squire or management buy-out.

IV 2.4 Capital structure changes

In asimilar manner to share repurchases, if the target is unable or unwilling to take the
company off the market or find a willing suitor, it may simply decide to change the
capital structure of the firm. Leveraged buy-out that results in the company going
private, often used as management buy-out method®'®, is the most extreme form of
capital structure change whereby all the equity is exchanged for debt.

Another radical form of capital structure change would be the leveraged re-
capitalization. This occurs when the company takes on a huge amount of debt and pays

218 Christensen (1991)

27 Gaughan (2002)

218 \Weston et al. (1990) Finance literature sometimes considers buy-outs as forms of takeover. In this
case, the offer to buy the shares by the management is not necessarily done in connection with arivaling
bid

% Gaughan (2002) on the other hand sees management buy-out as a form of leveraged buy-out but it
must be noted that debt financing is not the only source (although unarguably the most probable) of
raising capital.
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it out as a dividend to stockholders. Thus most of its equity is replaced with debt thus
making the company less attractive to the bidder who would, if pursuing with the

acquisition, be forced to service that debt®®°.

The target company may also simply take on more debt and thus eliminate the
possibilities of the potential acquirer to use the borrowing capacities of the firm to
finance the acquisition. If low level of debt is beneficial for a company reducing its risk,
increasing debt to equity ratio increases the risk to the point that may lead to
bankruptcy.

IV 2.5 Corporaterestructuring

Being unable to use the defense strategies mentioned above, the target might decide to
make the company unattractive to the acquirer by corporate restructuring®. In
corporate restructuring the target sells its most valuable assets??, acquires other
companies” or decides to liquidate the company®** or change the essence of the
company??®. Corporate restructuring is considered to be one of the more drastic
antitakeover measures used as it usually leads to unrecoverable consequences for the
target company which might eventually lead to bankruptcy.

There are however also proponents that see it as providing a possible benefit for the
company. By such approach, corporate restructuring through the sale of subsidiaries or
assets” narrows the corporate focus. Known as a divestiture in this case, it is seen as

increasing the value of company’s stock thus making the acquisition less likely?*’.

IV 2.6 Pac-M an defense

The target, if unable to find any other effective defensive methods, may engage in
transactions with the acquiring company. Probably one of the most amusing takeover
defenses is called the Pac-Man defense. Named after a video game in which characters
try to eat each other before they are eaten themselves, it occurs when the target makes
an offer to buy the bidder in response to the latter’s tender offer. Although it is often
used to threaten the acquirer, it seldom used due to the high level of resources and legal
complexity it creates”®,

220 Gaughan (2002)

22! Christensen (1991)

22 K nown as the scorched earth defense if involves sale of physical assets or spin-off if it involves the
sale of asubsidiary.

28 \Which could create problems with competition authorities, create profitability problemsif the acquired
company is making losses or, if financed by debt, create problems similar to capital structure changes

224 This could be considered beneficial even for the shareholders, if the value of corporate assets after all
the obligations have been met (the liquidation value) exceeds the price offered by the acquirer as the
liquidation is followed by the payment of the liquidation dividend.

225 \Wooldridge (2003)

226 This does imply only to non-essential assets

2 Ross et al. (2002)

%8 Gaughan (2002)
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IV 2.7 Greenmail and standstill

Whereas Pac-Man is often used as threat by the target, the bidder may also engage in
the takeover and use the greenmail to threaten the target. In greenmail or targeted share
repurchase, the company buys back the share of the hostile bidder for a premium against
a promise not to go further with the acquisition. Bearing similarities with blackmail,

both the payers and receivers of greenmail receive negative publicity®®.

Despite the negative publicity, greenmail is used by corporate “raiders’ who engagein a
hostile takeover with the sole aim of forcing the target to pay greenmail for the shares
acquired through open market purchases. A targeted share repurchase is often
accompanied with standstill agreements by which the bought out bidder agrees not to
make further investmentsin the target company®*°.

IV 2.8 Litigation

The final post-bid defensive measure introduced here is the act of litigation against the
acquirer. It is common and can be highly effective especialy in common law countries
that rely heavily on court judgements. Four reasons could be seen as mitigating the use
of litigation: (i) a possibility to choose a more favorable forum, (ii) to preclude the
raider from taking initiative and suing first, (iii) to delay the bidder, e.g. while the target
looks for a white knight or simply iv) to provide a psychological lift to the target’s

management®*,

Possible reasons for suing could include anti-competitive consequences, inadequate
disclosure of necessary documentation or fraud. Very few cases are brought to court
with the actual aim of forbidding the bidder to acquire the company, in most cases it is
just adelaying tactic.

IV 3. Rationale of antitakeover measures...

Antitakeover measures are most commonly approached from two perspectives — using
the management entrenchment hypothesis and the shareholder interest hypothesis. This
section explains these two hypothesis followed by other perceptions that either defend
or attack antitakeover measures.

229 \\eston et al. (1990)
20 Christensen (1991)
%! Gaughan (2002)
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IV 3.1 ...via management entrenchment hypothesis

Management entrenchment hypothesis is based on the argument that the targets
management acts based solely based on self-interest seeking to maintain its position
through the use of antitakeover measures. Whereas the control imposed upon the
management and the board though the market for corporate control leads them to
choose corporate strategies that maximize the share price, takeover defenses reduce that
level of control and thus lead to the adoption of non-profit maximizing strategies.
According to the management entrenchment hypothesis, this is proven through the
reduced value of the companies’ shares that adopt antitakeover provisions %2, Through
such explanation the management entrenchment hypothesis is built upon the
assumptions underlying the simple finance theory whereby the management’s aim is to
maximize the welfare of the shareholders and to act in their interest in al the matters
concerning the corporation.

Adoption of defensive measures thus breaches the trust the shareholders have vested
into the management and the board of directors to promote their interests. The same
hypothesis would apply aso to the relationship between the target and the bidder if the
latter has assumed the role as the principal by establishing a toehold in the target.
Shareholders loose aso through the elimination or lowered probability of tender offers
that would maximize their immediate gain. Arguing the same point from transaction
cost economics point of view, the managers use their position to expropriate quasi-rents
from the shareholders.

Empirical evidence seems to support the hypothesis — adoption of takeover defensesis
reflected immediately in the reduced value of the shares™. These effects concern
naturally only pre-bid defenses and are mostly, due to the fact that “active’?** takeover
defenses are most common in the US, concerned with the poison pill.

Manageria entrenchment hypothesis argues also for reduced welfare by lower threat of
takeover that has found confirmation in recent empirical evidence. Companies that are
more likely to be taken over show a positive effect on company’s productivity®®.
Surprisingly though, the same evidence also shows that companies that are open to
takeovers exhibit a strong negative effect on takeovers, which is even more evident in
case of a possibility of a hostile takeover where there are no formidable takeover
defenses allowed®®. Recent evidence examining long-term effects of friendly and
hostile bids indicates that shareholders of bidding companies engaging and winning a
hostile bid receive positive premiums 18 months after the conclusion of the bid,

whereas shareholdersin friendly bids lose significantly in the long run®’.

Thus, making companies more open to takeovers by removing the barriers has the effect
of increasing the immediate returns to the shareholder. On the other hand, reducing the
level of investments could be seen as favoring short-term benefits over long-term

2 Novaes (2003)

23 For example early studies by Ryngaert (1988) and Malatesta and Walking (1988)

% Those created by the management or the board

25 Nuttall (1999)

6 |bid. This is the only study on that matter that was available at the time of writing this article. The
results should therefore not be over-emphasized.

%7 Raj and Forsyth (2002), Corhay and Rad (2000). See also supra note 193 referring to the
announcement effect on the shares, i.e. short term wealth effects of takeovers
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benefits. In a similar manner, the management entrenchment hypothesis fails to explain
why many takeover defenses receive the explicit approval of shareholders®® and is
based on the underlying assumption that managers are those that ultimately adopt
defensive measures.

The second question finds an answer in the fact that boards of many companies, that are
in fact the ones making the decision about the adoption of both pre-bid and post-bid
defenses, are controlled by the managers of the company. Management is often the
receiver of proxies from the shareholders and can thus fill the board with persons under
his or her influence. At the same time the first question does not seem to be covered by
the management entrenchment hypothesis and remains unanswered.

One possibility of course is that most takeover defenses are adopted through proxy
voting where the management is the appointed beneficiary. Yet there is a lack of
evidence that would support such a clam and it would be highly unlikely that
shareholders would be willing to transfer their voting rights to the management that acts
so grossly in contradiction with their interests, as perceived by the simple finance
theory.

If one would hypothesize further, it could be that the managers possess certain special
features that create a bond between them and the shareholders. For example, the
company used to be family owned and to raise more capital, the company undertakes to
list its shares on the stock exchange. As the firm is small, most buyers are persons who
know the company and in order to protect the existing management, agree to adopt
defensive measures.

This explanation would fall under transaction cost economics approach whereby the
managers and the shareholders possess interdependent assets which they agree to
protect from any expropriation by outsiders. The simple finance model nevertheless
seems not to be applicable.

The application of management entrenchment hypothesis to pre-bid and post-bid
defenses does not result in different outcomes. With the exception of concentration of
ownership, which lies outside management control, all other pre-bid defensive strategies
are directly or indirectly under the influence of the management of the corporation.
Such actions, if directed towards the elimination of ids for the company, are in contrast
with the interest of the shareholders and serve as a method for entrenching the
management.

Similarly, post-bid strategies can be al seen as an active method of harming
shareholders' interest, with the possible exceptions of white knight and management
buy-out being, in broad sense, the same. This would be the case, if the only
consideration by which to judge alternative bidders would be a higher share price. It is
nevertheless a fact that it is only one consideration and for example effects on
employment or corporate strategy may play a crucia role in determining the winner. In
search of a white knight, it could be often the case that the management comes to
bilateral agreement with the new bidder to keep its present positions or to receive a
substantially higher reimbursement than in the case of the initial bidder.

8 Schnitzer (1995)



To apply transaction cost economics to the same strategies, then the management is
trying to expropriate quasi-rents from the corporations shareholders for their own
benefit both in the case of pre-bid and post-bid defensive strategies. The basic concept
behind management entrenchment hypothesis remains unchanged — the management is
acting in its own self-interest.

IV 3.2 ...and viathe shareholder interest hypothesis

Opposing the managerial entrenchment hypothesis, the shareholder interest hypothesis
claims that stockholder wealth increases when the company uses defensive actions®>.
Weslth increase might come from cost savings in the form of management time
efficiencies, reduced expenditures in proxy fights and smaller investor relations
department?®.

All the studies of shareholder wealth effects of antitakeover measures have limited the
sample period to on average only afew days prior and after the adoption. Although they
find that the effects during this period are negative, the significance of those changesis
minuscule. Although findings differ based on the antitakeover measure adopted, the
ones concerning poison pills find that the negative change is around one percent of the
abnormal returns within a two-day window of the adoption®*.

Much more striking is the fact that adoption of the certain takeover defenses
significantly increases the premiums paid to the target shareholders in case of a bid.
Shareholder gains in bids where the target company has adopted poison pills have been
constantly reported as high as 50 percent over the bids where the target has not adopted
poison pills**. Moreover, studies done on the determinants of takeover premiums find
that antitakeover measures in general are by far the single largest determining factor for
premiums®*®.

Existence of takeover defenses thus increases the bargaining power of the company vis-
avis the bidder forcing up the share premium. This would explain aso why
shareholders are willing to adopt defensive mechanisms even without an eminent threat
of atakeover.

From the simple finance theory perspective the company’s management is effectively
upholding the interests of its owners and, instead of breach of trust and mora hazard,
the management acts in the best interest of the shareholder. From a transaction cost
economics perspective, the management and the board are using the dependability of
the outcome of the takeover on its actions to expropriate the bidder up to its composite
quasi-rents.

% Grossman and Hart (1981)

0 Gaughan (2002)

21 Malatesta and Walking (1988) indicate — 0,915 percentage negative abnormal stock return whereas
Ryngaert (1988) shows a negative return of — 0,34 percent

242 For example Nathan and O’ K eefe (1989) 52 percent and Comment and Shwert (1995) 49,1 percent, on
this matter see also Schnitzer (1995)

23 \/araiya (1988)
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Similar line of reasoning could also lead to the conclusion that the shareholders are
providing the management certain levels of security, thus making them more likely to
contribute their inputs to the functioning of the firm. Following that, and extending the
reasoning not just to the interaction between shareholders and managers, such
safeguards would also enable the company to provide security to employees and
creditors who, as has been shown before, are often subject to expropriation by the
bidder in the case of a successful bid.

Thus, the transaction cost economics approach seems to confirm the observations by
scholars and practitioners, that having the company constantly “on sale” significantly
reduces long-term growth prospects and promotes short term gains™.

Consider the case of pyramidal structures. They are perceived as alowing a sharehol der
to exercise control not in proportion to his share in the equity. At the same time it can be
argued that pyramidal structures are used not only to entrench management and to elude
capital market discipline, but also to substitute for the absence of legal protection for a
contracting party. Membership in such groups helps prevent opportunistic behavior.
This is because the controlling parties at the top of the organizational pyramid of a
group can force the members both to comply with their actual and implicit contractual
obligations and to treat other partiesfairly.

Recall also from Chapter Il that the motivations for takeovers are not aways
objectively justified but driven by the self-interest of the bidding company. If thisisthe
case and takeover defenses are in fact seen as protecting the company from a hostile bid,
then there is no reason why management entrenchment hypothesis should prevail over
the shareholder’ s interest hypothesis.

In a similar manner, consider the fact that shareholders in a “modern” widely held
company are not exercising control over the operations of the company directly but
have delegated that power to the board of directors. In this manner they have vested the
board with powers to promote their interests and, as financial interests of the board are
not of primary importance for holding those positions, there is no reason to assume that
the board is not looking after the interests of the shareholders in adopting defensive
measures.

This would undeniably allow to explain the effects that for example staggered boards
have on company performance. By alowing board members not to be elected en masse
every year but classifying them over several periods would increase the specificity of
their inputs to the firm and thus also increase their productivity and insight.

Naturally, management entrenchment hypothesis would argue that those instances are
common only in companies where the board is under the influence of an inefficient
manager. At the same time both in the US and UK, which are commonly held as being
the most shareholder “friendly” capital market, witness the adoption of antitakeover
measures by on average 40 to 50 percent of listed companies”. It would be
unreasonable to suggest that these are only the companies where board members are
“friends and relatives” of the management. One of the few studies done in Europe

244 Nutall (1999), Lipton (2002), Gordon (2002), see also supra note 249
% | jpton (2002)
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actually shows that institutional and dispersed shareholders are worse monitors of
companies than the holders of controlling majorities®®.

It would be unfruitful to continue the discussion for individual defensive mechanisms,
as the outcome would be the same as for the ones discussed above — there will be
supportive evidence for both management entrenchment and shareholder interest
hypotheses. It is therefore proper to finish with Part | and draw the first conclusions.

Concluding remarksfor Part |

The chapters above have raised an issue of the effects that takeovers and takeover
defenses have on companies, shareholders and management. To a large extent the
discussion here is not novel. The aim has been to show that by following the
conventional path of the finance model, the shareholders are entitled to forbid the
management and the board of the company from breaching the trust that they have
bestowed upon them.

Even though empirical evidence supports repeatedly the fact that takeovers are
motivated by the self-interests of the bidder's management, rather than by the
inefficiency of the target’s management, the target is perceived as acting inadequately
when adopting defensive mechanisms whereas the bidder is merely trying to increase
the welfare of is shareholders. And even this last argument has not found uniform
support in the research.

Taking the approach of transaction cost economics would justify the actions of the
board of the target company by alowing it to either protect long-term investments by
themselves, by the employees and/or by other constituencies. It is nevertheless
undeniable that all successful takeover defenses have the result of entrenching the
management, as it is likewise undeniable that there are managers that pursue that aim.
Subjecting the adoption of defensive mechanisms to the will of shareholders seems to
limit those possibilities but not to eliminate them.

It is thus possible to conclude the first part by stating that it is not possible to
conclusively claim that takeover defenses are either good or bad. In contrast to scholars
that try to find a uniform answer to the question of the feasibility of defensive strategies
in every occasion, | claim that such a question is possible to answer. There are instances
where the adopted defensive strategies serve as entrenching the management and
allowing them wither to abuse their position or to expropriate quasi-rents from the
shareholders. At the same time there are takeovers where the protection of the
corporation against a possible or actual takeover is justified by the need to uphold long-
term interests and protect the constituencies that have contributed firm specific assets.

Recalling that the aim of the 13" Directive is to pose uniform legislative framework
upon al 15 Member States of the European Union, one has to wonder if there is
sufficient rationale behind it. If there is no answer to the feasibility of antitakeover
measures, does it make sense to strive for uniformity? The paper shall return to the issue
in the last chapters but first it is necessary to examine the existing situation in the
countries that are most affected by the adoption of the 13" Directive and to examine the
level of integration that has occurred in past years/decades without the 13" Directive.

246 K abir, Cantrun and Jeunik (1997)
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[The diversity of corporate law in the EU] forms
altogether a cocktail of unnecessary, useless and costly
complexity — Kafka plus the Tower of Babel, shaken
and stirred
F. Bolkestein, EC Internal Market Commissioner,
2001

V Takeover defensesin six EU countries

The following section gives an overview of takeover defenses in France, Germany,
Italy, the Netherlands, Sweden and the United Kingdom. Takeover defenses, as were
shown in chapter 1V, can be found at different levels of corporate environment. Here
they are classified under three headings distinguishing between:

1) defenses extant in the ownership structure and thus generaly lying beyond the
powers of the management;

2) defenses identified in the national company law that limit the use of defensive
measures by regulating for example voting rights and share issues

3) defenses that the board of the company can implement in case of an actual takeover
bid

The section does not strive to give a detailed picture of the measures available within
individual companies but to generalize and explore the possibilities used in national
systems. It must be also considered that the list is not exhaustive, as there are aspects of
national company laws that lie beyond the aspirations of the author.

V 1. France

The French word “sociéte” means both “company” and “society”?*’ leading to the
company pursuing goals of its own, rather than those of only the shareholders,
management, employees or other constituencies®®. The chairman of a French company
is consequently sometimes considered not to act in the name of the interests of the
shareholders whom he represents, but in the name of the company as an entity®*
corresponding to the concept of French individuaism known as “la logique de
I'honneur” #°.

27 Atkins et al. (2000)

8 Foster (2000)

29 pastre (1998)

20 According to that “logic of honour”, the individual considers himself to be a sovereign, independent
power that has to account for his or her actions only to his or her own conscience and to his or her own
sense of honour. At the same time, an individual has an idea what is good for the organization he or she
belongs to. (Groenewegen, 2000) The first Viennot report from 1995 stated in a similar matter that the
primary aim of the company is to act “as a separate economic agent, pursuing its own objectives which
are distinct from those of shareholders, employees, creditors including the interna revenue authorities,
suppliers and customers. It nonetheless represents the common interest of all of these persons, which is
for the company to remain in business and prosper” (Viennot, 1995)
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V 1.1 Defensive measur es deriving from owner ship structure

The French system can be considered protectionistic. Primarily, it is indicated by the
central role of the state in the formation and the evolution of French society, culture and
economy?>’. In recent years, as shareholder activism has increased and capital markets
been turning outside France for financing, the state has undertaken number of
privatizations™2. The privatization process has not, however, reduce the role the state
plays in the economy. In many privatized companies the state maintained:

1) the right of the state to choose a “noyau dur”, a “hard core" group of stable (and
loyal) shareholders,

2) the use of the "golden share"?®

In addition, educational and social background plays an important role in individual
careers, leading to the government and business sectors to be dominated by persons
from the same school, city, social circle, etc®*. Coupled with the fact that individual
shareholders in France have a tendency not to hold their shares directly but through
institutions® it leads to the concentration of power in the capital markets in the hands
of aclosed group of individuals. Concentration of power has aso historically lead to an

increased role of financial intermediaries as financiers of the economy®®.

A study from 1997 found that on average, for both non-listed and listed companies, the
first owner holds 66 percent of the capital. The degree of concentration for listed
companies is lower, but exceeds still half of the capital — 56 percent for the first owner
and 21 percent for the second owner®®’. A similar study from 2002 finds the level of
widely held firms out of a sample of 607 French firms to be 30 percent®®, whereas the

level of family and state controlled firms was close to 70 percent®™°.

Thus on the first level, takeovers are made harder by the concentrated ownership
structure and the existence of strong government control both indirectly and through
golden shares®™. In addition, self-perception of the Frenchmen could act as a limiting

A1 \Wallace (2002) pointing out the roles of Colbert in the 17™ century and de Gaulle in the 20™ century as
promoters of state involvement and control over the economy

2 Guyon (1994)

%3 \Wallace (2002)

> | pid.

%5 Guyon (1994)

26 pastre (1998)

#7 Bloch and Kremp (1997) Surprisingly, they find that concentration increases with the firm's size,
reaching 88 percent for companies with more than 500 employees. Pedersen and Thomsen (1997), who
rely on data from 1990-1992, find the level of combined dominant (20-50 percent of voting share), family
(voting majority) and government (voting majority) owned companies among the hundred largest
companies to reach 65 percent

%8 Including financial and non-financial firms. Leaving out financial firms which are not covered by the
13" Directive would show the level of widely held firms to be only 17,8 percent

%9 Faccio and Lang (2002). Although literature refers often to La Porta et al. (1999), they use a sample
set of only 20 firms for each country. Thus their findings cannot be considered as representative for the
entire country

0 See Section V11 for adiscussion of golden shares' legitimacy in the EC
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factor for cross-border takeovers, where a different regime is imposed upon the

company?®.

V 1.2 Defensive measur es deriving from companies and company law

Takeovers in France, by the definition of the 13" Directive, affect companies with
shares listed on a French regulated market®®®. Two forms of companies are allowed to
list their shares - public limited companies (sociétés anonymes, SA) and partnerships
limited by shares (sociétés en commandites par actions, SCA). A radical defense against
a future takeover bid consists of the alteration of the articles of a SA so as to convert it
into a SCA where the directors have an opportunity to block or postpone the bid®®.

French legidation allows the issuance of three forms of ownership certificates without

voting rights without modification to company statutes; ?**

— adividende prioritaire (ADP)*® created when an increase of capital or a conversion
of shares occur and cannot represent more than 25 percent of the capital and;

— certificats d'investissement (Cl), providing cash flow rights but no voting rights, are
freely transferable and issued in case of an increase of capital or a splitting of
existing shares?® simultaneously with;

— certificats de droit de vote (CDV) which are distributed among voting shareholders
in proportion to their voting rights and are not transferable.

Subject to certain limitations, issuing non-voting shares or CDV's to existing
shareholders can consequently reduce the threat of takeovers.

Differentiation of shares can aso result from a modification of company’s statutes?’:
— shareswith double voting rights issued only to “faithful shareholders’*®;

— preferred shares allowing for increased or cumulative cash flow rights and;

— limitation of voting rights are allowed with the consent of the sharehol ders®®®

Company statues may also alow for the company to enter into contractual agreements
that take effect after abid, subject to removal by the management®™.

%! There is some indication that personal relationships do not constitute an active defense measure
anymore, as capital markets are evolving (Kirry, 1998)

%2 premier Marché and Seconde Marché regulated by Conseil des Marchés a Terme (CMT) and Nouveau
Marché with its own set of rules

263 \Wooldridge (2003)

264 Bloch and Kremp (1997)

%5 Regulated by the law n°78-74, July 1978

%66 The CI cannot nevertheless exceed 25 percent of capital

%7 \Wooldridge (2003)

268 Minimum two years of holding prior to issuance and for a period of maximum of 4 years in listed
companies. Wooldridge (2003) nevertheless casts some doubt if they can really considered to be
legitimate but does not state that for certain

269 Bloch and Kremp (1997) Once again, Wooldridge (2003) argues for their potential illegitimacy

2% \Wooldridge (2003)
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For listed companies, transfers of bearer shares crossing the thresholds®* must be
notified to the company and the competent authority but is not otherwise restricted
unless provided so in company clauses for both SA and SCA%“. Such “clause
d'agrément” is nevertheless not opposable to the acquirer in case of a takeover bid®”.
Agreements between shareholders are not forbidden, but they must be reported to the
CMfmand since 2001 they are unenforceable unless so notified in case of a takeover
bid.

Cross-shareholdings between two public firms cannot exceed 10 percent of the voting
capital®” but it applies only for two firms having their headquarters in France (not if
one has its headquarters out of France)®’®. Extensive cross-shareholding is thus allowed,
and in fact also practiced®”’, through indirect holdings by subsidiaries and intermediary
companies located in other countries.

Both SA and SCA are at liberty to choose either a two-tier or one-tier board system?’®.
The AGM is convened by the administrative board (conseil d'adminitration) or, where
applicable, by the managing board (directoire) which also set the agenda for the
meeting.

French company law alows companies to require that shareholders own their stock as
long as five days before the AGM in order to vote. Many foreign institutions own
French stock through a custodian or sub-custodian, which might in turn hold the shares
under a street name. If the owner wishes to vote by proxy (“Mandats en Blanc”), he
must request the custodian to ask the company to send the necessary registration form to
him. French pension funds (fonds d'epargne retraite) are required by law to vote shares
held by them which has been upheld by France's constitutional court®”®. A new law,
implemented on May 3, 2002, significantly increases the possibilities of foreign
shareholders to use their proxies as they see fit*®.

The scope of the proxy is not generally valid for more than one AGM. The board of
directors (or the managing board) generally benefits from the possibility by being
empowered "en blanc"?®*. These "en blanc" powers must be used by the president of the
AGM to cast a vote in favor of the adoption of resolution proposals approved by the
board of directors (or the managing board) and against the adoption of all other
resol ution proposal s*2.

2! Set out by Directive 2001/34/EC. See Chapter V11

272 Bloch and Kremp (1997). Permissible under Art.L228-23 of the Commercial Code

23 \Wooldridge (2003)

2" Bombrun and Houdayer (2002). Nathan and Fischer (2002) state that the transfer is illegal if the
transfer agreement exceeds 0,5 percent of the voting stock and is not reported

2% Bloch and Kremp (1997)

276 \Wooldridge (2003)

2" Wooldridge (2003) The reason why studies by Faccio and Lang (2002) and others did not indicate the
existence of cross-holdings in France could be hidden in that piece of legidation. Under their
methodology those shareholdings would be represented under the “foreign ownership” heading both in
France and in the intermediary country

28 One-tier board meaning a body that has both the powers to issue directions for the management and to
control their activity. In two-tier boards those tasks are separated.

2° Baums (1997) referring to ajudgement of March 25, 1997

%80 |35 (2002a)

%1 e, without indicating the name of the proxy holder

%82 Baums (1997)
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As performance dependant executive compensation in Latin countries does not reach
the same levels as in the Anglo-Saxon countries?®®, the usage of golden parachutes has
remained modest’*. There is also some doubt about the legality of golden parachutesin
case of a takeover bid but it remains an open question until further legisation is
developed. Directors are, as of May 2002, required to disclose both the size of their
remtégseration package and possible “golden parachutes’ that they have been provided
with*>.

Both public forms of companies — SA and SCA — are allowed to buy out their own
shares only if it is carried through by transfer of wealth, by law decision, in case of
capital reduction, in order to be distributed to employees or in order to regulate the share
price®®. This affects nevertheless only shares that have no voting rights and is limited to

10 percent of all the shares in the same class™".

A committee, composed of France's two largest employer associations, the Medef and
the AFEP-AGREF and headed by Daniel Bouton, the chairman of Société Générale,
issued a report in the third quarter of 2002 proposing changes to the French corporate
governance system. One of the main recommendations of the so called Bouton report is
to significantly increase the level of independent board members and to cut down the
powers that the French system currently provides to the boards?®®,

V 1.3 Regulation of takeover activity

The French legal and regulatory framework for takeovers has underwent significant
changes in past years™, predominantly as a result of the high-profile takeover bids
which made the French headlines in the late 1990s. There are three supervisory
authorities overseeing the compliance with main regulating instruments™ — the
Commission des Opérations de Bourse (COB), Conceil des Marchés Financiers
(CMP)®' and the Société des Bourses Francaises (SBF). Takeover offers are
categorized into the cash offer (offre publique d achat, OPA) and the share offer (offre
publigue d’ échange, OPE). An offer that is a mix of these, as it is often the case, is
called the offre publique mixte (OPM).

French tender offers must be irrevocably guaranteed by the banks acting for the bidder
from the day the offer is filed with the CMF. This concerns also mandatory bids, which
are triggered when the bidder acquires at least 33 percent stake in the target
corporation®. In a similar manner, partia bids are not alowed under French

%83 \Weimer and Pape (1999)

4 Roe (2002) argues that this is due to the tensions that it would create between the line-workers and the
senior managers

%8 \Wooldridge (2003)

%8 B|och and Kremp (1997)

287 \Wooldridge (2003)

%88 | 35 (2002a)

%8 Bombrun and Houdayer (2002)

20| aw of August 2, 1989 relating to the Security and Transparency of Stock Markets, the Réglement
Générale issued by the CMF from November 5" 1998 and Réglement 89-03 of September 1989 by the
COB (Wooldridge, 2003)

#1 Responsible for enacting general regulations governing the organization and operating principles of
the stock markets

292 gchoenfeldt (2000)
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regulations. Takeover offers must be made for all of the target's ordinary shares and
other securities (such as convertible bonds or warrants) that give access to ordinary
equity or voting rights.?*

Post-bid defensive measures are permitted provided that the general meeting has, prior
to the offer, given express authorization for them for a period of time between two
general meetings. Such authorization allows for defensive measures from poison pillsto
extended share acquisition of company’s own shares”®. What is prohibited in the
French system, is altering of any strategic activities which may have made the target
company attractive to the bidder. The management may, on its own initiative, search for
competing bids —i.e. white knights — and initiate a Pac-Man defense.

Employee rights are protected by the inclusion of the requirement for the bidder to
provide the target’ s works council with a copy of the offer document, which includesits
labor policy for the target. If the bidder subsequently refuses to meet the representatives
of the target’ s employees, the bidder will loose all the voting rights owned by the bidder
in the target®®. The bidder does not, however, have to modify the offer according to the
opinion of the target’s work council*®.

V 2. Germany

The principle that echoes in the German corporate governance system is that economic
efficiency is worth sacrificing to "protect” non-shareholder constituents of the
corporation®’. German system of corporate governance emphasizes heavily the role of
employees, who have been given substantive powers, as compared to other European
countries, to influence the management of the company?*.

V 2.1 Defensive measur es deriving from owner ship structure

German corporate ownership is best described by a single word — banks. As a result of
various economic and socia factors, large German banks have become the largest
shareholders and most active board membersin the large corporations®™.

Studies done on corporate ownership in Germany support this empiricaly. An
examination of 402 officialy listed companies in 1996 showed that 77 percent of an
average firm's voting rights were controlled by large blockholders®®, which

298 Nathan and Fischer (2002)

29 \Wooldridge (2003)

2% guch voting rights are only restored when either the works council does not request another meeting
within fifteen days of the initial meeting, or at the time the bidder meets with the works council

2% Nathan and Fischer (2002). This could be seen as a consequence of the efforts of the French socialist
elite and politicians to stabilize employment (Roe, 2002)

27| oewenstein (2002)

2% As Roe (2002) puts it: “codeterminations “just” formally (manifests) the underlying drive for
institutions that would keep social peace and, historically, a middle way between harsh capitalism and
strong socialism”

2| oewenstein (2002)

3% Controlling at least 20 percent of voting rights
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corresponds to 47 percent of the market value. About two thirds of that were controlled
by banks, industrial firms, holdings, and insurance companies®™*. Another study, relying
on earlier information, shows that the share of dominant, family and government owned
companiesis 66 percent®®,

Out of 704 publicly listed firms in Germany, in a study based on data from 1999, the
authors find that widely held firms in both financial and non-financial sector comprise
about 24 percent out of which financial firms account for more than nine®*. Leaving out
also widely held corporations®, Germany exhibits the lowest level of widely held
corporations among the 13 studied European countries.

Golden shares, remaining in the hands of the state after privatizations, are also alowed
in Germany>®. Likewise, Germany has the highest level of cross-holdings in Europe,
accounting for about three percent of the total number of companies®®. Thus, similarly
to France, concentration of ownership with a substantial level of cross-holdings creates
the first barrier to takeovers™”.

V 2.2 Defensive measur es deriving from companies and company law

The 13" Directive affects two types of companies alowed to be listed on German
regulated markets’® — the stock corporations (Aktiengesellschaften, AG) and
partnerships limited by shares (Kommanditgesellschaften auf Aktien, KGaA)*®. Thus,
in a similar manner to France, the company may alter its articles of association to
restructure form itself from AG to KgaA. Due to close connections between German
banks and companies, poison debt may be more easily used than in those countries that
do not share such proximity®™.

A powerful antitakeover measure can be found in the very foundation of the German
company law system — the two-tiered board. Under German legislation®™, all stock
companies and companies with a certain number of employees®? to have a two-tiered
board system where the management (Vorstand) board is subject to scrutiny by the
supervisory (Aufsichtsrat) board. Existence of a supervisory board with employee
representation, next to the management board, forces any bidder to seriously consider
the attitude of employees.

%01 Boehmer (1998)

%02 pedersen and Thomsen (1997)

%03 Faccio and Lang (2002)

%4 Non-financial firms, widely held at 20 percent threshold

%% \Wooldridge (2003)

3% Faccio and Lang (2002) Firm A controlled by another firm, that is controlled by A, or directly controls
at least 20 percent of its own stocks.

%7 This could be seen also as areason why hostile takeoversin Germany are so rare. The historical bid of
Vodafone from UK on Mannesmann in Germany could be carried through only because the shares of
Mannesman were widely held. Mgjority of them by US investors (H6pner and Jackson, 2001)

%08 Amtliche Notierung and Geregelter Markt including the Neuer Markt

%9 Freshfields Bruckhaus Deringer (2002).

319 \Wooldridge (2003)

311 Codetermination Act of 1976

%12 For companies that have between 500 and 2000 employees, one-third of the supervisory board must
consist of employee representatives which increases to one half, if the number of employees exceeds
2000. Appliesto al the forms of companiesin Germany (Loewenstein, 2002)
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An antitakeover measure used in Germany, deriving from the two-tiered board system,
is the issuance of special class of shares having the right to make nominations to the
supervisory board®=. Two-tiered board system makes the use of staggered boards also
much more formidable than in countries with a one-tier board system.

Different levels of defenses prior to the bid can be implemented as a result of the
combination of two boards™*. Increases in share capital®', acquisition of company’s
own shares and shareholder agreements are allowed by the legidation with the approval
of shareholders®®. Contrary to France, German legislation does not alow for the
issuance of multiple vote shares®’ but does allow the issue of preference shares

carrying no voting rights*®,

In Germany, registered share transactions take place by means of entries in a current
account. Such shares are included in a collective safe deposit, and share registers are
frequently maintained by electronic means. It is permissible to vote electronicaly in
respect of such shares. Their use makes it possible for the bidder to easily determine
who owns them, and to communicate with their owners®*® but given also the company
the same opportunity.

Supermajority amendments are allowed according to German legidation if implemented
through articles of association. As in France, the company may enter into contracts that
take effect upon the redization of the bid®*®. Although the usage of golden parachutes
might be in contradiction with legislation, allowing only “reasonable compensation”*#,
there are indications that executive pay in Germany is rising and extraordinary high

payments are more widely used®?,

V 2.3 Regulation of takeover activity

German takeover legislation was changed on November 15", 2001 when the Bundestag
passed the Act on the Acquisition of Securities and Takeovers (Wertpapiererwerbs- und
Ubernahmegesetz, hereinafter the Act)®%, which entered into force on January 1, 2002.
The Act replaced the non-binding Takeover Code, an instrument of voluntary self-
regulation, which became effective on October 1, 1995°* but was not widely adhered
to.

%3 Mennicke (2003) The supervisory board has the right to approve defensive measures. See following
section

314 Management board actions have to be confirmed by the supervisory board

%1% | n the same manner asin France, it is limited only to 10 percent of share capital

316 \Wooldridge (2003)

817812 (1) of the Public Companies Act (Aktiengesetz). This applies though only to ordinary shares

%18 | bid. §139 (2) but only up to 50 percent of the share capital

319 K rause (2002)

%20 \Wooldridge (2003)

%L | bid.

%22 Cheffins (2001)

%23 Freshfields Bruckhaus Deringer (2002) All references to the Act are to the translation provided by this
source

34 Amended on January 1% , 1998
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Actions of the target are regulated primarily by 833 of the Act that sets about clear
limitations on the activities the board of the target company can take. It states that “the
managing board of the target company may not take any actions which could prevent
the success of the offer”.®* At the same time it is also stated that such provisions “shall
not apply to actions which a prudent (ordentlicher) and conscientious (gewissenhafter)
manager of a company, which is not affected by a takeover offer, would also have
taken, to the search for a competing offer and to actions consented to by the supervisory

board of the target company”.*%°

Thus, although the actions of the board are limited to “business as usua” he may
engage in a search for a white knight. It is not clear if “prudent and conscientious’
behavior would allow for, for example, the sale of any assets or making additional
acquisitions but it is doubtful. Action could nevertheless be taken if it were approved by
the supervisory board, which, given the high level of representation of employees, could
be obtained especialy in case of a hostile bid®*’. This could be emphasized by the
general provision that requires both the managing and the supervisory board to act in
the best interest of the company, not merely the shareholders®*.

On amore generd level, similarly to France, the management board may take actions to
“prevent the success of takeover offers’®® if explicit authorization has been given
directly by the shareholders for 18 months at the most®*. Such an action must get the
acceptance of at least two thirds of the share capital represented at the vote but the
articles of association may specify a higher majority and any further requirements.®* A
peculiarity of the two-tier board system is that the managing board is not directly liable
to the shareholders but to the supervisory board. Thus, in case of any action taken by the
management board that is not approved by the shareholders, the latter can only
complain to the supervisory board.

The Act does not limit control only to securities bearing voting rights. Under the
definition of securities subject to takeover offer*? aso securities comparable to and
certificates representing shares are included. This would indicate that also rights issues
and convertible debt, that are created for poison pill, are covered by the Act and would
in that manner be also possible to buy by the bidder.

The Act does not only regulate the activities of the target. The bidder is liable for
adhering to the offer document under a threat of paying damages to anyone who has
accepted the bid (if he has acquired control in the company®®) based on the information
presented in the offer document if it turns out to be incomplete or incorrect®*. This
seems to represent another possibility for the protection of employees. In the existence
of employee share ownership plans, employees may pursue subsequent litigation if they
perceive that their rights position has been abused.

%25 833 (1) of the Act

%% | bid.

%7 Recall that as a consequence of a takeover, employees often have to bear some of the costs of the
bidder

28 §3 (3) of the Act

%29 §33 (2) of the Act

%201t has to be approved by the supervisory board

L | bid.

%32 82 (2) of the Act

%33 829 (2) definesit as being 30 percent of voting rights
%34 812 (1) of the Act
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V 3. Italy

Italy presents corporate governance mechanisms that cannot be homogenized into any
of the usually studied Anglo-Saxon, German or Japanese models. Small firms dominate
the economy, with a limited number of even medium size firms. And yet those firms
have obtained remarkable results by being clustered in the same area, the "industrial
district,” where they exploit externalities of various nature. They are linked through
stable inter-firm relationships that mimic the productive structure of larger firms.
Finally, these small firms have shown a notable tendency to invest in research and

devel opment™®.

V 3.1 Defensive measur es deriving from owner ship structure

A characteristic of Italian ownership structure is an extensive use of pyramids.
Approximately fifty to sixty percent of listed firms are a part of corporate groups and,
unlike most other countries, even relatively small companies tend to participate®®.
Stand-alone companies have never presented more than 30 to 40 percent of the total
number of companies on Milan Stock Exchange®’.

Latest studies conducted on ownership structure in Italy find dominance of family
controlled companies (60 percent)®®. Earlier studies show a total lack of dispersed
ownership with the government controlling 29 percent of al the voting rights in listed
companies®™®. Combining that with a single dominating owner and family control
shows, similarly to later studies, an overwhelming concentration by 71 percent leaving
29 percent to foreign owners.

A recent study on historical development of ownership structuresin Italy shows that the
picture has not changed a lot during the 100 years*®. Privatizations by the government
over years have reduced the share of government ownership, but the beneficiaries seem
to be other concentrated groups of owners®*.

Thus, in amanner similar to France and Germany, concentrated ownership can be seen
as acting as an obstacle to takeover activity.

V 3.2 Defensive measur es deriving from companies and company law

Companies in Italy can be in general categorized into two broad groups - societa di
persone (societa semplici, societa in none collettivo, societa in accomandita semplice),

% portolano (2000)

%6 Aganin and Volpin (2003), Bianchi, Bianco and Enriques (1997)

%7 |bid., Faccio and Lang (2002) nevertheless report 29 percent of such holdings examining 181
companies controlled at 20 percent threshold

%38 Faccio and Lang (2002) out of a sample of 208 listed companies

%% pedersen and Thomsen (1997)

%0 Aganin and Volpin (2003)

¥ I bid.
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where liability is unlimited for at least some of the owners, and societa di capitali
(societa per azioni, societa in accomandita per azioni and societa a responsabilita
limitata), where liability is, normally, limited®*2. Only societa per azioni are allowed to
be listed on stock exchange and are thus subject to the articles of the 13" Directive.

In Italy, publicly traded companies are very rare. During the 1982 to 1992 period, 1700
companies satisfied the listing requirements of the Milan Exchange, but there were only
66 new listings of non-financial companies during that period. Those companies that
were eligible to list were, on average, four times as large as their U.S. counterparts
(based on annual sales). In fact, there was approximately the same number of firms
Iisted3 gn the Milan Stock Exchange in October 1996 (218) as there was in 1910
(210)7™.

Cross-holdings of listed companies are limited to a maximum of two percent of share
capital when both companies are listed®* If one of the two gains control on the other,
however, the votes of the other cannot be exercised. If one company is listed and the
other one is not, then when the listed company reports aten per cent holding or more in
the non listed company, the latter may not hold more than two per cent of the sharesin
the former. When the non-listed company reports a two per cent holding or more in the
listed company, the latter may not hold more than ten per cent of the shares in the
former®®.

In societa per azioni the shareholders meeting adopts resolutions upon the following

matters:

1) theapproval of annual accounts,

2) the election and removal of directors («amministratori»), internal auditors
(«sindaci»), and liquidators;

3) determination of their compensation;

4) for listed companies, choice of the external auditor;

5) other matters as indicated in the company statute or as submitted to its approval by
directors or by internal auditors;

6) the authorization of liability suits against directors, «sindaci», and liquidators;

7) the modifications of the company statute (including mergers, divisions, and new
issues of shares), issue of bonds, listing on a stock exchange, election and powers of
liquidators.>*

Minority shareholders representing at least 20 percent of the issued capital may request
the assembly of GM. In order for shareholders to take part of the meeting, transfers of
shares have to be registered in the shareholder register, and shares have to be deposited
at the company’'s site or at the bank at least five days before the meeting. Such

%2 Bjanchi, Bianco and Enriques (1997)

3 Aganin and Volpin (2003)

34|, if alisted company reports a two per cent holding or more in another listed company, the latter
may not exercise the voting rights attached to shares in the former exceeding two per cent of the voting
shares

5 Bianchi, Bianco and Enriques (1997) For non listed companies there are no limits to cross holdings
between two companies, when neither of them controls the other, although it is generally forbidden for
two companies to reciprocally underwrite each other’s shares. When a company is controlled by another
company, it may not hold more than one tenth of the sharesin the latter (taking aso into account treasury
shares and shares held by other controlled companies). Facio and Lang (2002) show that only 1 percent of
companies use cross-holdings

¥ I bid.
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requirements make it rather difficult for minority shareholders of large companies to

obtain a sharehol ders meeting®"’.

Shareholder agreements are alowed by national legislation only if:

a) notified to regulatory authority of the stock market (Consob) within five days from
the date of their conclusion;

b) published in abridged form in the daily press within ten days from the date of their
conclusion;

c) entered in the Company Register of the place where the company has its registered
office within fifteen days from the date of their conclusion®®

Voting rights attached to listed shares for which the requirements have not been
satisfied, may not be exercised®*. Although multiple voting shares are not allowed in
ltaly since 1942, listed companies have been allowed to issue non-voting shares® up to
50 percent value of the voting shares®”.

Directors, general managers and employees of the company or of a subsidiary company
may not act as proxy in the company’s meeting. Since 1974, banks are forbidden from
offering proxy-voting services; in 1996 they were allowed to offer them to the clients of
their asset management department. No one can act as proxy agent for more than 50,
100 or 200 shareholders of alisted company (10 for a non-listed company) **.

Individual shareholders or minority shareholders may not sue directors for damages
suffered by the company. Only the company, after a resolution by the shareholders’
meeting, may do so. Directors are forbidden, even qua shareholders, from voting in the
resolutions regarding their liability,. Shareholders representing at least 10 percent of the
issued shares may ask a Court to order an inspection of the company, alleging serious
irregularities; if such irregularities emerge, the Court may nominate a <«udiciary
director» who might also sue former directors™>.

V 3.3 Regulation of takeover activity

Iltaly has rather recently seen aradical change in the legal regime of defensive tactics®™”.
Although Italy has regulated tender offers since 1992, the legislation implemented in
1998 through the Financial Law Consolidated Act, created substantial shifts in the scope
of antitakeover measures™. Whereas the 1992 legislation provided for the board of the
target to adopt “absolute passivity”, the subsequent changes allow defensive measures
subject to shareholder approval.

7 | bid.

¥8 Article 122 of the Italian Civil Code

9 Bonante and Tucci (1999)

%0 savings shares or "azioni di risparmio”

%! pPortolano (2000)

252 Bianchi, Bianco and Enriques (1997) the increasing number is related to company’ s issued capital
53 1 bid.

%4 Portolano (2000)

%5 Bonante and Tucci (1999)
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Thus, in a similar manner to Germany and France, Italian companies are allowed to
adopt defensive measures with the prior approval of shareholders®™®. The article is
nevertheless vague on what exactly constitutes shareholder approval by stating that
“shareholders meetings, ..., shall adopt resolutions where shareholders representing at
least thirty percent of the capital vote in favor”®’. Shareholder approval seems to
warrant all possible defense mechanisms available from poison pills to asset sell-off.
Restrictions on those matters are imposed only upon the actions taken by the
management and the board of the target.

Unlike in Germany and France, the target is forbidden to change its articles of
association. In a similar manner, the target is also forbidden to use the acquisition of its
own shares®® as a defensive mechanism. The company is nevertheless allowed to do it
before the bid®™® but, similarly to France and Germany, only up to 10 percent of the
share capital and only for non-distributed profits resulting from the latest accounts®®°

No shareholders meeting is needed in order to by back shares (which will be very
difficult to achieve during a takeover attempt because of the requirement that a
shareholders meeting will be called at least 15 days in advance®'), provided the
shareholders' meeting has authorized the directors to buy back shares for a maximum
period of 18 months. If this period expires without the company being subject to a
takeover period, such authorization can be renewed for a further 18-month period®®.

The sale of 'crown jewels appears to be feasible under Italian takeover legidation. The
prohibition on altering significantly the assets and liabilities of the company, is referred
to the company's directors. Accordingly, the company directors can cal the
shareholder’s meeting in order to approve 'significant' alterations of its assets and
liabilities and so any sale of the ‘crown jewels. In addition; it appears that it should be
possible to establish in the company's memorandum of association that, in
circumstances such as the company becoming the target of a takeover attempt, the
directors can call the shareholders meeting to decide upon the sale of its 'crown jewels

to a'white knight>®,

V 4. The Netherlands

Netherlands could be described as the “off-shore country” for managers. The Dutch
Polder Model, aimed at a consensus of all the stakeholders in any significant matters®®,
together with the structuurregime®®, creates an atmosphere where shareholder interests
are only a part of the general interest of the company. The system seems to be

%6 Article 104 of the Legislative Degree of 58 of 24 February 1998

%7 Bonante and Tucci (1999)

%8 | hid. Regulated by Article 132 of the Degree

%9 Wwithout the explicit approval of the shareholders if the latter have granted such a permission during
the preceding 18 months

%0 portolano (2000) According to Article 2357 of the Italian Civil Code
%1 Macey (1998)

%2 Bonante and Tucci (1999)

%2 Portolano (2000)

%4 Metter and Stumphius (2002)

% gtumphius (2001)
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transforming and shareholder wealth plays an increasingly more important role in

running companies™®.

V 4.1 Defensive measur es deriving from owner ship structure

Studies of the Netherlands ownership systems have been limited. The latest available
information is from 1997 and covers only 20 of the largest companies™’. These results
show that those firms are either widely held (at 30 percent) or fall under the category of
miscellaneous (35 percent)®®. Earlier studies distinguish also between domestic and
foreign owned companies finding the dominance of dispersed (23 percent) and foreign
(34 percent) owners®®. Same studies aso indicate that Dutch companies are controlled
most commonly by three large block-holders from within Netherlands A possible
reason for the lack of information in the later studies could be found in the comments
quoting Stichting Toezicht Effectenverkeer (STE), the Securities Board of the

Netherlands:

“The implementation of the 1992 Act has resulted in the list of disclosed notifications
being no more than an historical overview that has been overtaken by countless events
and no longer provides the desired transparency of the (Dutch) stock market.
Furthermore, the file corruption will become greater with the passage of time. Given
the above and the fact that the 1996 Act does not empower the STE to take any
measures in this regard which would lead to an up-to-date overview, the STE does not
issue this list to third parties.” 3

Using older studies as a basis, it is possible to conclude that there are no obstacles to
takeovers as majority of shares are widely held both by locals and foreigners or,
opposing that, the concentration of control in the hands of intermediaries serves as
promoting companies’ interests.

V 4.2 Defensive measur es deriving from companies and company law

Large Dutch companies, which form an overwhelming magority of Dutch listed
companies (naamloze vennootschap), are required under the Large Company Regime
(structuurregime) to implement a two-tier board structure where the supervisory board
has extensive powers. These include the appointment of members both to the
management board and the supervisory board (sic!). The supervisory board is also
responsible for accepting annual accounts. These provision can be overruled by the

sharehol ders only with a two-third majority®".

%6 Kodde and Burggraaf (2002). Wider focus on shareholder value seems to be the result of the
recommendations of the “Peters report” in 1997

%7 | aPortaet al. (1999)

%8 |bid. Miscellaneous is defined as covering pension funds, mutual funds, voting trusts, management
trusts, groups, subsidiaries, non-profit organization and employees

%9 pedersen and Thomsen (1997)

370 Faccio and Lang (2002)

37 K abir, Cantrun and Jeunik (1997)
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The supervisory board is required to act in the interests of the entire company and not
merely the shareholders. Shareholders are allowed to dismiss the supervisory board only
through the intervention of the enterprise court*”>, Companies that do not fall under the
requirements of the structuurregime®® are likewise alowed to have two-tier board
system but it is not mandatory.

Under Dutch regulations, the company may also issue depository receipts (certificaten
van aandelen) to the general public. These entitle the holder to cash flow rights but do
not allow exercising voting rights of the shares against which the receipts are issued.
Actual shares are held by a foundation with a board, which is usually composed of
representatives of the company and some independent directors®™. The depository

receipts are exchangeable for shares only up to certain limit>™.

In addition to depository receipts, also preference shares can be issued up to a certain
percentage of nominal capital per year. In most cases these shares are issued to a special
purpose foundation controlled by the management and the supervisory boards being
limited to 50 percent of the total share capital of the company. If the foundation is not
controlled by the company, either directly or indirectly, the amount of preference shares
to be issued to that foundation can equal the amount of total outstanding share capital.
Those shares can be issued also during the bid against the company and are to be paid
up only up to 25 percent of their nominal value thus reducing significantly the
requirements for financing®".

Companies can aso issue priority shares providing the shareholders with specific voting
rights set out in the articles of association. Most notably, this pertains to the right to
submit a binding proposal for the appointment of the management board®”’.

Several other defensive measures exist in Dutch company law. For example, the
company can issue two classes of shares with different nominal values but with similar
economic rights and obligations®®. Also, companies sometimes use a so-called twin
structure (structuur vennootschappen)®. Thereby the shares of two companies, a
holding and sub-holding company, are listed at the stock exchange. If the holding and
sub-holding company each list say 49.9 percent of their shares, then maximum liquidity
is realized, while retaining control of the company through the 50.1 percent of shares
not listed.

Proxy solicitation was introduced into Dutch law in 1999 with the purpose of reducing
shareholder absenteeism. The management board is granted the authority to determine a
record date when convening a general meeting. Shareholders registered as such on the
record date have voting rights, irrespective of whether they own the shares on the day of

372 stumphius (2001)

373 |n short the company falls under the structuurregime if 1) the issued capital plus reserves are equal to
or greater than euro 4613 million, (ii) the company (or a group company) has set up a works council, and
(iii) the company, including its group companies, employs at least 100 people in the Netherlands,

3 K odde and Burggraaf (2002)

375 Metter and Stumphius (2002)

376 Corhey and Rad (2000)

7 | bid.

%78 Under Dutch law voting rights depend on the nominal value of the shares. Consequently, by issuing a
class of shares with a high nominal value, control can be exercised by a party holding a small number of
these shares

3 For example Heineken
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the meeting. The most contentious issue in the proxy solicitation provisions is the
contemplated maximum record date period of seven days before the meeting, which

according to many is insufficient to create aworkable practice of proxy solicitation®®.

A study done in 1997 found that 90 percent of Dutch companies are protected by at
least one defensive measure and 27 percent adopt more than three different defensive

measures™:,

Apparently the landscape is transforming. In January 2002, a legislative proposal was
introduced containing a number of changes in Dutch corporate governance rules mainly
aimed at increasing the power of the shareholders meeting. The proposals have not
questioned the fact that the company should be run for the interest of al the

stakehol ders of the company, not just the sharehol ders®*?,

V 4.3 Regulation of takeover activity

Until recently, public offersin the Netherlands were almost exclusively regulated by the
Merger Code, a set of voluntary rules of conduct. On September 5" 2001, chapter one
of the Merger Code which contained rules protecting shareholders' interests in the case
of a public offer, was incorporated in the obligatory Securities Transactions
Supervisions Act 1995 (Wte)*®,

Takeover regulation was separated into two phases. Phase one was the incorporation of
chapter one of the Merger Code in the Wte. Phase two would involve investigating to
what extent the offer rules should be amended in view of developments in the market

and in EU initiatives relating to public offers (for example the 13th EC Directive)®*.

Under new rules, the Financial Markets Authority (FMA) is given extensive freedoms
to determine compliance with new regulations. FMA is authorized to enter the business
premises of either the target or the bidder to obtain any information or documentation it
deems appropriate. In addition, the Financial Markets Authority can instruct the bidder
or the target company to follow a particular line of conduct whether in the form an order
or a sanction. The offering rules are essentially not only directed at the bidder and the
target company but aso to their managers and directors and consequently the
instructions given extend to these managers and directors as well. Any cost relating to
carrying out inspections can be recovered by the authority from the bidder®®°.

All decisions may be appealed to the Trade and Industry Appeals Tribunal not only by
the bidder and the target but aso by all other interested parties. The decision of the
tribunal is final®*. Now that the offering rules form part of the Securities Act, any
violation may, if atort is committed, also give rise to an obligation to pay damages™”.

380 gtumphius (2001)

%1 K abir, Cantrun and Jeunik (1997)
%2 Metter and Stumphius (2002)

%3 K odde and Burggraaf (2002)
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New rules regulate takeover bids also for all securities to which possible voting right is
associated and also to non-exchangeable depository receipts for shares as opposed to
previously regulating only offers on actual shares and depository receipts. However, an
exemption applies to offering rules for offers made by companies on their own
securities regardless of the type of securities. Moreover, al parties involved in a public
bid are bound by the offering rules and the offering rules also apply to foreign
bidders™®,

If previous regulations applied only to Dutch companies listed on Dutch stock
exchange, then the new regulation extends that to all the companies registered on Dutch
stock exchanges. The bidder is also forbidden for three years after the bid not to buy
shares in the target company at more favorable terms than envisaged in the offer
document by other means than open market purchases®.

On the matter of defensive measures the regulation states that if a party, during a period
of one year provides and has entered into a dialogue with the target 70 percent of the
outstanding capital, this party may request the enterprise chamber to set aside certain
protective measures of the company. This may mean that preference shares should
either be withdrawn or transferred to the 70 percent majority shareholder, the
supervisory board should resign, priority shares should be withdrawn or transferred and
depository receipts should be exchanged against ordinary voting shares®®.

In calculating the 70 percent capital, certain shares are disregarded. Essentially, shares
either paid up in full or only in part, such as, for example, preference shares, shall be
disregarded in the calculation of the 70 percent if the shares were issued with the aim of
protecting the company against takeovers®™'. Those restrictions can only dismissed if
the management and the supervisory boards show that the intentions of the majority
sharehol ders are substantially against the interests of the company®®.

Furthermore, the enterprise chamber may attach certain conditions to setting aside
protective measures. It could for example be required that a public bid on the remaining
outstanding share capital is issued. The enterprise chamber can determine the equitable
price for any such offer after having obtained expert advice.

The regulatory legislation relating to public bids gives extensive powers to the Financia
Market Authority, allowing a series of measures against bidder and target companies.
This new legislation confirms a trend whereby existing governance structures granting
protection to management and supervisory boards are slowly being replaced by a
tougher shareholders' wealth approach.

%8 Metter and Stumphius (2002)
9 | bid.
0 K odde and Burggraaf (2002)
%1 | bid.
%% | bid.



V 5. Sweden

The Swedish system of corporate governance system can be seen as an attempt to find a
compromise between labor movement and capital owners. The system tries to promote
long-term investments and social responsibility of employees by providing safeguards
to the capital owners®®,

V 5.1 Defensive measur es deriving from owner ship structure

The fact that few families or interest groups directly or indirectly control Swedish
companies, is widely accepted. Studies on Swedish ownership structures show that the
level of family control is extremely high. Recent evidence from 1998 shows that
ownership is concentrated in the hands of families (47 percent) with wide ownership

dispersion closely following (40 percent)®**.

Another study from the same period, focusing solely on Sweden, finds the ownership
structure to be even more concentrated. Families and interest spheres control 70 percent
of al the 304 listed firms in the sample set holding on average amost 38 percent of
voting rights®®. An earlier study using 1992 data finds the level of dispersed ownership
to be only 4 percent and together with foreign ownership only 18 percent with the rest
being under the control of a single dominant shareholder, family, cooperative or the

government®®.

Next to Belgium, Sweden has also the highest fraction of firms with concentrated
ownership structures — 53 percent through mainly pyramidal ownership structures™”.
Even more, Sweden has the highest level of cross-ownership of companies after
Austria, Germany and Italy*® and extensive use of pyramidal structures®.

This leads to conclude that defensive measures found in the ownership structures are
very strong and should even, on their own, reduce takeover activity significantly. There
are sign though, that the system is transforming as the share of foreign ownership
increases constantly*®. Already now the Swedish Stock Exchange is one of the most
competitive ones in the world**.

%% | bid.

9% Faccio and Lang (2002)

3% Agnblad et al. (2001)

%% Thomsen and Pedersen (1997)

%7 aPortaet al. (1999)

%% Faccio and Lang (2002)

%9 | a Portaet al. (1999). Faccio and Lang (2002) show that out of 149 firms in their sample, 16 percent
opt for pyramidal ownership.

“% Henrekson and Jakobsson (2002)

“0L A recent acquisition of the Finnish Stock Exchange by the Stockholm Stock Exchange serves as a
vivid example
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V 5.2 Defensive measur es deriving from companies and company law

The only form of company in Sweden that is alowed to offer shares and other securities
to the general public is the public limited liability company*® (aktiebolag, AB). The
shareholders of the AB are generally not liable for its obligations beyond their share in
the equity and are thus shielded from unforeseen liabilities. The AB isaso alegal entity
separate from the shareholders thus only the board and general manager has the right to
act on behalf of the company in relations with third parties*®.

Next to concentrated ownership and pyramidal structures, Swedish companies also issue
dual-class shares with the limitation of A-class shares having up to a maximum of 10
votes more than B-class shares®™. Similarly aso rights of preemption®®, shareholder
agreements and voting restrictions are allowed. A study from 1998 shows that out of a
sample of 100 firms listed on the stock exchange 65 percent are using dual-class shares,
13 percent preemption rights, 4 percent voting restrictions and 5 percent shareholder
agreements’®.

This can be seen aso as an indication towards promoting long-term investments as
realization of capital gains is subject to high taxation*”’. Together with the significance
of the social status and reputation concerns®® it probably also explains why golden
parachutes are not commonly used, although permitted under national legislation®®.

The AB is managed by a board of directors*° and company’ s employees have the right
to be represented in the board**. The duration of directors mandate is set forth in the
by-laws of the company. The term may nevertheless be more than four fiscal years and
isfixed so that it expires at the end of the annual general meeting.

The general manager, in charge of day-to-day, activities has quite wide powers but heis
not allowed to acquire long-term debt that will bind the company without board's
approval.

92 Regulated by the Swedish Companies Act

03 Baker & McKenzie (2002)

04 At least in 1999 Ericsson still had a vote/equity differential of 1/1000 but thisis an exceptional case

“% A right to redeem a non-listed share class that have been passed to a new owner

% Agnblad et al. (2001), Faccio and Lang (2002) show that 66 percent of companies in a sample of 245
firms use dual -class shares

“7 Henrekson and Jakobson (2002) stating also that a central element of the Swedish Social-Democratic
economic policy has been to discourage wealth accumulation at the individual level

“%8 Agnblad et al. (2001)

% Consider in this light the reactions of the press and public to the USD 90 million compensation
package received by the CEO of ABB, Percy Barnevik in 1996 and USD 50 million by Goeran Lindhal in
2000. Despite that, there seems to be a tendency for increased use of excessive remuneration packages for
senior management. ISS (2002) reports that in 2002 approximately 25 percent of the most traded
companies proposed stock option plans for their executives. In 1997, only 2 percent of the total
compensation of executives were a result of conversion of stock options whereas in 2001 the figure was
22 percent.

4% The board must consist of at least three persons who are elected at the general meeting of the
shareholdersif not otherwise stipulated in the by-laws of the company. The role and powers are generally
regulated in Article 8 of the Companies Act

“1 Act on Board Representation for Privately Employed allows for the representation of two members if
the company employees at least twenty-five persons under the prerequisite that there is a collective
agreement between the employer and the trade union
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The power to adopt defensive measures lies within the board if it has recelved an

explicit authorization from the shareholders. Generally though, shareholders have the

right to overrule or install any defensive measures not prohibited by the law*'?,

V 5.3 Regulation of takeover activity

Sweden has adopted a self-regulatory system of takeover activity to which al the
companies listed on the stock exchange have to adhere to. In addition to the Swedish
Companies Act*®, Financial Instruments Trading Act** , the Act on Stock Exchange
and Clearing Activities™® and regulations issued by the Financia Supervisory
Authority, also the Swedish Industry and Commerce Stock Exchange Committee
(NBK) recommendations govern the process of takeovers. NBK presented a new
recommendation for a change on stock market takeovers in January 2003, which entered
into force on March 1%, 2003.

While regulating matters such as application to foreign companies listed on Swedish
Stock Exchange, bid's withdrawal, financial guarantees associated with the bid and
equal treatment of target’s shareholders, the matter of takeover defenses has remained
the same. To a large degree, the NBK recommendations are based on the UK
regul ations™®.

Defensive measures available to the board of directors of atarget company are restricted
by the general legal duty of the board of directors to act in the interests of the company
and all shareholders. Once negotiations between the acquirer and the target company
have commenced or after an offer has been announced, the board of directors of the
target company may not take any steps which might frustrate the making or
maintenance of an offer unless it first obtains the approval of the shareholders at the
general meeting.

The Swedish Companies Act formerly prohibited companies from acquiring their own
shares, except in a few, very particular instances. A new legidation was passed
becoming effective on March 10, 2000. Based on the provisions of Directive 77/91/EEC
it l[imits the holding of shares to a maximum of ten percent of the total share capital and
the decision to acquire or dispose of the shares must be taken or authorized by a
shareholders meeting. Acquisition of company’s own shares is limited to stock
exchanges™’ or it has to be made via an offer to all the shareholders of the company or
al the holders of a certain class/classes of shares. The regulation thus practically
prevents the use of greenmail.

Due to high degree of ownership concentration and defensive measures found in the
company law, most Swedish takeovers are negotiated with the controlling owner.

“2 Baker & McKenzie (2002)
413 Act 1975: 1385

44 Act 1991: 980

45 Act 1992: 543

416 Baker & McKenzie (2002)
“ Or other regulated markets
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V 6. United Kingdom

The United Kingdom (UK), together with Ireland, are the only Member States in the
European Union that have opted for the so-called Anglo-Saxon model of corporate
governance. Shareholders in the UK are the owners of the company whereas the board
and the management are merely the caretakers of shareholders wealth*®. The UK has
long had the most active takeover market in the EC, as well as a widely respected
system for regulating such transactions.

V 6.1 Defensive measur es deriving from owner ship structure

Preference of shareholder interests over the interests of other constituencies is reflected
also in the ownership structure of UK companies. All of the studies, not dependent on
the year, find the share of dispersed ownership to be around 60 percent, the highest in
Europe™®. At the same time family and single dominant ownership play aso a
significant role with about 20 to 25 percent*®. Evidence shows that companies do opt
for pyramidal structures at arather significant level*.

In the case of UK, there seem to be very few obstacles deriving from the ownership
structure of companies. The existence of pyramidal structures complicates the mater
somewhat, but as a stand-al one measure should not be seen as a significant obstacle.

V 6.2 Defensive measur es deriving from companies and company law

Due to long history of takeovers in the UK and the prevailing common law system,
takeovers are highly regulated. In addition to the City code on Takeover and Mergers,
discussed in the following section, they are also regulated by the Financial Services Act
of 1986 and the Companies Act of 1985. All of them have undergone severa changes
over the years but the principles have remained the same™%.

The most common type of share in the UK is the registered share*, which enables the
company to communicate directly with the shareholders. The company can monitor its
share registry and may give notice to any person**, who is (or hasin the last three years
been) interested in its shares, to give persona details of his interests. A response to the

“18 Foster (2000)

419 Faccio and Lang (2002) show the level to be 63 percent for widely held and 73 percent for combined
widely held, widely held corporations and widely held financial companies. Thomsen and Pedersen
(1997) show 61 percent for dispersed ownership. La Porta et al. (1999), in their limited sample of 20
largest listed companies, find that all the companies are widely held

42025 percent in Faccio and Lang (2002), 19 percent for Thomsen and Pedersen (1997)

2L Faccio and Lang (2002) show that 21 percent of companies controlled at the 20 percent threshold use
pyramids. Together with multiple control chains, the share increases to 26 percent. It is remarkable that
the level reaches the same heights as Germany and Italy and is significantly higher than in Sweden and
France

422 Nathan and Fischer (2002)

423 As opposed to bearer shares

24 \Whether or not aregistered holder of its shares
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company's request must be given in writing within “reasonable” period*®. Failure to
reply is a criminal offence and may result in a reduction of the rights attaching to the
shares in question*®.

The UK system of company law adheres strongly to the principle of “one share, one
vote”. Multiple voting shares are not allowed and since 1968 also non-voting shares
have been forbidden®’. Companies are nevertheless allowed to issue preference shares,
provided that these are given “adequate voting rights’. These must satisfy the minimum
requirements of voting when their dividend is in arrears, on resolutions for reducing
share capital and winding-up the firm and on resolutions which are likely to affect their
class rights*®.

The board of directors convenes shareholders meetings and information is usually
passed directly to the shareholder. When an investor owns stock through a custodian or
sub-custodian, which might in turn hold the shares under a street or nominee name, the
burden is on the shareholder's local agent to pass the meeting information to the
owner*®,

There is no requirement in the UK company law to "block" or deposit shares with an
institution or the company itself before and during the meeting. If a group of
shareholders wishes to obtain the support of other members for their proposals, they can
solicit proxy appointments from those members and use their votes at the meeting in
addition to their own™®.

Under the UK legidation, it is a criminal offence for any person to make a statement
which he knows to be misleading, false or deceptive, for the purpose of inducing any
person to enter into any investment agreement, including an agreement for the sale of
shares. It also prohibits actions creating a false or misleading impression as to the
market in or price or value of any investments for such a purpose®'. These legd
obligations limit the powers of the directors of the target company in their exercise of
defensive measures. This is worsened when the company’s interests diverge from those

of the company sharehol ders creating a somewhat contradictory situation®.

V 6.3 Regulation of takeover activity

The most important regulatory act in the UK takeover system is the City Code of
Takeovers and Mergers (the Code). The Code consists of ten General Principles and 38
specific Rules, accompanied by explanatory notes. It does not have the force of law, but
compliance with it is effectively obligatory for merchant banks and brokers authorized
to carry on investment business in the UK due to its effects on reputation. The Panel on

425 Towards the end of a hostile bid, this could be 24 hours of fewer

4% pyrsuant to Section 212 of the Companies Act of 1985. (Y oung, 2002)

2 Faccio and Lang (2002)

“%8 Faccio and Lang (2002) show that 24 percent of companies out of a sample of 1953 actually use this
opportunity

2 Baums (1997)

%0 Baums (1997)

31 Section 47 of the Financial Services Act of 1986

432 Nathan and Fischer (2002)

69



Takeovers and Mergers (the Panel) is responsible for following the conduct of the
companies and making amendments to the Code.

Rules Governing Substantial Acquisition of Shares (SAR), which form a part of the
Code, regulate the acquisition of shares in the target through open market. Simply
stated, the SAR prohibit any person from acquiring, in any seven day period, shares
carrying ten percent or more of the voting rights of a company if the acquisition, when
added with any existing holding, would give the acquirer between fifteen percent and
thirty percent of the company's voting securities.

The principal purposes of the Code are to ensure fair and equal treatment of all equity
shareholders in the target company, to provide an orderly framework for the conduct of
takeover offers and to enable shareholders to make an informed decision on the merits
of an offer*®,

The introduction to the Code makes it clear that its rules are not framed in technical
language and are to be interpreted so as to achieve their underlying purpose. Their spirit
must be observed as well as their letter. The Panel encourages companies and their
advisers to consult with them before and during an offer about how the Code should be
applied in particular circumstances, rather than adopting atechnical, legalistic, approach
to itsinterpretation.

The Code reinforces certain directors duties, providing that directors of the target
company, must always, in advising their shareholders, act only in their capacity as
directors and not have regard to their personal or family shareholdings or to their
personal relationships with the companies™*. The Code aso obliges the board of the
target to obtain competent independent advice on any offer, which should then be
passed on to the shareholders™®.

The City Code stipulates that once the target board believes a bona fide offer to be
imminent or after such an offer has been communicated to it, it must not, without
sharehol der approval, act to frustrate the offer*®. In defining “frustrating actions” by the
board, the Code provides that the board should not, without the approval of the
shareholders in general meeting, during the course of an offer, or earlier if it believes a
bona fide offer might be imminent, unless already contractually committed or otherwise
bound to do so, act as follows:

(a) issue any authorized but unissued shares or rights over shares or issue or grant
options in respect of unissued shares;

(b) create or issue, or permit the creation of issue of, any securities carrying rights of
conversion into or subscription for shares;

(c) sell, dispose of or acquire, assets of amaterial amount or;

(d) enter into contracts other that in the ordinary course of business, for example for the
significant enhancement of directors’ terms of service™’

In defining “material amount”**® consideration to assets test has been replaced by a
consideration to market capitalization test and further guidance on how the tests are to

“% The Code, General Principles

“% General Principle 9

“® The Code, Rule 3.1

“% The Code, General Principle 7. Also known as the strict neutrality rule
43" Regulated by Rule 21 of the Code
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be applied has been set out. It should be noted that transactions of minor significance
individually might be deemed frustrating action when considered in aggregate.

One of the strengths of the UK system isthat it forbids some types of bids. For example,
takeovers cannot be financed solely with debt**. This could one of the reasons why
many Continental European countries have adopted certain provisions of the Code into
their national takeover regulation.

As the common law system is known for the extensive use of court rulings, litigation
defense has been used in the past but is now seen as a violation of the Code and thus
should be used only when well justified™?.

Although at first sight the UK system is prohibiting practicaly all measures at the
board’s own incentive, there are still certain possibilities left. Due to high regulation of
takeovers, frustrating action may be taken by means of litigation indicating that the
bidder has not fulfilled one or several publication or authorization requirements. After
the target’s board has objectively formed the view that it is not in the best interests of
the target to be acquired because the business of the target company would be damaged
by ownership by the offeror, it might also be possible to ask the Panel to allow
frustrating actions.

V 7. Corporate theoriesre-applied

Although the applicability of the simple finance model and the transaction cost
economics based on the limited approach taken is complicated and can lead to
premature results, certain conclusions can be drawn.

It is clear that the protection of constituencies, including the management of the
company, is extant in several European Union Member States. The United Kingdom is
in this sense more of an island in the sea, perceiving the aim of the company to be the
maximization of shareholders wealth. It would be an exaggeration to clam that the
interests of other constituencies, namely the employees, would not be of concern in the
UK. And yet it seemsthat their interests are secondary.

As such, the United Kingdom model of takeover regulation seems to follow closely the
simple finance theory and subsequently also the management entrenchment approach to
takeover defenses. Protection of other constituencies in the takeover context is left to
other legidative acts. In a similar manner, the UK system of takeovers and takeover
defenses seems to be based on the notion that takeovers occur primarily due to the
inefficiencies of the target.

In contrast to the United Kingdom, other countries under scope here attach at least some
consideration to the interests of other constituencies either directly through the takeover
process or via the corporate governance system. Highest contrast to the UK seems to be
the Netherlands system, where the management of the company could be viewed as the

4% Note 1 of Rule 21
% Nathan and Fischer (2002)
440 .
Ibid.
“1bid.
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owner of the company in the sense that it has the most influence over the actions of the
corporations. In this matter it is surprising that despite such protectionism shareholder
activity and stock market capitalization is one of the highest in continental Europe. The
German model seems to focus on the firm as an entity, where the shareholders are just
one of the contributors. Also Sweden, Italy and France perceive that the corporation is
not merely an organization to maximize shareholder wealth but to find a balance
between different constituencies.

Although such a conclusion is pre-mature, it appears that the transaction cost economics
model, at least in its simplest form, seems to be much more pleasing for the lawmakers
of the continental Europe. It is not within the scope of this paper to take a normative
position and to evaluate if the continental approach is better or not. And yet one has to
wonder about such a possibility. Due to the wide scope of transaction cost economics, a
well deserved criticism, it is hard to measure the applicability of the theory in figures
and thus will never, or at least until such an approach is developed, satisfy certain
scholars that value concrete data over simple assessments.

It is also visible, that most countries under examination allow a much wider array of
defensive tactics than the United Kingdom. It seems to coincide with the influence of
non-shareholder constituencies of corporations or, in the case of Italy, with the power of
dominating shareholder. Despite that, several countries have recently commenced a
transformation to a more transparent, UK-style takeover regulation. It is also possible
that these countries have perceived that possibility of the 13" Directive being adopted to
be so great that they took preemptive actions to align their national legislation with that
of the proposed directive even before it got rejected in the European Parliament.

As the quote by Frits Bolkestein in the beginning of the chapter states — it is a mess.
Apparently though, the mess is slowly clearing up, whereby the continental European
states are abandoning aspects of their historical corporate governance system and
replacing them with that of the Anglo-Saxon system. The consideration has been on the
takeover regimes, thus would be proper to shortly examine the cross-border takeover
activity in Europe over the past years.
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VI Cross-border takeoversin the EU

As was shown in the previous chapter, Member States of the European Union alow
companies to adopt a variety of defensive measures. At the same time there is adso a
visible convergence towards adopting more shareholder friendly regulations both in
company law and takeover regulation. Yet, legislators in the Continental Europe have
often refrained from excluding for example employees from the consideration of the
takeover process. This chapter attempts to establish whether such an approach has
proven to be controversial with the goal of promoting closer convergence of European
markets for corporate control.

VI 1. Theoretical reasonsfor European cross-border takeovers

The theoretical understanding for takeovers and empirical evidence supporting different
motives was developed in sections |11 3 and |11 4. The following section shall explain
the relevance of those motives for the European context.

The under-valuation theory is significant in the European context assuming that the
national capital markets are on different stages of development and the pricing
mechanisms of stock markets in less developed and illiquid markets do not fully
represent the true value of the company. Thus companies in countries with more
expertise in detecting the true value of firms, consciously look for possible targets in
other countries.

In a similar manner, due to the different ownership structures in different Member
States, the efficiency theories are applicable. As many continental European companies
have a large controlling shareholder, they may be willing to tolerate a certain degree of
managerial inefficiency in return for larger benefits™. The takeover by another
country’s company may aim at reducing or eliminating the influence of a dominant
shareholder and reaping the gains from the increase in manageria efficiency.

Managerialism and the market power hypothesis can also be seen as relevant for the
European context. Integration of European product and consumer markets leads to
increased competition and brings the need to be competitive not in one single Member
State but in the entire common market. Striving for economies of scale through cross-
border acquisitions is a rapid way of achieving that. Increasing number of merger
notifications for approval to the Competition Directorate General of the European
Commission*?® and the ECJ case-law on the matters of competition support the notion
that companies do pursue increased market shares and company size***.

“2 Zingales (1994)

“3 From September 21%, 1990 when the Merger Regulation (Council Regulation (EEC) No. 4064/89 of
21 December 1989, OJ L395 of 30.12.1989) came into force, to the end of 2001 DG COM received 1908
notifications

4 The paper is not dealing with competition matters in more detail. See section | 1.
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Finally, let us consider the question of wealth redistribution discussed in Sections 111 3.1
and 111 6.2. At present, the level of shareholder protection in different Member States
varies, alowing two-tier bids and squeeze-outs™. This alows expropriation by the
bidder of the target shareholders. Furthermore, many continental European countries
have developed a close relationship between the management and labor and companies
and “their” banks.

On one hand, it can be seen as a beneficial method for enforcing long-term implicit
contracts. On the other hand, it may also cause inefficiency if, for example, the labor
has managed to use its position to expropriate the management by way of increased
wages or if the low level of control over companies by “their” banks has reduced the
incentives of the management to pursue profit maximizing goas. These inefficiencies
would lead to being targeted for takeover, if the bidder perceives that he can utilize
these inefficiencies and reverse expropriation. This expropriation is also strongly
influenced by national labor protection laws.

The OIL approach explained in Section Il 2. provides method for explaining cross
border takeovers. Considering all three factors™® simultaneously then the common
market is characterized by:

1) asize of the market comparable to that of the US with free access to labor®’ and
general ease of obtaining other resources*® with a long tradition of protecting
ownership rights

2) the lack of tariffs**® and lack of exchange controls further enforced by the
introduction of the euro™°

3) to a large extent uniform macroeconomic conditions and ease of access to
transportation

4) acertain degree of harmonization of legislation®™*

These factors, especially the ease of access to transportation and lack of tariffs,
contribute greatly to internal trade flows between the Member States. They also indicate
that all three factors are present thus facilitating investments in the form of mergers and
acquisitions between Member States. At the same time they can be seen as reducing the
likelihood of intra-Community M&A activity as there are less obstacles for satisfying
consumer needs viatrade.

The next section shall examine the occurrence of cross-border takeovers in Europe to
verify or overrule this preliminary anaysis.

45 Squeeze-out allows the successful bidder, after accumulating a certain percentage of shares (usually at
a 90 or 95 percent level), to force the remaining shareholders to sell their shares to the mgjority
shareholder

446 Recall them being ownership specific, internalization incentive and location specific advantages

“7 It is acknowledged that free movement of workers based on Article 39-42 of the Treaty are not yet
fully operational and is being constantly regulated by secondary legislation, especialy the

%8 With the possible exception of capital and natural resources still controlled by national governments,
al other resources are seen as falling under Part Three Title | (Free movement of goods) and Part Three
Title 111 Chapters 3 (Services). Although both are still subject to further revision by the ECJ, it can be
considered that the level of harmonization of these two topics has been achieved on a satisfactory level

“9 Article 25 of the Treaty abolishing intra-Community custom duties has been implemented to its full
extent

%0 Capital controls between the euro area Member States and those outside of it have been also abolished

“1 |t lies beyond the scope of this paper to discuss the relevant harmonizing legislation that supports the
development of the common market
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VI 2. European cross-border mergersand acquisitions

It is generally perceived that takeovers occur in cycles™?. The first merger wave is
perceived as taking place as early as in 1880-1904 with the aim of creating monopolies.
The following anti-trust regulation created the second merger wave in 1919-1929 and
resulted in increased vertical integration. The third wave took place from early 1950s
tomid-1960s and was focused on diversification and creation of globally competitive
conglomerates.

The development of new financial instruments and markets (primarily the junk bonds)
was the cause of the fourth wave from 1983-1989. The latest wave is seen as emerging
in 1993 and lasting until 2000 driven by high levels of economic growth, integration of
European stock exchanges and development of telecommunications™. Significant
decrease of consumer confidence in the telecommunications industry and overcapacity
in the traditional sectors caused an abrupt reduction in merger activities™*.

The level of hostile bids in the latest wave is reported to have been also exceptionally
high with 369 hostile bids occurring in 1999 against 14 in 1996, 7 in 1997, 5 in 1998
and 35 in 2000%™°. At the same time the share of cross-border M&A including both the
target and the bidder from the European Union account for only 14 to 15 percent of the
total number of M&A where one participant is a Member State™®.

The following section provides a breakdown of the cross-border M& A activity among
the European Union Member States with a focus on the six countries under examination
in the previous chapter. In interpreting the following section, an assumption is made that
takeover defenses influence the choice of the target up to the point when the bidder
company rejects the idea and looks for targets in another country.

VI 2.1 Cross-border breakdown 1998-2003

Examination of the market data for the periods of 1998 to 1999, 2000 to 2001 and 2002-
2003 reveds some surprising information. Italy is a target country in, on average, 6
percent of all the cross-border mergers and acquisitions occurring in the EU, and shows
atrend of a rapid increase. In the period of 1998 to 1999* it was a target of only 4,2
percent of cross order activities, raising to 6 percent in the 2000-2001**® period and

32 See for example United Nations (2000), Ross et al. (2002), Gaughan (2002) or Weston et al. (1990)
33 Goergen and Renneborg (2003)

4 bid. See also table 2 in Annex B

5 | bid.

% See Table 1in Annex B and Table 5 in Annex C

“5" See Annex D for a breakdown of target countries by bidder countries for the period of 1998-1999
“8 See Annex E for a breakdown of target countries by bidder countries for the period of 2000-2001
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reaching 8 percent in the 2002- 2003 period*®. The share of Netherlands seems to be
dropping™ but is still on average the target for 10 percent of cross-border bids.

The German share has remained stable over the first two periods at around 16 percent
with an increase in the final period to 22 percent. Although discrepancies in the source
information could be one of the explanations, adoption of a new takeover code from the
beginning of 2002 cold be another. France shows similar increases and has reached
almost 17 percent by 2002-2003 from only 11,5 percent in 1998-1999. Swedish sharein
these activities seems to be highly fluctuating — from 8 percent in 1998-1999 to 7
percent in the subsequent period to almost 12 percent in the latest period.

Most surprising is nevertheless the constantly decreasing share of the UK. In the first
two periods, the decline has been from 22,3 percent to 19,6 percent which subsequently
drops to only 11,6 percent in the final period™,

Examining the data more closely shows nevertheless that the UK is the favorite target
country for the EU countries under examination. In 1998-1999 period, 30 percent of
German cross-border bids were against the UK target with France and the Netherlands
showing similar numbers and Italy and Sweden following closely with 22 and 24
percent. In the following periods, the share of the UK targets for each of these countries,
as also in general, drops significantly: from Germany to 28, France 27, Italy 20, the
Netherlands 22 and Sweden 17 percent.

In the final period, the decrease is even more severe. Highest declines are for France —
to 18 percent, for Italy — to 7 percent and for Germany — to 19 percent. Given the
assumption that the data is not highly distorted, it is evident that the share of the UK
targets in the cross-border takeovers in EU has decreased constantly over these periods.

Considering other countries as targets home countries then the most evident examples
of increase are France and Italy. The data clearly indicates that their share is constantly
increasing in the entire EU sample and also specifically for the Member States under
observation.

In examining countries that are most active bidders in cross-border M&A activities
shows a more stable picture. The share of bids originating from the UK has been
constant for the period of 1998-2001% with 14,5 percent and subsequently dropping to
11,6 percent in 2002-2003", The most active “players’ are Germany and France. The
share of the first one, although fluctuating through the years, is constantly higher than
UK reaching more than 22 percent in 2002-2003 period compared to 16,2 and 14,7
percent in 1998-1999 and 2000-2001 respectively. France, more stable, shows 15, 14,8
and 16,8 percent for the periods 1998-1999, 2000-2001 and 2003-2003 respectively.
The three remaining countries in the sample show stability on the levels around 6 to 8
percent.

%9 See Annex F for a breakdown of target countries by bidder countries for the period of 2002-2003. It
must be emphasized once again, that due to possible inaccuracies of the Bloombergs database, the
numbers for the final period should be approached with care

“%0 From 12,5 percent to 10,1 percent to 7,2 percent

“6 Once again, accuracy of original data could influence such an outcome.

2 See Annex G for a breakdown of bidder countries by target countries for the period of 1998-1999 and
Annex H for the period of 2000-2001

463 See Annex | for a breakdown of bidder countries by target countries for the period of 2002-2003
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VI 3. Analyzing European cross-border investments

Given the data presented above, it is clear that the UK cannot be considered as the most
active country in cross-border M&A activities if compared to the total number of cross-
border mergers and acquisitions. A breakdown of M&A activity of EU Member States
into domestic, Community and international for the period of 1998 to 1999 confirms
it**. The UK exhibits the lowest level of M&A activity as a share of total M&A activity
involving a UK company among the Member States. This is partly explained by the
high number of available targets within the UK and a correspondingly higher number of
takeoversin general.

Considering the OIL approach, labor seeking investments done mainly by
manufacturing companies can be seen as secondary due to the similar level of wage
differences in the European Union. It would nevertheless be supported if there would be
high share of cross-border mergers and acquisitions, where less developed Member
States such as Greece and Portugal would serve as targets. As Greek targets comprised
only 1 percent of al intra-Community trades done in 2000-2001 and Portuguese targets
accounted for 2,3 percent, the labor seeking investment theory does not seem to be of
high importance.

Sectoral breakdown of targets in each Member State would provide a more accurate
picture but due to limited access to data it is not possible at this point. Comparison of
existing data for the three periods nevertheless brings forth an important aspect. The
target countries for individual bidder countries are most likely to be the ones with whom
they share common history, legal system or geographic proximity. Consider these
examples visible on the tables:

¢ 41,4 percent of all the bids made by Danish companies were against a Swedish
company

50 percent of all the bids made by an Austrian company were against German target
in 2002-2003

78,6 percent of all the bids made by an Irish company were against a UK target in
1998-1999

86,2 percent of al the bids made by a Portuguese company were against a Spanish
target in 1998-1999

B & &

The list goes on but these examples are sufficient to illustrate that the characteristics
mentioned above play a crucia role in determining a potential target country for
individual member state. The fact that the Netherlands has a formidable array of
defensive measures did not stop Belgian companies to direct 20 percent of their bids
and merger proposals towards Dutch companies in 1998-2001 and 30 percent in 2002-
2003. Existence of dua class shares and concentrated ownership in Sweden has not
prevented Finnish companies to direct 60 percent of all the cross-border bids against
Swedish companies.

44 See Table 5in Annex C
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It is evident that the role of defensive mechanisms embedded in company law and
takeover legislation plays a secondary role in determining the level of cross-border
takeover activity in the European Union. Detailed examination of cross-border activities
over the period of 1998 to 2003 indicates the predominance of cultura and physical
proximity in the selection of targets.

This could be also seen as an explanation for the low share of UK companiesin the total
Size of cross-border M&A in the European Union. As was shown in chapter V, the UK
system of corporate governance differs from those of the continental Europe, thus
providing an additional obstacle to cross-border takeovers.

VI 4. Corporatetheoriesre-applied

In the light of these findings it is proper once again to visit the questions of takeovers
and takeover defenses in the European context. Firstly, the significance of the UK
system seems to be overemphasized in the light of cross-border activities. Existence of
defensive measures perhaps decreases M&A activity in general, but seems to have a
positive impact on the willingness of companies to engage in cross-border activities.
Considering once again the simple finance model and transaction cost economics,
possible reasoning could proceed like this.

Different characteristics of national takeover regimes and ownership structures have
been embedded also in the minds of the participants in these systems. Thus, in selecting
cross-border targets, managers attach certain levels of security to the system that they
know. In such a way, the acquisition of a target in a country that exhibits the
characteristics of the home country of the bidder, brings with it also a level of
safeguards not found in more distant or “exotic” systems. Thus the creation of contracts
between the participants in similar systems would be cheaper and thus also allow to
economize on the costs associated with it.

Similarly, perceived through the simple finance model, the managers have much greater
impetus to engage in cross-border transactions when the target’s system is known as it
Is easier to combine the two systems and to get faster returns which are either used for
the benefit of the shareholders or for the benefit of the manager.

In both cases, it seems to be the familiarity of the system, not the extent of defensesin a
given country that increases the probability of cross-border transactions. If this could be
reduced to the level of corporate theories, it appears that the consideration of
constituencies other than shareholders increases the chance of a more active cross-
border M&A activity in the Continental Europe. It should not be interpreted as ignoring
the shareholders, but more as targeting the takeover not only to the owners of explicit
contracts of cash flow rights but also to the owners of implicit contracts.
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Concluding remarksfor Part Il

Level of takeover defenses in the Member States examined varies a lot but there is a
tendency to slowly move towards common standards. Yet, fundamental differences,
especially about the concept for whom the firm should be run, are not changing.

This does not seem to have a strong effect on the level of cross-border merger and
takeover activities. It seems to be rather the opposite — countries that exhibit similarities
are more active, whereas the UK isloosing its significance. Moreover, the UK system is
the one with the lowest share of cross-border activities as of total M&A activities and
thus raises the question of its applicability as arole model for the entire Europe.

It istrue that the UK system is creating the highest number of takeovers and the highest
number of hostile takeovers. At the same time, as was shown in Part |, target’s
inefficiency is not the primary motivation for takeovers but they are more likely to
originate from the bidder. To combine these two points would result in the UK system
as promoting bidder driven motivations thus creating a market where the companies are
to be managed as constantly on sale.

At the same time, the systems of Continental Europe have taken a more careful
approach and see relatively few takeovers as compared to the UK. The Continental
systems appear to promote the welfare of the company as a whole and expressit aso in
the cross-border context. The UK system has nevertheless influenced the Continental
systems to provide more transparency and there seems to be a consistent pattern of
moving towards “shareholder owned” companies also in the Continental Europe.

Contrary to the ssimple finance theory and managerial entrenchment, there is no
indication other than a theoretical one that takeover defenses in Europe are used
primarily as means of protecting the interests of managers. Naturally such an option
exists but without empirical support it isnot possible to take it asarule. If thiswould be
the case, then the usage of specifically manager-oriented defensive strategies — namely
golden parachutes — would be on a much higher level.
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The rise of the modern corporation has brought a
concentration of economic power which can compete on
equal terms with the modern state — economic power versus
political power, each strong in its own field

A. Berle and G. Means, 1932

VIl Takeover defensesin EC legidation

Although the 13™ Directive is the first proposal for a legislative act on the Community
level that tries to co-ordinate public takeovers, thereis alegal basis on which to build an
analysis of cross-border takeover regulation without the 13" Directive. Thus the chapter
is not limited to only analyzing the 13™ Directive but also other influencing acts.

Based to a large degree on the United Kingdoms City Code, the 13" Directive has its
stated aim of ensuring an adequate level of protection for minority shareholders across
the EU in the case of a change of company control and giving a legal framework for
takeovers in Europe®®. Proportionally though, it is much more concerned with
protecting the shareholders from possible actions of the board of the company.

VII 1. Actionsprior tothe bid

Regulation of takeover activity by the 13" Directive does not commence with the bid. It
sets out clear obligations upon Member States that should enforce the detailed
publication of the existing defensive mechanisms extant in the target“.

VII 1.1. Structure of share capital and identity of holders

Article 10 of the Directive commences with a requirement to publish the structure of the
company’s share capital®®’ and the identity of the holders of the shares with special
control rights*®. These have the aim of letting the capital markets know the existence of
multiple classes of shares and the identity of their holders even if those shares are not
traded. These headings cover also golden shares held in privatized companies of many
Member States by public bodies.

At the same time, it is possible to argue, “securities with specia control rights’ do not
necessarily mean the same thing for all the Member States. First of all, the Directive

defines securities as “ transferable securities carrying voting rights in a company“®”.

Thus “ securities with special control rights” would actually mean that they have to be:
a) transferable and

“5 Commission (2002a) Impact Assessment Form attached to the proposal

“6 Article 10 of the Directive

“7 |pid., Article 10 1. (a)

“8 |pid., Article 10 1. (d)

“% The Directive, Article 2.1 (). It could also be argued that such a definition actually creates a logical
paradigm whereby “ securities’ are defined as being “securities’
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b) carrying voting rights, in addition to
c) enabling the owner to exercise special control rights

Given this description and the fact that many countries, as exhibited in Chapter V, are
allowed to issue non-voting shares and non-transferable shares, it would seem that it is
possible to refrain from reporting any shares that are assigned to any specific person and
allowing for example veto power over acquisitions. Similar argumentation applies to
shares that do not carry any voting rights but entitle the owner to extraordinary high
dividends in case of atakeover.

VIl 1.2. Restrictions on transfer of shares

The Directive continues with the obligation for the Member State to ensure the
publication of any restrictions on the transfer of the shares extant in companies®™,
agreements between shareholders resulting in the restriction of the transfers of

securities*™ and the powers of the board members*’?.

These points concern the ability of the management, the board and/or the shareholders
of the target company to restrict the transfer of shares to a potentia bidder. It provides
also indication of possible anti-greenmail provisions found in companies articles of
association or by-laws.

The second point on the transfer of securities does refer to “any restrictions’. At the
same time, following the same logic as previoudly, those restrictions have to be reported
only if the securities are transferable and carrying voting rights*”®. The point about
shareholder agreements does elaborate on that matter and includes also “restrictions on
the transfer of securities and/or voting rights’ but only in “the meaning of Article
87(1)(c) of Directive 2001/34/EC** which gives a definition of a “controlled
undertaking” as any undertaking in which “anatural or legal entity...is a shareholder or
member and alone controls a majority of the shareholders' or members' voting rights
pursuant to47a5n agreement entered into with other shareholders or members of the

undertaking™™”.

Thus, it seems that only agreements that are subject to the will of one single person or
company and that establish control over majority*”® of voting rights are to be reported.
In this manner, agreements between shareholders where they merely agree to act in
concert after negotiations on a specific matter or where an agreement, which subjects
the votes of other shareholders to that one person, does not cover maority of votes,
should not be reported. This would be especially important in case of a widely held
company where majority of votes is not needed to exercise control over the company.

40 | bid., Article 10 1. (b)

4" |bid., Article 10 1. (g)

42 | bid., Article 10 1. (i)

4% This point shall be taken up also later in connection with unenforceability of restrictions on the transfer
of securities and voting rights

4™ Directive 2001/34/EC of the European Parliament and of the Council of 28 May 2001 on the
admission of securities to official stock exchange listing and on information to be published on those
securities

4> Directive 2001/34/EC, Article 87(1)(c)

476 |t can be assumed that this would mean simple majority of 50 percent plus one
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VIl 1.3. Pyramids and cross-holding

Although possibly aso covered by the obligation to publish the structure of
shareholding and simple accountancy rules, the Directive also requires Member States
to ensure the publication of information on any significant direct and indirect
shareholdings*”’. This refers to a possible defense embedded in the pyramidal and cross-
ownership schemes.

The third point about shareholdingsisto be considered within the meaning of Article 85
of the Directive 2001/34/EC. That Article in turn requires publication of holdings only
in companies that are listed on stock exchanges situated or operating within the
European Union*”®. Thus, if companies do wish to exercise the use of pyramid
structures and cross-holdings, it is easy to do so by creating an intermediary company,
that is not listed on stock exchange and is controlled by the management of the first
corporation, that in turns acquires shares in other listed companies. The same article in
the Directive 2001/34 requires reporting only if there has been a change in the
shareholding. Thus, if the level of cross-holding has been held constant over the years,
the company does not have to explicitly stateit.

Furthermore, Directive 2001/34/EC provides an exemption to the publication of
significant shareholdings. If the company is a member of a group of undertakings under
the Seventh Company Law Directive’”, he does not have the obligation to report the
acquisitions if they will be shown in the accounts of the parent company or its parent
company”®. Thus any reporting of holdings in listed companies has to be adhered to
only if the reporting company represents the highest level of a pyramidal structure.

V1l 1.4. Employee shar e ownership plans

For the purposes of detecting a possible defensive mechanism that could be embedded
in the employee share ownership scheme allowing the management or a party friendly
to the management exercise the voting rights of those shares, the Directive requires the
publication of systems of control where the employees of the company hold target’s
shares but do not exercise the voting rights of those shares®".

Systems of control of the schemes of employee share ownership are rather clear. It does
raise the question of what is meant with “directly by employees’. If there exists a
scheme to provide employees with shares in the target company and the controlling
person/organ is obliged to acquire prior approval from the representative of the
employees, does is constitute direct control? The shares are in fact used to vote directly
as employees have instructed but through two middlemen — the representative and the
fund manager.

47 | bid., Article 10 1. (c)
478 Directive 2001/34/EC, Article 85
479 Directive 83/349/EEC
480 Article 93, Directive 2001/34/EC
8L |bid., Article 10 1. (¢)
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VIl 1.5. Voting rights, board appointment and compensation and asset lock-up

The Directive envisions the publication of any restrictions on voting rights*®?, which can
be seen as being primarily directed towards capped voting but at the same time is aso
the only indent that indirectly addresses the issue of proxies.

Concerning the board of the target company, the Directive requires the publication of
rules governing the appointment of the board and the amendments of the articles of
association™® and agreements that provide compensation to the board members and/or
employeesin case of aan unjustified redundancy following a successful takeover bid**.

It should indicate the existence of golden or other kinds of parachutes and the presence
of staggered boards but it also allows for detection of supermajority provisions. For
detecting asset lock-ups and white squire defenses that have been pre-agreed between
the management of the possible target and a third corporation should be detectable
under Article 10.1. (j). That indent requires publication of agreements taking effect,
alter or terminate upon the change of control of the company and the effects that these
agreements have.

Whereas restrictions on voting rights, rules that govern board appointment and the
existence extraordinary compensation mechanisms in case of redundancy seem to be
clear, the indent in the Article relating to “significant agreements to which the company
Is a party and which take effect, alter or terminate upon a change of control...” leaves a
lot of room for discretion. Primarily it concerns the level of “significance” that is hard
to determine especialy for intangible assets that the company may have. In a similar
manner, the agreement does not have to take effect upon change of control but may
instead be triggered by the bid.

All those possible pre-bid mechanisms are to be subjected to the approva by the
shareholders at least every two years*®. Publication of this information in a straight
forward, transparent way*® would seemingly have the effect of making the existence of
the majority of defensive mechanisms known to potential bidders. The Directive thus
aims at ensuring that, if a bidder starts screening for potentia targets, it can aready at

an early stage prepare itself for possible hostility or increased costs.

VIl 2. Actionsduring the bid

The most influential provisions of the 13" Directive on takeover defenses are
nevertheless found in the Articles governing the actions of the board and the target
company during the bid.

“8 |hid., Article 10 1. (f)

“8 |pid., Article 10 1. (h)

“ 1pid., Article 10 1. (k)

“® |bid., Article 10.3

“% As envisaged by the Directive Article 10 2. it should be done in the company’s annual reports and
updated during the year subject to transparency requirements of national stock exchanges
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VIl 2.1 Information on the bid

If Article 10 of the proposed Directive deals with the publication of information
irrespective of whether a bid is imminent or not, then Article 6 of the Directive
approaches directly information to be included in the publication of the bid and the
appropriate behavior of both the bidder and the target.

In contrast to previous proposals and in line with the considerations of the European
Parliament, the Article envisages that information on the bid is to be transmitted to the
employees of both the target and the bidder. A peculiar feature of the Article is the
inclusion of the obligation of the bidder to make the bid public without delay or, as
pointed out in the commentary to the articles, to be transmitted to the target company
(and the supervisory authority) as soon as it decides to make the bid. Inclusion of such a
feature in national legislation would be first of al hard to control in practice. If
successful, it would give grounds for a possibility to sue the bidder for previous
purchases made on the open market as they could be interpreted as establishing a firmer
toehold prior to the bid. Such strategy clearly indicates premeditation and is thus in
contrast with the purpose of the article.

Although the proposed Directive sets out a list of items to be included in the offer
document at minimum?®’| it does not include any obligations from the part of the bidder
to remain true to that document. Asit is aframework Directive, the Member States may
and almost certainly will impose much stricter rules on the bidder. Such a possibility is
aready visible in the German takeover regulation that binds the bidder to the offer
document with the possibility of imposing penalties®,

Disclosure of information is further regulated under Article 8 of the Directive, ensuring
that the information on the bid will be accessible to everyone in order to avoid creating
false markets for the securities. This includes expressly also the obligation to make sure
that the employees of the participating companies are informed, thus imposing that both
to the company and to the supervisory authority.

VIl 2.2 Conduct of thetarget’sboard

After the board of the target company has received information on the bid**, it may not

take any action that might result in the frustration of the bid without prior shareholder
approval*®. This does not apply to a search for a white knight. Specific issues are not
expanded beyond “issuing any shares which may result in a lasting impediment to the
offeror in obtaining control over the offeree company”. The commentary to the
Directive states however that in general, such measures may be all operations which are
not carried out in the normal course of the company's business or not in conformity with
normal market practices.

“87 Article 6.3 of the proposed Directive

“88 §12 (1) of the Act Wertpapiererwerbs- und Ubernahmegesetz

“8 The Directive indicates al so on the possibility that this moment may be when the board of the target
company becomes aware of the bid, i.e. before the official proposal is made.

40 Article 9.1 of the proposed Directive
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If defensive measures are taken by the target before the bid, they have to be approved
by the target shareholders, if they:

a) arenot partly or fully implemented

b) do not form part of the normal course of the company’ s business AND

¢) whose implementation may result in the frustration of the bid*"*

This trinity together with the unclear moment the bid commences leaves an opportunity
for the target company to exploit the system. Naturally, this not to be considered the
final text, asit is going to be implemented in the national legislation. Taking it asit is
presently would allow the target’s board, if aware of the bid without formal notice from
the bidder, to adopt defensive measures that do not require shareholder approval.

Once again, the interests of employees are considered protected by the communication
of the bid document and a thorough opinion of the target’s board on the effects of the
takeover. In connection with that, there is a contradiction in the consideration that the
board of the company has to give to the bid. Whereas the board “must not deny the
holders of the securities the opportunity to decide on the merits of the bid”*?, the board
is also “to act in the interest of the company as awhole”**. Thus, if the board perceives
that for “the company as a whole’, including for example the employees and
themselves, the bid is detrimental but beneficia solely for the shareholders, it is forced
to reject one of those requirements.

Although the Article specifically alows the board to seek for a “white knight”, the
general principle behind this Article is, that once the company has been targeted by
another company, then without shareholders rejection, the company will be sold
weather to theinitia or to an aternative bidder.

The Directive has aso incorporated clauses that regulate the applicability of possible
defensive mechanisms during the shareholders meeting that decides about the adoption
of post-bid defensive mechanisms. Under Article 11 paragraph 3, any restrictions on
voting rights provided either in the articles of association or between the company and
the shareholders or between shareholders shall cease to have effect. The purpose hereis
naturally to make sure that every shareholder has the possibility to express his opinion
without any restrictions.

As the Directive is based largely on the UK experience, it is likely that the basic
philosophy behind these paragraphs is likewise motivated by the similar clauses in the
UK Takeover Code. As was shown in Chapter V the UK system is based on the notion
that the corporation belongs to the shareholders and should thus primarily protect their
interests. In the case of a bid, it is ultimately the general meeting that decides the faith
of the company. The board has the option of influencing shareholders in their vote or
looking for white knight but nothing more. The UK Takeover Panel has ruled that even
litigation falls under the General Principle 7*** thus constituting frustrating action.
Although the final implementation of the Directive is left up to the Member States, the
Commission remains as the guardian of the legidation. Considering the approach taken
in formulating the Articles, it isalso likely that the UK experience will be extended.

% Article 9.3 of the proposed Directive
2 1hid., Article 3 (1) ()

“% | bid.

% Godden (2001)
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VII 2.3 The break-through rule

Closely related to the ineffectiveness of voting rights during the general meeting is the
breakthrough clause that has been a new addition to the Directive. Based on the findings
of the High Level Group of Company Law experts, the paragraphs in Article 11 render
ineffective al restrictions on the right of ownership that prevent the bidder from either
purchasing shares or exercising control over the company.

There is no doubt that such a clause would please the bidder and cause bitterness to
targets that have used the measures for management entrenchment. At the same time all
the clauses extant in the articles of association or between the shareholders are
unenforceable only against the bidder. Consider for example a situation when there is a
restriction of shareholding of 15 percent of share capital. In these circumstances the
bidder is the only one that is able to increase its share in the company over that limit
whereas potentia other bidders, willing to participate in the auction but not yet having
published a bid, would not have the same opportunity.

It is not clear if the paragraphs in the Article 11 are effective aso against poison pills
adopted by shareholders but it must be assumed that the concept of ‘transfer of
securities' covers also options and issuing of new shares.

The political nature of the Directive comes especially clearly out also in the Article 11.
The Commission refers explicitly in the commentary to the Articles to the fact that the
break-through clause is not applicable to shares carrying multiple voting rights or no
voting rights. The Commission explains that it can be argued that differential stock isa
method of financing the corporation and that there is no proof that they render takeovers
impossible.

It is indisputable that such a possibility exists but as the Commission itself points out —
it is only an argument. In a similar manner, it can be argued, are differentia shares
especialy designed to give a small number of shareholders monopolistic control over
the company. It is also true that Scandinavian countries, which are the most common
users of multiple voting shares, have seen takeovers. Yet at the same time the
occurrence of hostile takeovers in Scandinavia is almost unheard. But as the
Commission truthfully pointed out, it is a question of a constitutional nature that could
delay or block the adoption of the Directive. It appears that the adoption of the Directive
has become a goal of its own.

The question of dual class shares is nevertheless likely to re-emerge under Article 18 of
the Directive. This Article entitles the Commission to reexamine the effects of Articles
10 and 11 and propose changes if necessary after 2010°%°. It is likely that the question of
dual class shares will be raised in connection with this process if it remains in the final,
adopted proposal.

“% The period given to Member States for adopting necessary regulation is until 1 January 2005. Article
18 shall give the Commission the power to examine the effects of the Directive 5 years after that date.
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A further question is raised by the breakthrough rule that concerns the freedom of the
shareholders to engage in contractual agreements. If the shareholders, either together
with the company’s board or on their own, agree to enter into a contract limiting or
extending the rights attached to their shares, doesn't the obligation to render these
contracts ineffective violate the basic rights of contractual freedom? If this is the case
then doesn’'t the Directive contradict itself by eliminating one of the basic principles that
it triesto promote — the right of the shareholders to make decisions.

It is stated clearly in Article 295 that “ [the Treaty] shall in no way prejudice the rulesin
Member States governing the system of property ownership”. Thus the question that
arises is whether the Directive is in fact wandering into the area of corporate law where
it is not meant to go. If the contractual freedom of shareholdersis violated as a result of
the Directive, does it constitute a breach of the Treaty?

VII 3. Legality of defensive strategies

As stated before, due to the fact that the 13™ Directive is still in a preparatory phase, the
ECJ has not issued any judgements that directly concern that legislative act. There have
been, nevertheless, judgements that can be seen as directly concerning defensive
measures — those concerning the existence of golden shares or other privileges enjoyed
by the state in recently privatized companies and based on Treaty articles concerning
free movement of capital and freedom of establishment.

Up to date, there have been five judgements concerning the “golden share” held by the
governments of Member States —the judgements on June 4™, 2002, in the cases
Commission versus Portugal*®, France®™’ and Belgium®®, and on the May 13", 2003,
Commission versus United Kingdom®*®® and Spain®®

Prior to those judgements the illegitimacy of golden shares was brought to the attention
of the Member States by the Commission Communication from 1997°°* concerning
cross-border investments in the EU. The Communication concluded that discriminatory
measures granting a veto right to the government are incompatible with Treaty Articles
56°2 and 43°% if they are applied to investors from other Member States. Such
measures could be considered non-discriminatory only if they are i) applied in the same
manner to both nationals and foreign investors, ii) they are based on a set of public,
objective and stable criteria and iii) justifiable on the basis of imperative requirements
in the general interest. The principle of proportionality had to be respected in all

cases”™,

4% C-367/98

497 C-483/99

4% C.503/99

49 c.98/01

50 C.463/00

%1 031997 C 220

%02 Article 73b in the original concerning free movement of capital
%3 Article 52 in the original concerning right of establishment

% Case C-367/98, §22
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VII 3.1. Commission vs. Portugal (Case C-367/98)

In the case of Portugal, the provisions in question were certain laws and regulations
concerning privatisations which limit the participation of non-nationals, and which
establish a procedure for the grant of prior authorization by the Minister of Finance once
the interest of the person acquiring shares in a privatized company exceeds a ceiling of
10 percent. The principal legal provision was contained in Law No 11/90 that provides
in Article 13(3) for limits on foreign holdings in privatized corporations and
corresponding methods of control. Penalties for non-compliance include forced sale of
shares that exceed the limits set, loss of the voting rights conferred and nullity of the
acquisitions or subscriptions. This provision was the basis for limitations included in
many decree-laws on the privatization of certain undertakings™. In its application the
Commission refers to 15 decree-laws providing for a limit on foreign participation
ranging from between 5 percent and 40 percent in relation to undertakings operating in
the banking, insurance, energy and transport sectors™™.

The focus of the Commission action in this case was upon Decree-Laws No. 380/93 and
65/94 (applicable to the energy sector). Article 1 of Decree-Law No 380/93 provided for
prior authorization by the Minister for Financial Affairs for any acquisition of shares
representing more than 10 percent of the voting capital of companies following
privatization gor any acquisition which when added to those already held would exceed
such alimit)®’. The provision in Decree-Law No 65/90 that attracted the Commission’s
attention set a ceiling of 25 percent on the participation by foreign entities in the capita
of privatized companies™®.

The Commission argued that Law No 11/90 and the provisions of the two Decree-Laws
above were contrary to Articles 52, 56, 58, 73b and 221 of the Treaty and to Articles
221 and 231 of the Act of Accession®®. The latter required the Portuguese Republic to
carry out the liberalization of capital movements and invisible transactions according to
a timetable®’®. Although the Portuguese Government undertook not to use the
possibility of limiting participation by Community investors in future privatisations that
Law No 11/90 offered, and claimed that the system established by Decree-Law No
380/93 was applicable without any discrimination based on the nationality of
investors™, the Commission decided to take action before the ECF™.

In court, the Portuguese Republic used similar arguments to defend its national law. It
clamed that although the relevant national laws enable discrimination based on
nationality, the government has undertaken not to use those provisions and, by virtue of
the direct effect and primacy of Community law, the provisions in question must in any
event be interpreted as referring solely to investors who are not Community nationals™.

55 810 to §14, Case C-367/98
5% bid., §12

%7 | bid., §14

%8 |pid., 813

9 |pid., 815

%19 hid., §8 and §9

1 |bid., 816 and §18

2 pid., 819

B |bid., §29
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In a similar manner, prior authorization must be obtained by everyone, not just by
nationals of other Member States or third countries™*

In case the Court would not consider these justification to be sufficient, the Portuguese
government claimed that they are justified by overriding requirements of the genera
interest®™ to ensure that economic policy objectives are pursued and that the general
rules of the Treaty allow Member States to safeguard its financial interests®'®. The
claims of unproportionality by the Commission®’ were rebutted under the claims that
an assessment of operations which ater the structure of the share ownership constitutes
an appropriate means of attaining the objective pursued™®, that it is applicable only to
the re-privatization process™*® and it may be subject to review by courts™®.

The Court effectively refused to accept the claims of Portugal on the grounds that it
constitutes a restriction on the free movement of capital as defined in the Annex | of
Directive 88/361°%, the existence of administrative practices cannot constitute a
justification for the contrary restrictions found in national law®%, prohibition on free
movement of capital does not apply only to discriminatory treatment of other Member
States®® and moreover creates an illusory perception of the free movement of capital °**.

In asimilar manner, the Court refused to accept the claims of Portugal on the necessity
of such restrictions. Referring to previous judgements exploring the relation of Article
295°% to the rest of Treaty Articles’®, the court reaffirmed that this Article cannot be
used to exempt a Member State from the fundamental principles of the Treaty®*’. Asthe
restrictions found in Portuguese law did not fall under Article 58 (1)°*, nor were they
proportional®®, nor were such obstacles justified by overriding requirements of the
general interest™, the Court found that the Portuguese government has infringed
Article 56 of the Treaty®™".
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Based on the previous discussion, the Court found also that Portugal has failed to
comply with Treaty Articles concerning freedom of establishment®® but as the
Commission did not specify the reasons for non-compliance with the Act of
Accession™ the Court dismissed those claims®,

VIl 3.2. Commission vs. France (C-483/99)

In the case of France, the Commission noted that Decree No 93-1298 of 1993 vestsin
the State a "golden share’ in Societé Nationale ElIf-Aquitaine, a company engaged in
supplying France with petroleum products®™. Through Article 1 of this Decree, a
golden share is granted to the State in order to protect the national interest®®. The rights
accruing to the State are set out in Article 2 of the Decree. Under this provision, the
Minister for Economic Affairs is required, first of al, to approve in advance an
acquisition of shares or rights that exceeds established limits on the holding of capital,
and secondly the Minister may oppose decisions to transfer shares or use them as
security. Finaly, two representatives of the State, appointed by decree, are entitled to sit
on the board of directors of the company, without voting rights™".

Contrary to Portugal, the infringement proceedings were brought against France for a
golden share held in a specific company that moreover was active in a strategically
important sector — petroleum and oil products. Based on the pre-existing case law of the
ECJ, safeguarding supplies of petroleum products in the event of a crisis is a matter of
national security>*®, which was also the core of the French defense®® together with
proportionality>* and the non-discriminatory nature of the share®*.

In a manner similar to the case against Portugal, the Court dismissed the claims of the
French Republic. Although it acknowledged the strategic importance of the oil sector>*,
it emphasized that any derogation must be interpreted strictly and not to be left at the
discretion of Member States™. The Court thus found that the existence of a golden
share in Elf-Acquitaine, and the rights assumed by the state in relation to that share, is
not proportionate to the aim and therefore constitute an infringement of the Treaty

Article 56.>%

The Court thus ruled that the Articles in the national legislation concerning a rights of
the state to approve holdings over certain percentage and the right to oppose the transfer
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of company’s assets associated with the golden share held in Elf-Acquitaine constitute
an infringement of free movement of capital >,

VIl 3.3. Commission vs. Belgium (C-503/99)

In a manner similar to France, the case brought against Belgium concerned a golden
share held in a specific company. In this case, two Roya Decrees of Belgium dating
from 1994 were at issue. The first of these, the Royal Decree of 10 June 1994, vested in
the State a "golden share’ in Societé Nationale de Transport par Canalisations and
carried with it the following rights. Firstly, the responsible Minister must have be given
advance notice of any transfer, use as security or change in the intended destination of
the company’ s system of lines and conduits that are used or are capable of being used as
major infrastructures for the domestic conveyance of energy products. If the Minister
considered that such operations adversely affect the national interest in the energy
sector, he is entitled to oppose them. Secondly, the Minister may appoint two
representatives of the Federal Government to the board of the Company. They could
propose to the Minister the annulment of any decision of the board of directors that they
regard as contrary to the guidelines for the country’s energy policy. This includes
Government objectives with respect to energy supply>*.

The second of the Decrees at issue was the Royal Decree of 16 June 1994 vesting in the
State a golden share in Distrigaz, the principal gas transporter and distributor. Through
this device the responsible Minister has to be given advance notice of any transfer, use
as security or change in the company’s strategic assets, and is entitled to oppose such
operations if he considers that they adversely impact upon the national interest in the
energy sector. Secondly, the Minister may appoint two representatives of the Federal
Government to the board of directors of the company. These representatives may
propose to the Minister the annulment of any decision of the board of directors or of the
management committee, which they regard as contrary to the guidelines for the
country’s energy policy>"’.

The Commission argued that the Belgian Government’s failure to lay down precise,
objective and permanent criteria for approval of, or opposition to, the operations noted
above meant that the Kingdom of Belgium was in breach of its obligations under
Articles 43 EC and 56°*. While the Belgian Government made a number of structural
adaptations to the special rights attaching to the golden shares in 1999, these did not, in
the Commission’s view, alter the relevant Articles in the two Royal Decrees™.

The defense used by Belgium was similar to that used by France raising the issue of
public interest and security>*® and proportionality>. As in other judgements of that day,
the court acknowledged that the companies concerned are important to Belgian national
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economy>>? but, as opposed to the cases against France and Portugal, found, that the
legislation in Belgium is justified by the objective of guaranteeing energy supplies in
the event of a crisis™>. As the court had established the prevailing interest of national
security, the claims of the Commission on the failure to comply with Treaty Articles
concerning freedom of establishment, were dismissed™*

Perhaps the primary reason for a positive judgement for Belgium is found in the fact
that the Commission failed to show a possibility of a less restrictive measure®. The
proposal by the Commission to regulate the entire market, rather than just one
company>>®, was found by the court to be even more restrictive™’.

Simultaneously to the cases discussed above, the Commission started proceedings
against Spain and United Kingdom for golden shares they held in recently privatized
companies. The judgements for those cases were delivered on May 13" 2003.

VIl 3.4. Commission vs. Spain (Case C-463/00)

In the case of Spain, the Commission was concerned with the possible effect on free
movement of capital and freedom of establishment of administrative approval of action
of certain nature in undertakings in the petroleum and energy (Repsol),
telecommunications (Telefénica), banking (Argentaria), tobacco (Tabacalera) and
electricity sectors (Endesa). The Spanish Law 5/1995 concerning the privatization of
undertakings in the Spanish public sector provides that the state has the power to
approve or disapprove mergers, winding-up, disposal of assets and shareholdings,
change in the state ownership percentage of the company and acquisitions. For the
undertakings operating in the petroleum, telecommunications, banking, tobacco and
electricity sectors, Royal Decrees No 3/1996, 8/1997, 40/1998, 552/1998 and 929/1998
respectively, pursuant to Article 4 of Law 5/1995, were issued laying down the details
of the system of approval. Each of the royal decrees defines its substantive scope by
reference to that law, the transactions which are subject to prior administrative approval,
the administrative body which is competent to grant approval and the date on which the
system ceases to apply, the various decrees setting dates between 5 October 2000 and 8
June 2008>%,

Despite extensive negotiation between the Spanish government and the Commission,
the latter was not satisfied with the responses received and brought an action against the
Kingdom of Spain®® on the 21% of December 2000. A peculiarity of the case is that
some of these laws™® in the Spanish legal system had, by the time of the court hearings,
ceased to apply. In addition, the Spanish government pointed out several inconsistencies
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in the Commission’s application and thus raised pleas of inadmissibility>®’. Referring to
extant case law>* the court nevertheless rejected these plesas.

Following the argumentation in the cases against Portugal, France and Belgium, the
Commission sees prior approval by administration as restricting both free movement of
capital and freedom of establishment®®, are not excusable under the claims of public
security, order and health® and does not pass the test of proportionality®.
Commission aso points out that in previous judgements®® prior approval by authorities

has been held as incompatible with the relevant Treaty Articles™’.

Spain responds to the accusations by explaining in detail the privatization process and
the benefits of having certain control over it>®. It also raises the issue of property
ownership of Article 295 of the Treaty and claims that the respective parts of Spanish
law ought to be regarded as compatible with the Community law based on the right of
the Member State to decide whether or not to privatize public companies”®.
Furthermore, Spain also points out that the aim of the national legislation is to secure
continuity of business undertakings and the non-discriminatory nature of the law in
question®™ next to the already common pleas for public interest™”*, proportionality®’
and judicial review®”. Finally, Spain brings forth Article 86 of the Treaty and claims,
“without explaining its argument in detail>"*" that it allows derogation of not only from

Articles concerning competition but also from all Treaty Articles®”.

The Court follows reasoning, similarly to previous judgements on the same topic, about
the nature of free movement of capital and direct investments®® and finds that any prior
approva by the authorities constitutes an infringement of the Articles concerning the
free movement of capital®”’ moving on to examine whether it can be justified on the
grounds raised by Spain.

Not surprisingly, the court finds that tobacco companies and banks do not have their
am of serving public interests and thus dismisses any justifications for them on the
basis of general public interest®”®. As far as other three companies are considered, the
court finds the approval procedure to be overly secretive and closed, thus also not
proportionate, and the possibilities to seek judicia review are too weak to justify the
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existence of the laws of this nature®”. It thus finds that Spain has failed to fulfil its
obligations under Article 56 of the Treaty>™®.

VII 3.5. Commission vs. United Kingdom (Case C-98/01)

The case against United Kingdom was initiated to establish the legitimacy of a“special”
share that the United Kingdom government held in the British Airport Authority (BAA)
privatized in 1986™'. Under the accompanying legislation the “special share” is
transferable only amongst public authorities of the country®®2. The “special share” gave
the holder the right to decide over certain activities such as winding-up the company
and disposing of a designated airport®®®, In addition, the articles of association of the
BAA forbade any single person to own more than 15 percent of the voting rightsin the
company>®*.

The United Kingdom’s reply to Commission’s reasoned opinion inquiring about the
matter stated that Member States have the right to define, within the framework of
national company law, the essential characteristics of shares in private companies,
which are available on the market, and that use of that right does not impede access to
the market in those shares®®. Commission was not satisfied with that and bought
proceedings against United Kingdom to the ECJ. In its argumentation in the Court the
Commission stated that BAA’s articles of association have the effect of distorting free
movement of capital and freedom of establishment>®® referring to Directive 88/361. In a
similar manner, the provisions in the articles of association of BAA limiting
shareholder’s votes to 15 percent had to be considered as incompatible with the above
mentioned freedoms>®” due to the fact that they arise from parliamentary action and not
through the normal operation of law>%.

In its' defense, the government of the United Kingdom explained that under national
company law in force, different classes of shares may exist and that the rights attached
to them may be different, both in relation to sharing in the company's profits and to its
management. The “special share” concerned merely falls within one of those classes. In
particular, shares without voting rights are commonly found in certain companies™.
The defendants also raise the issue of the restrictions being of non-discriminatory
manner and do not restrict access to the market®®,

In this case, the United Kingdom government argued, neither the rules of private law
which determine the characteristics of shares available on the market, nor those which
entitle specia shareholders to participate in the decisions of the company, or which
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require the consent of the special shareholders before certain decisions can be taken,
amount to restrictions on access to the market™". Moreover, challenging the “special
share” would enable holders of all classes of ordinary shares to rely on the Treaty in

order to renegotiate the rights attached to them™®.

The court proceeds in already common manner to find that any measures requiring prior
approval by authorities are to be considered as hindrances to free movement of
capital®™®. In a similar manner, the court also rebuffs any arguments that restrictions on
the amount of capital a person can hold in a company are not to be considered as
restrictions on free movement of capital®®*,

What concerns the plea that attacking the “special share” constitutes an attack against
the independence of national company law systems, the Court does not accept it. As
claimed by the Commission, the issues here do not arise out of norma operation of
company law but they were explicitly approved by the Secretary of State and thus the
United Kingdom acted in its capacity as a public authority®®. As the United Kingdom
did not want to rely on any measures constituting possible overriding requirements
relating to the general interest™®, the Court found that the provisions of the articles of
associations of BAA constitute an infringement of Article 56 of the Treaty®’ and
consequently also Article 43°%,

V1l 3.6. Effect on antitakeover measur es

An extraordinary feature of the “golden share” judgements is that the Court did not
approach the main issue that the Advocate-General (AG) of all the five cases, Ruiz-
Jarabo Colomer, considered to be of essence — that of the possibility for the Community
to interfere with the system of property ownership in Member States. In its first joined
opinion for the cases ruled in June 2002, the AG stated that the Commission has made a
fundamental error in the way in which these three actions were brought: the
Commission has sidestepped the legal consequences that follow from Article 295 EC.

The Commission argued that Article 295 EC is not relevant for the purposes of the
proceedings. The argumentation was based on the notion that the issue is not whether
State has the right to participate in the share capital of the company but whether it is
allowed to attach specia rights and powers to the shares®®. As the AG points out, this
leads to the concept that property ownership comes only in the form of private and
public ownership corresponding to the size of the contribution to the object of

ownership®™.
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It is not fruitful to follow the argumentation of the AG in detail. It is sufficient to point
out that he used extensive argumentation to prove that the expression 'system of
property ownership' refers not to the civil rules concerning property relationships but to
the ideal body of rules of every kind, deriving from both private and public law, which
are capable of granting economic rights in respect of an undertaking®®. In other words,
it concerns rules, which alow the person vested with such ownership to exercise
decisive influence on the definition and implementation of all or some of its economic
objectives.

The Court in turn, as exhibited in (Previ ous sections, relied only on the previous existing
case-law interpreting Article 295°° and declared that Article 295 is not to be used as an
exemption from the fundamental freedoms of the Community.

Such a laconic argumentation was brought to the attention of the Court once again in
connection with the cases ruled in May 2003. AG Colomer delivered its opinion on the
cases on February 6, 2003 urging the ECJ to reconsider its positions. As he points out,
Article 295 was ignored without stating why®. He pointed out that the judgements on
June 4™ 2002 had three basic flaws. Firstly, the concept of golden shares deals with the
freedom of establishment not with the free movement of capital which is incidental®®.
Secondly, by dismissing Article 295 in its entirety, the ECJ has rendered that specific
Article devoid of all practical effect®™. And thirdly, the exemption given to Belgium
was not based on any rational explanation®’.

The AG does provide further argumentation in its opinion that should be highlighted.
He points out that if the Court would not reconsider the judgements of June 2002, it
would lead to a grave misinterpretation of the Treaty and allowing the Community to
venture where it is not supposed to go — the system of private ownership of property®®

The Court, as shown, did not consider such argumentation to be appropriate.

There are several conclusions that can be drawn from these judgements of the ECJ.
Firstly, although concerning so far only public authorities, measures that require a prior
approval to some actions that a company may take are in breach of the free movement
of capital. Secondly, as exhibited in the case Commission vs. United Kingdom, any
restrictions on the amount of capital to be held by a single shareholder constitute an
infringement of the free movement of capital principles.

Thirdly, existence of a shares giving preferential treatment to the holder as regards
decisions concerning for example acquisitions or board nominations, violate the
principles of free movement of capital. Fourthly, a system of prior administrative
approval is in accord with the principle of proportionality only if it is based on
objective, non-discriminatory criteria which are known in advance to the undertakings
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concerned and all persons, affected by a restrictive measure of that type, have a legal
remedy available to them.

In addition, Annex | of the Directive 88/631, as has been repeatedly asserted in the
judgements above®®, can be used for defining capital movements between Member
States. Heading | 2 of Annex | of that Directive states that direct investments (and thus
capital movements) is also “participation in new or existing undertaking with a view to
establishing or maintaining lasting economic links’.

Heading 111 Points 1 to 4 include all listed and non-listed securities, dealt and not dealt
in stock exchanges, which are acquired by residents and non-residents. The Commission
thus has the widest possibilities for determining the concept of capital movements. The
Court has also repeatedly stated that Article 295 of the Treaty cannot be used as an

exemption from the fundamental principals of the Treaty®™.

Given these findings it seems that the Directive is not in fact any more necessary. The
system of property rights deriving from private and public law of Member States can in
no way allow derogation from fundamental freedoms of the Treaty which includes also
free movement of capital. The argument that these cases concerned the special powers
held by the state is not applicable as the state acted merely in its capacity as a
shareholder.

The question that remains is whether the protection of private companies constitutes an
overriding economic interest that could justify derogation from the principles of free
movement of capital. The ECJ has continuously held that all measures that are to be
considered as exempt from the free movement of capital principles must pass the test of
proportionality, be in conformity with legal certainty and cannot be implemented for
purely economic ends®™. It is clear that allowing the existence of national legislation
that for example allows dual class shares or capped voting does not fall under the
concepts of public order, public health nor public security.

As the Court has constantly held Annex | of the Directive 88/631 to include a reference
to measures that are to be considered as capital movements and, based on the
judgements of June 2002 and May 2003, Article 295 cannot be used as a derogation
from participation in the share capital of a company, all measures restricting access to
the share capital of a corporation are to be considered as violating Treaty Article 56.

Even more so, as Article 56 of the Treaty also prohibits al restrictions on the free
movement of capital between the Member States and third countries, it seems that
European companies are now vulnerable to the attacks of the U.S. companies. The latter
has been one of the reasons for the rejection of the previous draft of the 13" Directive in
the European Parliament.

If contractual freedom is no longer an option when devising measures that could be
interpreted as defensive strategies, as seems to be the case after the “golden share”
judgements, then there is in effect almost no possibility to prevent any company from
being taken over. The only measures that have remained are in this case those resulting
from the ownership structure of corporations. Holding a majority in both cash flow
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rights and voting rights or engaging in cross-ownership and pyramidal groups seem to
be the only options available prior to the bid. Once the bid has been announced the
options are either to influence the shareholders to adopt defensive mechanisms, either
directly or through a proxy fight, or to search for awhite knight.

There seems to be little doubt that once implemented in national legislation, the
Directive, together with the regulative case-law of the ECJ, will have a profound effect
on corporate governance systems of mainly Continental European companies. Options
that remain available are, in addition to those mentioned above, not to go public at all or
incorporating outside the EU. Both are detrimental to the aim of the Directive — to
strengthen the worldwide competitiveness of companies incorporated in the European
Union.

VII 4. Application of corporate theories

It remains to be seen whether the judgements of the ECJ will have such an effect as
stipulated here but these seems to be little evidence to contradict it. In no judgements so
far has Article 295 been alowed to take effect over fundamental freedoms provided in
the Treaty.

Given the preceding analysis, it is clear that the application of corporate theoriesisto be
done mainly through the simple finance theory, which is the basis aso for the UK
system of corporate ownership and takeover regulation. Shareholder supremacy under
the Directive is not however absolute. As was shown, the Articles of the Directive are
emphasizing the role of the bidder in every aspect. If shareholder agreements are
unenforceable only against the bidder then there is no incentive for shareholders to enter
into those agreementsin the first place.

Considering such an approach through the simple finance model, the board and the
management of the target company shall assume de facto principal-agency relationship
only with the bidder after the control has been obtained. Although protection of
minority shareholders is the stated aim of the Directive, the only remedies available to
them are those of mandatory bid and sell-out clauses. It is not clear if Article 11 applies
also to supermajority provisions that enhance the powers of minority shareholders but it
can suspected to be so.

Assuming that the motivation underlying the Directive is the belief that majority of
takeovers occur due to the inefficiency of the target, such regulation could be seen as
proper. However, it has been shown that this consideration is inaccurate. Although the
mandatory bid reduces the likelihood of takeovers, the benefits stemming from the
break-through and board neutrality rules should be sufficient to give a kick-start for
cross-European consolidation of corporations.

An effect of the implementation of the Directive could be a move towards closer
relationship between the management and the shareholders. As the main option
available to the management that considers a takeover to have negative effects on the
corporation isto convince the shareholders of that, mutual trust could be seen as playing
an increasingly more important role.
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Such action in turn requires the usage of company resources to constantly communicate
with the shareholders. If this would be the case and the shareholders would approve the
situation, the effects of the Directive would be positive for the entire corporate
environment in Europe. At the same time it could also promote falsification of data to
show the company in more positive light than it actually is.

Thus, in application of the ssimple finance theory, the Directive seems to create
additional problems next to the onesthat it solves.

Considering the transaction cost economics approach, the Directive has much more
negative implications. Corporations are no longer able to provide sufficient protection
for explicit and implicit contracts that it has entered into with constituencies
contributing company specific assets. The role of the employees is limited just as much
as that of the board and the management. They may merely express their opinion. Role
of the State as the protector of other constituencies is limited and there are no
paragraphs in the Directive addressing the issue of creditors.

If defensive measures, viewed through transaction cost economics, are used for
establishing the long-term stability of corporations, then the Directive does not meet any
of these aims.

High occurrence of takeovers in the UK is certainly appealing if the aim is to promote
the increase in the number of European takeovers. Yet there is no indication that UK
based corporations are more competitive globally or even within the European Union.
As afinal thought it should be pointed out that only afraction of takeovers actualy end
up increasing shareholder wealth whereas mgjority decrease it®'?. Perhaps the idea of
opening the European market for takeovers at any cost needs to be reconsidered both
from the perspective of transaction cost economics and aso from the ssimple finance
theory.

612 Hussey (2001) referring to KPMG (1999) where it was found that only 17 percent of mergers and
acquisitions show an increase in the share price a year after the conclusion of the deal
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The emphasis on making money is so great, the emphasis
on getting rich, no matter how, is so tremendous, that it
influences virtually every aspect of our society
Lawrence Ritter, former president

of the American Finance Association

VIl Conclusions

The concepts of takeovers and takeover defenses discussed in this paper have lead to
several conclusions. The first part of the paper discussed the different approaches to
takeovers and takeover defenses that the simple finance theory and the transaction cost
economics provide and provided empirical support for different findings.

Research by distinguished authors has shown that takeovers are often motivated by the
ambitions of the bidder rather than the inefficiencies of the target. The different
approaches taken in applying the principles of the smple finance model and the
transactions cost economics lead to the conclusions that by concentrating on the first
one, takeover defenses are to be considered as breaches of trust between the
management and the shareholders of a company. If companies are viewed through
transaction cost economics, adoption of takeover defenses can be seen as a positive step
to protect constituencies that have contributed company specific assets to the long-term
functioning of the corporation. There is no doubt that management entrenchment is one
of the reasons why defensive strategies are proposed. Based on the simple finance
theory it is sufficient reason to create rules limiting the power of the board and the
management.

Yet, no firm conclusions can be drawn from that. The outcome of a takeover, with or
without the utilization of defensive strategies, does not depend on the underlying theory
explaining the process but on the personal motivation of the participating actors.
Empirical evidence indicates that the use of takeover defenses increases shareholder
returns from takeovers. At the same time it leads to the possibility that the company will
not be sold at all thus depriving the shareholders of their gains. The question that arises
in connection with the proposed 13" Company Law Directive is thus the very
foundation on which it is built — is there a necessity to regulate only the action of the
target?

The answer to the question is ‘yes’ if the underlying theory is the simple finance model
and the main goal is to prevent the target’s management of using its position for
personal benefits. It is possible that the interests of other constituencies are sufficiently
protected under other legidlative acts. If the corporation is nevertheless managed not
only in the interests of the holders of cash-flow rights, the answer should be
reconsidered. The mere fact that the simple finance model is dominating in both the
academic and practical world leads to the conclusion that the aternative, however
attractive, is not feasible in practice. The Commission has included Article 18 under
which it can re-examine the situation. Perhaps one of the considerations should also be
whether the outcome of the takeovers has provided shareholders with additional
benefits.
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The present situation concerning takeover regimes in Europe is diverse. Several
countries show increasing influence of shareholder activism. Many countries have
nevertheless kept their old systems under which the management and the board have
extensive powers in the takeover context. Common standards are erecting and even now
the share of cross-border mergers and acquisitionsisincreasing.

The extreme variance of company laws in the European Union Member States does not
seem to be the main reason for hindering cross-border deals. Most countries exhibit a
system of corporate ownership fundamentally different of that in the United Kingdom
that istaken as the model for which al Member States should strive.

Concentration of ownership and patterns of cross-holding and pyramiding in European
countries are the main obstacles to increasing takeovers. If takeovers do occur, the
target is chosen based on geographical and cultural proximity, not on the nature of the
legislation prevailing in the target’s home country. The question that arisesisthus—isit
necessary to create a*“level playing field” in the European Union?

The answer to the question depends on whether the present situation is considered to be
adequate. It is clear that harmonization in this field has not occurred up to the level
believed to be necessary by the Commission and the Council. It is nevertheless visible
that convergence towards common rules and regulations is taking place. | believe that
there is a need for further harmonization for capital to flow without obstacles between
Member States. How “level” does the “playing field” need to beis nevertheless atotally
different matter. The proponents of the simple finance theory believe in the efficiency of
the market. Perhaps the markets are following the right track in the speed that suits
them. It is easy to change legislation but this will benefit only those that are comfortable
acting in such a system. In this case it would be mainly the United Kingdom.

The Directive, although in the form of a framework to be implemented by national
legislators, takes strong positions concerning the outcome of the bid. The issues
examined in this paper concerned publication of information, conduct of the board and
rights of the bidder. It was shown that the rules have certain weak points but could be
considered justifiable. Problems nevertheless arise in considering the already existing
legislation, i.e. without the Directive.

Case-law of the ECJ has fundamentally altered the playing field which the Commission
tries to harmonize. It can be claimed that there is no need for a harmonizing legislation
as that can be achieved through aready existing provisions in the Community law. The
protection provided to Member States under Article 295 has been rendered ineffective
by the ECJ. It could also be considered that due to that very reason the Directive is
necessary as it avoids lengthy court proceedings. It nevertheless seems that the ECJ and
the Commission, with the inclusion of the break-through rule, has entered a zone which
could lead to unexpected outcomes. Perhaps it would be sufficient to limit the Directive
to publication of information and let the market take its course. If market efficiency
truly exists and simple finance theory applies, then it should lead to the same results
without jeopardizing the interests of Member States in protecting their heritage. This
again is atopic for another paper...
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Annexes

Annex A: Proposalsfor the 13" Directive from 2002 and 1995

Directive proposa from 2002
COM(2002)0534

Articlel
Scope

1. This Directive lays down measures coordinating the laws,
regulations, administrative provisions, codes of practice or
other arrangements of the Member States, including
arrangements established by organisations officially
authorised to regulate the markets (hereinafter "rules"),
relating to takeover bids for the securities of a company
governed by the law of a Member State, where all or some of
those securities are admitted to trading on a regulated market
within the meaning of Council Directive 93/22/EEC in one or
more Member States (hereinafter "regulated market").

2. This Directive shall not apply to takeover bids for securities
issued by companies the object of which isthe collective
investment of capital provided by the public, which operate on
the principle of risk spreading and the units of which are, at
the holders' request, repurchased or redeemed, directly or
indirectly, out of the assets of those companies. Action taken
by such companies to ensure that the stock exchange value of
their units does not vary significantly from their net asset
value shall be regarded as equivalent to such repurchase or
redemption.

Article2

Definitions
1. For the purposes of this Directive:
a) “"takeover bid" or "bid" means apublic offer (other than
by the offeree company itself) made to the holders of the
securities of a company to acquire all or some of the said
securities, whether mandatory or voluntary, which
follows or has asits objective the acquisition of control
of the offeree company in accordance with national law;
"offeree company" means a company whose securities
are the subject of abid;
"offeror" means any natural or legal person governed by
public or private law making a bid;
"persons acting in concert" means natural or legal
persons who cooperate with the offeror or the offeree
company on the basis of an agreement, either express or
tacit, either oral or written, aimed respectively at
obtaining control of the offeree company or frustrating
the successful outcome of abid;
"securities" means transferable securities carrying voting
rightsin acompany;
"parties to the bid" means the offeror, the members of
the offeror's board if the offeror is a company, the
offeree company, holders of securities of the offeree
company and the members of the board of the offeree
company, and persons acting in concert with such
parties.

b)
©)
d)

G

f)

2. For the purposes of paragraph 1(d), persons controlled by
another person within the meaning of Article 87 of Directive
2001/34/EC of the European Parliament and of the Council
shall be deemed to be persons acting in concert with that other
person and with each other.
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Directive proposa from 1995
COM (1995)0655

Articlel
Scope

The coordination measures prescribed by this Directive shall
apply to the laws, regulations and administrative provisions or
other mechanisms or arrangements of the Member States
relating to takeover bids for the securities of a company
governed by the law of aMember State, where such securities
are admitted, wholly or partially, to trading on amarket in one or
more Member States which is regulated and supervised by
authorities recognized by public bodies, operates regularly and is
accessible, directly or indirectly, to the public.

Article2

Definitions
For the purposes of this Directive:
- 'takeover bid" ('bid") shall mean an offer made to the holders of
the securities of a company to acquire al or part of such
securities by payment in cash and/or in exchange for other
securities. A bid may be either mandatory, if so provided by
Member States as a meansto protect minority shareholders, or
voluntary,
- 'offeree company” shall mean a company whose securities are
the subject of abid,
- 'offerer” shall mean any natural person or legal entity in public
or private law making a bid,
- 'securities’ shall mean transferable securities carrying voting
rightsin acompany or conferring entitlement to obtain
transferable securities carrying such rights,
- 'parties to the bid" shall mean the offerer, the members of the
offerer's administrative or management board, it the offerer isa
company, the addressees of the bid and the members of the
administrative or management board of the offeree company



Article3

Genera principles
1. For the purpose of implementing this Directive, Member
States shall ensure that the following principles are complied
with:
(a) all holders of securities of an offeree company of the same
class are to be afforded equivalent treatment; moreover, if a
person acquires control of a company, the other holders of
securities are to be protected;
(b) holders of securities of an offeree company are to have
sufficient time and information to enable them to reach a
properly informed decision on the bid; where it advises the
holders of securities, the board of the offeree company isto
giveits views on the effects of implementation of the bid on
employment, conditions of employment and the locations of
the company's places of business;
(c) the board of an offeree company isto act in the interests of
the company as a whole and must not deny the holders of
securities the opportunity to decide on the merits of the bid;
(d) false markets must not be created in the securities of the
offeree company, of the offeror company or of any other
company concerned by the bid in such away that the rise or
fall in the prices of the securities becomes artificial and the
normal functioning of the marketsis distorted;
(e) an offeror must announce a bid only after ensuring that it
can fulfil in full any cash consideration, if such is offered, and
after taking all reasonable measures to secure the
implementation of any other type of consideration;
(f) an offeree company must not be hindered in the conduct of
its affairs for longer than is reasonable by a bid for its
securities.

2. With aview to ensuring compliance with the principles set
out in paragraph 1, Member States:

(a) shall seeto it that the minimum requirements set out in this
Directive are observed,;

(b) may lay down additional conditions and more stringent
provisions than those required by this Directive for regulating
bids.

Article4

Supervisory authority and applicable law
1. Member States shall designate the authority or authorities
competent for supervising a bid for the purposes of the rules
made or introduced pursuant to this Directive. The authorities
thus designated shall be either public authorities, associations
or private bodies recognised by national law or by public
authorities expressly empowered for that purpose by national
law. Member States shall inform the Commission of these
designations, specifying all divisions of functions that may be
made. They shall ensure that these authorities exercise their
functionsimpartially and independently of all partiesto the
bid.

2. (a) The authority competent for supervising the bid shall be
that of the Member State in which the offeree company hasits
registered officeif the securities of that company are admitted
to trading on aregulated market in that Member State.

(b) If the securities of the offeree company are not admitted to
trading on aregulated market in the Member State in which the
company hasitsregistered office, the authority competent for
supervising the bid shall be that of the Member State on whose
regulated market the securities of the company are admitted to
trading.

If the securities of the company are admitted to trading on
regulated markets in more than one Member State, the
authority competent for supervising the bid shall be that of the
Member State on whose regulated market the securities were
first admitted.
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Article5
Genera principles
1. For the purposes of the implementation of this Directive,
Member States shall ensure that the rules or other arrangements
made pursuant to this Directive respect the following principles:
(@ all holders of securities of an offeree company who arein
the same position are to be treated equally;

(b) the addressees of abid are to have sufficient time and
information to enable them to reach a properly informed
decision on the bid;
the board of an offeree company isto act in the interests of
the company as awhole;
false markets must not be created in the securities of the
offeree company, of the offerer company, or of any other
company concerned by the bid;
offeree companies must not be hindered in the conduct of
their affairs for longer than is reasonable by a bid for their
securities.

©
(d)

©

2. In order to attain the objective set out in paragraph 1,
Member States shall ensure that rules are in force which satisfy
the minimum requirements set out in the following Articles.

Article4
Supervisory authority
1. Member States shall designate the authority or authorities,
which will supervise al aspects of the bid. The authorities thus
designated may include associations or private bodies. Member
States shall inform the Commission of these designations and
shall specify all divisions of functions that may be made.

2. The authority competent for supervising the bid shall be that
of the Member State in which the offeree company hasits
registered officeif the securities of the company are admitted to
trading on aregulated market in that Member State. Otherwise,
the competent authority shall be that of the Member State on
whose regulated market the securities of the company were first
admitted to trading and are till traded.

3. Without prejudice to their duty of professional secrecy, the
competent authorities of the Member States shall cooperate, in
so far asis necessary for the performance of their duties and for
this purpose shall supply each other with any information that

may be necessary.

4. The supervisory authorities shall have all the powers
necessary for the exercise of their functions, which shall include
responsibility for ensuring that the parties to abid comply with
the rules made pursuant to this Directive. In addition Member
States can provide that their supervisory authorities may, on the
basis of areasoned decision, grant derogations from the rules
drawn up in accordance with this Directive provided that in
granting such derogations the supervisory authorities shall
respect the principles mentioned in Article 5.



(c) If the securities of the offeree company are first admitted to
trading on regulated markets within more than one Member
State simultaneously, the offeree company shall determine
which of the supervisory authorities of those Member Statesis
the competent authority for supervising the bid by notifying
these regulated markets and their supervisory authorities on the
first trading day.

If the securities of the offeree company are already admitted to
trading on regulated markets in more than one Member State at
the date referred to in Article 20(1) and were admitted
simultaneously, the supervisory authorities of these Member
States shall agree on which one of them isto be the competent
authority for supervising the bid within four weeks of the date
mentioned in Article 20(1). Otherwise, the offeree company
shall determine which of these authorities isto be the
competent authority on the first trading day following the
expiry of the period of time mentioned in the first sentence.

(d) Member States shall ensure that the decisions referred to in
point (c) are made public.

(e) In the cases referred to in points (b) and (c), matters relating
to the consideration offered in the case of a bid, in particular
the price, and matters relating to the bid procedure, in
particular the information on the offeror's decision to make a
bid, the contents of the offer document and the disclosure of
thebid, shall be dealt with in accordance with the rules of the
Member State of the competent authority. In matters relating to
the information to be provided to the employees of the offeree
company and in matters relating to company law, in particular
the percentage of voting rights which confers control and any
derogation from the obligation to launch a bid, aswell asthe
conditions under which the board of the offeree company may
undertake any action which might result in the frustration of
the bid, the applicable rules and the competent authority shall
be those of the Member State in which the offeree company
hasitsregistered office.

3. Member States shall ensure that all persons employed or
formerly employed by the supervisory authorities shall be
bound by professional secrecy. Information covered by
professional secrecy may not be divulged to any person or
authority except by virtue of provisionslaid down by law.

4. The supervisory authorities of the Member States under this
Directive and other authorities supervising capital markets, in
particular in accordance with Council Directive 89/592/EEC,
Council Directive 93/22/EEC and Directive 2001/34/EC of the
European Parliament and of the Council, shall cooperate and
supply each other with information wherever necessary for the
application of the rules drawn up in accordance with this
Directive and in particular in cases covered by points (b), (c)
and (e) of paragraph 2. Information thus exchanged shall be
covered by the obligation of professional secrecy to which the
persons employed or formerly employed by the supervisory
authorities recelving the information are subject. Cooperation
shall include the ability to serve the legal documents necessary
to enforce measures taken by the competent authoritiesin
connection with bids, as well as such other assistance as may
reasonably be requested by the supervisory authorities
concerned for the purpose of investigating any actual or alleged
breaches of the rules made or introduced pursuant to this
Directive.

5. The supervisory authorities shall be vested with all the
powers necessary for carrying out their duties, including that of
ensuring that the parties to the bid comply with the rules
established pursuant to this Directive.

Provided that the general principles set out in Article 3(1) are
respected, Member States may providein their rules made or
introduced pursuant to this Directive that their supervisory
authorities may, in certain types of cases determined at national
level and/or in other special cases, grant derogations from these
rules on the basis of areasoned decision.
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5. This Directive does not affect the power which courts may
havein aMember State to decline to hear legal proceedings and
to decide whether or not such proceedings affect the outcome of
the bid provided that an injured party enjoys adequate remedies,
whether through an appeal's procedure operated by the
supervisory authority or through the right to take proceedings
before the courts to claim compensation.



6. This Directive shall not affect the power of the Member
States to designate judicial or other authorities responsible for
dealing with disputes and for deciding on irregularities
committed during the bid procedure or the power of Member
States to regulate whether and under which circumstances
parties to abid are entitled to bring administrative or judicial
proceedings. In particular, this Directive shall not affect the
power which courts may have in aMember State to decline to
hear legal proceedings and to decide whether or not such
proceedings affect the outcome of abid. This Directive shall
not affect the power of the Member States to determine the
legal position concerning the liability of supervisory authorities
or concerning litigation between the parties to a bid.

Article5
Protection of minority shareholders, mandatory bid; equitable
price

1. Where anatural or legal person who, as aresult of hisown
acquisition or the acquisition by persons acting in concert with
him, holds securities of acompany referred to in Article 1(1)
which, added to any existing holdings and the holdings of
persons acting in concert with him, directly or indirectly give
him a specified percentage of voting rightsin that company,
conferring on him the control of that company, Member States
shall ensure that this person is required to make abid asa
means of protecting the minority shareholders of that company.
This bid shall be addressed at the earliest opportunity to all
holders of securitiesfor all their holdings at an equitable price.

2. Where control has been obtained following a voluntary bid
made in accordance with this Directive to al holders of
securities for all their holdings, the obligation to launch abid
laid down in paragraph 1 shall no longer apply.

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

4. The highest price paid for the same securities by the offeror,
or by persons acting in concert with him, over aperiod of
between six and twelve months prior to the bid referred to in
paragraph 1 shall be regarded as an equitable price.

Member States may authorise their supervisory authorities to
adjust the price referred to in the first subparagraph in
circumstances and according to criteria that are clearly
determined. To that end, they shall draw up alist of
circumstances in which the highest price may be adjusted
either upwards or downwards, for example where the highest
price was set by agreement between the purchaser and a seller,
where the market prices of the securities in question have been
manipulated, where market pricesin general or certain market
pricesin particular have been affected by exceptional
occurrences, or in order to enable afirm in difficulty to be
rescued. They may also determine the criteriato be applied in
such cases, for example the average market value over a
particular period, the break-up value of the company or other
objective valuation criteria generally used in financial analysis.
Any decision by a supervisory authority to adjust the equitable
price shall be substantiated and made public.
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Article3

Protection of minority shareholders
1. Where a natural person or legal entity who as aresult of
acquisition, holds securities which added to any existing
holdings give him a specified percentage of voting rightsin a
company referred to in Article 1, conferring on him the
control of that company, Member States should ensure that
rules or other mechanisms or arrangements are in force which
either oblige this person to make a bid in accordance with
Article 10 or offer other appropriate and at least equivalent
means in order to protect the minority shareholders of that
company.

2. The percentage of voting rights which confers control for
the purposes of paragraph 1 and the way of its calculation
shall be determined by the law of the Member State where
the supervisory authority is located

Article 10
Mandatory bid
1. Where a Member State provides for amandatory bid asa
means to protect the minority shareholders, this bid shall be
launched to all shareholders for al or for a substantial part of
their holdings at a price which meets the objective of
protecting their interests.

2. If the mandatory bid comprises only a part of the securities of
the offeree company and the shareholders offer to sell to the
offerer more shares than the partial offer covers, shareholders
should be treated equally by means of a pro rata treatment of
their shareholdings.



5. The consideration offered by the offeror may consist
exclusively of liquid securities.

Where the consideration offered by the offeror does not consist
of liquid securities admitted to trading on aregulated market,
Member States may stipulate that such consideration hasto
include a cash consideration at least as an aternative.

In any event, the offeror shall offer a cash consideration at least
as an alternative where, either individually or together with
persons acting in concert with him, over a period beginning at
least three months before his bid is made pursuant to Article
6(1) and ending before expiry of the period for acceptance of
the bid, he has purchased in cash more than 5% of the
securities or voting rights of the offeree company.

6. The Commission shall adopt, in accordance with the
procedure referred to in Article 17(2), the rules for the
application of paragraphs 4 and 5 of this Article.

7. In addition to the protection provided under paragraph 1,
Member States may provide for further instruments aimed at
protecting the interests of holders of securitiesin so far asthese
instruments do not hinder the normal course of the bid.

Article6

Information on the bid
1. Member States shall ensure that the decision to make abid is
made public without delay and that the supervisory authority is
informed of the bid. They may require that the supervisory
authority isinformed before this decision is made public. As
soon as the bid has been made public, the boards of the offeree
company and of the offeror shall inform respectively the
representatives of their employees or, where there are no such
representatives, the employees themselves.

2. Member States shall ensure that the offeror is required to
draw up and make public in good time an offer document
containing the information necessary to enable the holders of
securities of the offeree company to reach a properly informed
decision on the bid. Before the offer document is made public,
the offeror shall communicate it to the supervisory authority.
When it is made public, the boards of the offeree company and
of the offeror shall communicate it respectively to the
representatives of their employees or, where there are no such
representatives, to the employees themselves.

Where the offer document referred to in the first subparagraph
is subject to the prior approval of the supervisory authority and
has been approved, it shall be recognised, subject to any
trandlation, in any other Member State on whose market the
securities of the offeree company are admitted to trading,
without it being necessary to obtain the approval of the
supervisory authorities of that Member State. The latter may
require additional information to beincluded in the offer
document only if such information is specific to the market of
the Member State or Member States where the securities of the
offeree company are admitted to trading and relates to the
formalities to be complied with for accepting the bid and for
receiving the consideration due at the close of the bid as well
as to the tax arrangements to which the consideration offered to
the holders of securities will be subject.

3. The offer document referred to in paragraph 2 shall state at
least:

(a) theterms of the bid;

(b) the identity of the offeror and, where the offeror isa
company, the type, name and registered office of that
company;

(c) the securities or, where appropriate, the class or classes of
securities for which the bid is made;

(d) the consideration offered for each security or class of
securities and, in the case of mandatory bids, the method
employed in determining it, with particulars of theway in
which that consideration isto be paid;
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Article6
Information
1. Member States shall ensure that rules are in force requiring
that the decision to make a bid is made public and that the
supervisory authority and the board of the offeree company are
informed of the bid before this decision is made public.

2. Member States shall ensure that rules are in force requiring
the offerer to draw up and make public in good time an offer
document containing the information necessary to enable the
addressees of the bid to reach a properly informed decision on
the bid. Before the offer document is made public, the offerer
shall communicate it to the supervisory authority.

3. Those rules shall require that the document state at least:

- the terms of the bid,

- the identity of the offerer or, where the offerer is a company,
the type, name and registered office of that company,

- the securities or class, or classes of securities for which the bid
is made,

- the consideration offered for each security or class of
securities and the basis of the valuation used in determining it
with particulars of the way in which that consideration is to be
given,

- the maximum and minimum percentages or quantities of
securities which the offerer undertakes to acquire,

- details of any existing holdings of the offerer in the offeree
company,

- al conditions to which the offer is subject,

- the offerer's intentions with regard to the future business and
undertakings of the offeree company, its employees and its
management,

- the period for acceptance of the bid, which may not be less
than four weeks or more than 10 weeks from the date on which
the document is made public,

- where the consideration offered by the offerer includes
securities, information about those securities.

4. Member States shall ensure that rules arein force requiring
that the parties to a bid to provide the supervisory authority at
any time on request with all information in their possession
concerning the bid which the supervisory authority considers
necessary for the discharge of its functions.



(e) the maximum and minimum percentages or quantities of
securities which the offeror undertakes to acquire;

(f) details of any existing holdings of the offeror, and of
persons acting in concert with him, in the offeree company;
(9) all the conditionsto which the bid is subject;

(h) the offeror's intentions with regard to the future business of
the offeree company and, in so far asit is affected by the bid,
the offeror company and with regard to safeguarding the jobs
of their employees and management, including any material
change in the conditions of employment. This shall concernin
particular the offeror's strategic plans for the two companies
and the likely repercussions on employment and the locations
of the companies' places of business;

(i) the period for acceptance of the bid;

(i) where the consideration offered by the offeror includes
securities of any kind, information about those securities;

(k) information on the financing for the bid;

(1) the identity of persons acting in concert with the offeror or
with the offeree company and, in the case of companies, their
type, name, registered office and relationship with the offeror
and, where possible, with the offeree company;

(m) indication of the national law which will govern contracts
concluded between the offeror and holders of securities of the
offeree company as aresult of the bid and the competent
courts.

4. The Commission shall adopt, in accordance with the
procedure referred to in Article 17(2), the rules for the
application of paragraph 3 of this Article.

5. Member States shall ensure that the parties to abid are
required to provide the supervisory authorities of their Member
State at any time on request with all information in their
possession concerning the bid which is necessary for the
supervisory authority to discharge itsfunctions.

Article7

Period for acceptance
1. Member States shall provide that the period for acceptance
of the bid may not be less than two weeks or more than ten
weeks from the date of publication of the offer document.
Provided that the general principle laid down in Article 3(1)(f)
is respected, Member States may provide that the period of ten
weeks may be prolonged on the condition that the offeror gives
at least two weeks' notice of itsintention to close the bid.

2. Member States may provide for rules modifying the period
mentioned in paragraph 1 in specific cases. They may authorise
the supervisory authority to grant a derogation from the period
mentioned in paragraph 1 in order to allow the offeree
company to call ageneral meeting to consider the bid.

Article8

Disclosure
1. Member States shall ensure that a bid must be made public
in such away as to ensure market transparency and integrity
for the securities of the offeree company, of the offeror or of
any other company affected by the bid, in particular in order to
prevent the publication or dissemination of false or misleading
information.
2. Member States shall provide for the disclosure of all
information or documentsrequired by Article 6 in such a
manner as to ensure that they are both readily and promptly
available to the holders of securities at least in those Member
States where the securities of the offeree company are admitted
to trading on a regulated market and to the representatives of
the employees of the offeree company or, where there are no
such representatives, to the employees themselves.

125

Article7

Disclosure
1. Member States shall ensure that rules are in force which
require a bid to be made public in such away asto avoid the
creation of false marketsin the securities of the offeree
company or of the offerer.
2. Member States shall ensure that rules are in force which
provide for the disclosure of all information or documents
required in such amanner as to ensure that they are both readily
and promptly available to the addressees of the bid.



Article9

Obligations of the board of the offeree company
1. Member States shall ensure that rules laid downin
paragraphs 2 to 5 below are complied with.
2. During the period referred to in the second subparagraph, the
board of the offeree company must obtain the prior
authorisation of the general meeting of shareholders given for
this purpose before taking any action other than seeking
alternative bids which may result in the frustration of the bid
and in particular before issuing any shares which may result in
alasting impediment to the offeror in obtaining control over
the offeree company.
Such authorisation shall be mandatory at least from the time
the board of the offeree company receives the information
concerning the bid referred to in the first sentence of Article
6(1) and until the result of the bid is made public or the bid
lapses. Member States may stipulate that such authorisation is
to be obtained at an earlier stage, for example from the time
when the board of the offeree company becomes aware that the
bid isimminent.
3. Asregards decisions taken before the beginning of the
period referred to in the second subparagraph of paragraph 2
and not yet partly or fully implemented, the general meeting of
the shareholders shall approve or confirm any decision which
does not form part of the normal course of the company's
business and whose implementation may result in the
frustration of the bid.
4. For the purpose of obtaining the prior authorisation or
confirmation of the holders of securities referred toin
paragraphs 2 and 3, Member States may adopt rules allowing a
general meeting to be called at short notice, provided that the
meeting does not take place within two weeks of notification
being given.
5. The board of the offeree company shall draw up and make
public adocument setting out its opinion on the bid, together
with the reasons on which it is based, including its views on the
effects on all the interests of the company, including
employment, and on the offeror's strategic plans for the offeree
company and their likely effects on employment and the
locations of the company's places of business as set out in the
offer document in accordance with Article 6(3)(h). The board
of the offeree company shall at the same time communicate
that opinion to the representatives of its employees or, where
there are no such representatives, the employees themselves.
Where the board of the offeree company receivesin good time
a separate opinion from the representatives of its employees on
the effects of the bid on employment, that opinion shall be
appended to the document.

Article 10

Information on companies referred to in Article 1(1)
1. Member States shall ensure that companiesreferred toin
Article 1(1) publish detailed information on the following:
(a) the structure of their capital, including securities which are
not admitted to trading on aregulated market in a Member
State, where appropriate with an indication of the different
classes of shares and, for each class of shares, the rights and
obligations attaching to it and the percentage of total share
capital that it represents;
(b) any restrictions on the transfer of securities, such as
limitations on the holding of securities or the need to obtain the
approval of the company or other holders of securities, without
prejudice to Article 46 of Directive 2001/34/EC;
(c) significant direct and indirect shareholdings (including
indirect shareholdings through pyramid structures and
cross-shareholdings) within the meaning of Article 85 of
Directive 2001/34/EC;
(d) the holders of any securities with special control rights and
a description of theserights;
(e) the system of control of any employee share scheme where
the control rights are not exercised directly by the employees;
(f) any restrictions on voting rights, such as limitations of the
right to vote for holders of a given percentage or number of
votes, deadlines for exercising the right to vote or separation of
theright to vote from the holding of a security;
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Article8
Obligations of the board of the offeree company

Member States shall ensure that rules are in force requiring that:
(a) after receiving the information concerning the bid and until
the result of the bid is made public, the board of the offeree
company should abstain from any action which may result in
the frustration of the offer, and notably from the issuing of
shares which may result in alasting impediment to the offerer to
obtain control over the offeree company, unlessit hasthe prior
authorization of the general meeting of the shareholders given
for this purpose;
(b) the board of the offeree company shall draw up and make
public a document setting out its opinion on the bid together
with the reasons on which it is based.



(9) agreements between shareholders which may result in
restrictions on the transfer of securities and/or voting rights
within the meaning of Article 87(1)(c) of Directive
2001/34/EC;

(h) the rules governing the appointment and replacement of
board members and the amendment of the articles of
association;

(i) the powers of board members, and in particular the power to
issue or buy back shares;

(i) significant agreements to which the company is a party and
which take effect, alter or terminate upon a change of control
of the company and the effects thereof;

(k) any agreements between the company and its board
members or employees providing for compensation if they are
made redundant without valid reason following a takeover bid.

2. Theinformation referred to in paragraph 1 shall be published
in the company's annual report within the meaning of Article
46 of Council Directive 78/660/EEC and Article 36 of Council
Directive 83/349/EEC and, where appropriate, updated during
the year in accordance with the transparency requirements
applicable to companies whose securities are admitted to
trading on aregulated market.

3. Member States shall ensure that, in the case of companies
whose securities are admitted to trading on a regulated market
inaMember State, the general meeting of shareholders takes a
decision at least every two years on the structural aspects and
defensive mechanisms referred to in paragraph 1. They shall
require the board to state the reasons for those structural
aspects and defensive mechanisms.

Article11

Unenforceability of restrictions on the transfer of securities and

voting rights
1. Without prejudice to the obligations imposed by Community
law on companies whose securities are admitted to trading on a
regulated market in aMember State, Member States shall
ensure that the safeguards referred to in paragraphs 2, 3 and 4
are afforded when a bid has been made public.

2. Any restrictions on the transfer of securities provided for in
the articles of association of the offeree company shall be
unenforceable againg the offeror during the period for
acceptance of the bid.

Any restrictions on the transfer of securities provided for in
contractual agreements between the offeree company and
holders of its securities or between holders of securities of the
offeree company shall be unenforceable against the offeror
during the period for acceptance of the bid.

3. Any restrictions on voting rights provided for in the articles
of association of the offeree company shall cease to have effect
when the general meeting decides on any defensive measures
in accordance with Article 9.

Any restrictions on voting rights provided for in contractual
agreements between the offeree company and holders of its
securities or between holders of securities of the offeree
company shall cease to have effect when the general meeting
decides on any defensive measures in accordance with Article
9.

4. Where, following a bid, the offeror holds a number of
securities of the offeree company which, under the applicable
national law, would enable him to amend the company's
articles of association, any restrictions on the transfer of
securities and on voting rightsreferred to in paragraphs 2 and 3
and any specia rights of shareholders concerning the
appointment or removal of board members shall cease to have
effect at the first general meeting following closure of the bid.
To that end, the offeror shall have theright to convene a
general meeting at short notice, provided that the meeting does
not take place within two weeks of natification.

5. Paragraphs 2 and 3 shall not apply to securities without
voting rights which carry specific pecuniary advantages.

127



Article12

Other rules applicable to the conduct of bids
Member States shall also lay down rules which govern the
conduct of bids at least as regards the following:
(a) lapse of the bid;
(b) revision of bids;
(c) competing bids;
(d) disclosure of the results of bids;
(e) irrevocability of the bid and conditions permitted.

Article13

Information for and consultation of employees representatives
Without prejudice to the provisions of this Directive, the
provision of information to and consultation of representatives
of the employees of the offeror and the offeree company shall
be governed by the relevant national provisions, and in
particular those adopted pursuant to Directives 94/45/EC,
98/59/EC and 2002/14/EC.

Article14
Squeeze-out right

1. Member States shall ensure that, following a bid made to all
the holders of securities of the offeree company for all their
securities, an offeror is able to require the holders of the
remaining securities to sell him those securities at afair price
in either of the following cases:
(a) where he holds securities representing not less than 90% of
the capital of the offeree company, or
(b) where he has acquired, through acceptance of the bid,
securities representing not less than 90% of the capital
concerned by the bid.
In the case referred to in point (a) above, Member States may
set a higher threshold that may not, however, be more than
95% of the company's capital.

2. Member States shall ensure that rules are in force making it
possible to calculate when the threshold is reached.

Where the offeree company hasissued more than one class of
shares, the rule laid down in paragraph 1 shall apply separately
within each class.

3. Member States shall ensure that afair priceis guaranteed.
That price shall take the same form as the consideration offered
inthe bid.

Following a voluntary bid, the price shall be presumed to be
fair where it corresponds to the consideration offered in the bid
and the offeror has acquired, through acceptance of the bid,
securities representing not less than 90% of the capital
concerned by the bid.

Following a mandatory bid, the consideration offered in the bid
shall be presumed to befair.

4. In both the cases referred to in points (a) and (b) of
paragraph 1, the fair price presumption shall apply only where
the sgueeze-out right is exercised within a period of three
months after the end of the period for acceptance of the bid. In
all other cases, the price shall be determined by an independent
expert.
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Article9

Rules applicable to the conduct of bids
In addition Member States shall ensure that rules arein force
which govern the conduct of bids at least for the following
matters:
(a) withdrawal or nullity of the bid
(b) revision of bids
(c) competing bids
(d) disclosure of the result of bids.



Article15

Sell-out right
1. Member States shall ensure that, following a bid made to all
the holders of securities of the offeree company for all their
securities, aminority holder of securitiesis able to require the
offeror holding not less than 90% of the capital of the offeree
company to buy his securities from him at afair price. They
may set a higher threshold, but this may not be more than 95%
of the company's capital.
However, the sell-out right may not be exercised where the
specified threshold has been reached only for a short period.

2. Where the offeree company has issued more than one class
of shares, the rule laid down in paragraph 1 shall apply
separately within each class.

3. The price shall be determined in accordance with the
provisions of Article 14(3) and (4).

Article 16

Sanctions
Member States shall determine the sanctionsto be applied for
infringement of the national measures adopted pursuant to this
Directive and shall take all the necessary steps to ensure that
they are put into effect. The sanctions thus provided for shall
be effective, proportionate and dissuasive. Member States shall
notify these measures to the Commission not later than the date
laid down in Article 20(1) and any subsequent change thereto
at the earliest opportunity.

Article 17
Committee procedure
1. The Commission shall be assisted by the European
Securities Committee established by Commission Decision
2001/528/EC.

2. Where reference is made to this paragraph, the regulatory
procedure laid down in Article 5 of Decision 1999/468/EC
shall apply, having due regard to Articles 7(3) and 8 thereof.

3. The period referred to in Article 5(6) of Decision
1999/468/EC shall be three months.

Article 18
Revision
Five years after the date laid down in Article 20(1), the
Commission shall examine Articles 4(2), 10 and 11 and, if
necessary, propose that they be revised in the light of the
experience acquired in applying them.

Article 19
Transitional period
Member States are authorised to postpone application of
Article 9 for aperiod of not more than three years after the date
laid down in Article 20(1), provided that they inform the
Commission thereof not later than that date

Article 20

Transposition
1. Member States shall bring into force the laws, regulations
and administrative provisions necessary to comply with this
Directive not later than 1 January 2005. They shall forthwith
inform the Commission thereof.
When Member States adopt those provisions, they shall contain
areference to this Directive or be accompanied by such
reference on the occasion of their official publication. Member
States shall determine how such referenceisto be made.

2. Member States shall communicate to the Commission the
texts of the main provisions of national law that they adopt in
the fields governed by this Directive.
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Article11
Transposition of the Directive
1. Member States shall ensure that the laws, regulations and
administrative provisions or other mechanisms or arrangements
necessary for them to comply with this Directive arein force
before 1 April 1998.

2. Member States shall communicate to the Commission the
provisions or other arrangements referred to in paragraph 1,
making express reference to this Directive.



ANNEX B: M&A activity in the European Union

Member State Share of M&A activity (%) Share of GDP (%)

2.54

1992 | 67.9% | 12.9% | 19,30% | 100.0%

1994 62.7% 13.6% 23,70% | 100.0%
1996 57.9% 13.5% 28,60% | 100.0%
1998 55.0% 14.5% 30,40% | 100.0%

Source : SDC — M&A.
Commission (2000)

2001 12557 25,00%

Tablel

Source : SDC — M&A 1990-2001
Commission (2001)
Bloombergs 2002-2003

Table2

Note: In caculating this table, cross—border intra—Community
operations are counted twice once for the bidder country and
once for the target country.

Source: Commission (2000) SDC M&A.

Table3
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ANNEX C: M&A activity in the European Union

| Operations |

2002/2003

2,55

Note: In caculating this table, cross—border intra—Community operations are * At the level of individual Member States, the figures include both
counted twice: once for the bidder country and once for the target country operations targeting firms in that country and operations in which
Source: SDC M&A, Commission (2001) for 1991-2001 that country’s firms were bidders.
Own calculations based on Bloombergs Source : SDC — M&A
Table 4 Commission (2000)
Table5
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ANNEX D: Breakdown of target countriesin European Union cross-border M& A activities 1998-1999

Target country
| | 27% | 46% | oow | 26% | 120% | 42% | 33% | s8sw | 155% | 16% | 63% | 00% | 28% [ 76% | 65% |
-Zﬂ_
_
_

_
_
_
_

Source: SDC - M&A.
Commission (2000)

Y ear
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ANNEX E: Breakdown of target countriesin European Union cross-border M& A activities 2000-2001

Target country
|- | 24% | 45% | oow | 26% | 168% | 31% | 31% | 143% | 144% | 250 | 40% | 11% | 16% [ s0% | 62% |
-Zﬂ_
_
_

_
_
_
_

Source:SDC - M&A
Commission (2001b)
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ANNEX F: Breakdown of target countriesin European Union cross-border M& A activities 2002-2003

Target country
|- | a5% | 20% | oo% | 26% | 48% | oo% | 24% | 42% | 105% | 50% | oo% | 68w | 26% | 62% | 48%
“_
_

| IRL | oo% | oo% | 10% | 0o% | oo% | 1% | - | oow | oow | 26% | 00% | 0o% | 23% | 13% | 67% | 24%
_
_
-
_

Source: Own cal cul ations based on data provided by Bloombergs
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ANNEX G: Breakdown of bidder countriesin European Union cross-border M& A activities 1998-1999

Target country
|- { 14% | 115% ] 0.0% | 3.7% | 28.0% | 1.4% | 4.1% [ 6.9%{ 20.29% | 0.0% | 2.3% [ 0.0% | 2.8% | 17.0% | 100% |
“_
_

_
-
_
_
_

Source: SDC - M&A
Commission (2000)
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ANNEX H: Breakdown of bidder countriesin European Union cross-border M& A activities 2000-2001

Target country
| % | 10.5% | 0.0% | s.6% [ 39.9% | 1.4% | 5.6% | 2.5% | 19.9% | 14% | 1a% | 0.0% | 1% | 11.6% | 100%
S T e 7 8 T T PR I I R AP ST T
_

_
-
_
_
_

Source:SDC - M& A
Commission (2001b)
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ANNEX I: Breakdown of bidder countriesin European Union cross-border M& A activities 2002-2003

Target Country
- [ 2% [ 5.0% | 0.0% | 2% | 10.0% | 0,0% | 25% | 2:5% | 30.0% | 2:5% | 0.0% | 7.5% | 50% | 30.0% | 100% |
o Fosi | Foou | e [ 1o | 2t [ oon L ool 1oge | oan | oot | oo | oo | seon | 1oon
—

RE T ome [ oo | son Towe oo | aoi| | son L oan | o | o | oon | oot | son | smv | ioon
LT a0 oo sson Towe [-omn [oan | owe [ oz - | ot [oon | oo oot oon || ioon
o [ oo [ soon [owe |00 | son | owe | oan | on [ oow | oxie | 4on | ome | ioon
T owe [ io0n [ 1000 Towe [ -omn | oon | owe | son Toon o | son T o] - | sson | o] ioon
Ok Lo | 1o [ ioon o |o | mon |0 san | on s | oo | oon | 2o [Tosil o | ioon

Source: Own calculations based on data provided by Bloombergs
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