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Preface

Limited liability companies have gained popularity and importance as a
vehicle for the conduct of business operations in most modern societies.
Long ago it was realized that there are definite advantages connected to
the corporate structure, which allows a large number of participants to
pool some of their funds and vest the right to manage the business in a
management team. In addition to limiting the liability of the participants
(shareholders), the corporate model facilitates the buying and selling of
their interests in the business and permits them to join forces with people
who are, supposedly, better managers than they are themselves.

However, despite its apparent success, the corporation conceptually
raises a number of crucial questions: who controls, or ought to control, the
business; management, the shareholders, or perhaps some third party?
And, related thereto: in whose interest is the business managed and what
are the limits of managerial discretion? What duties does management owe
to the shareholders? What if there is a conflict between the interests of
management and those of the shareholders, whose interests should prevail?

Danish corporate law creates a framework which regulates the activities
of companies, but only provides limited guidance with respect to the
above queries. Yet, I believe these are key questions if one’s goal is to
determine the laws of corporate governance which, in turn, are critical for
the future success of the corporation as a business vehicle. This is where
the subject matter of this book comes into the picture. An analysis and
evaluation af contested takeovers inevitably begins — and ends — with a
discussion of who should govern the company and, in particular, who
should have the final say as to whether or not control must change.

My general interest in these issues was sparked during my studies at
Columbia University School of Law, New York, in 1987-88, in particular
by the classes in Corporate Finance given by professor Louis Lowenstein,
director of Columbia’s Center for Law and Economic Studies.

I began writing this book in August 1988 and the manuscript was
submitted as a dissertation to the University of Copenhagen Faculty of
Law in November 1990. Right from the outset, when he heard of my in-
terest in this field, my friend and colleague Eskil Trolle encouraged me to
write and, throughout the term of this project, he maintained an enthusi-
asm and interest in my work which gave me much inspiration and kept my
spirits high. Also, Eskil read earlier versions of the manuscript and took
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Preface

the time to discuss many of the issues. All this has been of immense help
to me.

Another person who has been of vital importance for the coming into
being of this book is professor, dr. jur. Bernhard Gomard, the University
of Copenhagen Faculty of Law. Professor Gomard gave me the idea of
turning my interest in writing on contested takeovers into a dissertation.
Moreover, I would like to express my gratitude to professor Gomard for
showing his interest in the project and thus stimulating the writing process
as well as for discussing with me a number of the issues found in the
book.

I am deeply indebted to my friend, associate professor, dr. jur. Mads
Bryde Andersen, the University of Copenhagen Faculty of Law, who has
rendered great support during the project. Mads not only provided me with
his valuable comments on the manuscript but also took the time to discuss
several of the viewpoints expressed therein. For this, and for Mads’ en-
couraging comments and inspiration, I am very grateful.

Hands-on experience, I believe, is a useful tool for enhancing the un-
derstanding of a concept like contested takeovers. During my employment
(1988-89) as an associate with the law firm Debevoise & Plimpton, New
York, I had the opportunity to work on contested corporate acquisitions. I
would like to extend my thanks to my colleagues at Debevoise &
Plimpton, in particular Meredith Brown, head of the firm’s mergers & ac-
quisitions practice, who possesses a scholarly interest in the law of a kind
rarely found among practising attorneys, and with whom I had many fruit-
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Introduction

1. Background and purpose

99 46,

“Hostile takeovers”, “tender offers” or “bids”, “poison pills”, “lock-ups”
and “green-mail” are among the terms which have been known for several
years in the United States and Great Britain where the so-called “hostile”
or contested takeovers have become a common vehicle for corporate ac-
quisitions.

While “friendly” or negotiated acquisitions are transfers of corporate
control, based on an agreement or consensus between the management of
the acquiror! and the management of the company to be acquired, the
“target-company”, such agreement or consensus does not exist in connec-
tion with contested takeovers. It is a typical feature of such a takeover that
the acquiror, knowing or expecting that the management of the target-
company will resist the takeover attempt, makes an offer for purchase of
the shares of the target-company directly to some or all of the shareholders
of that company. The management of the target-company, on its side, does
not sympathize with the acquiror and will thus do what is in its power to
oppose the attempt to take over the company.

The term “hostile takeovers” is somewhat misleading. Except for the
lack of cooperation between the acquiror and target-management, this type
of corporate acquisition conceptually carries with it no “hostile” elements.
Therefore, “contested takeovers”, rather than “hostile takeovers”, will be
the designation used throughout this book.

Contested takeovers have been known in the United States for years, but since
the early 1980’es the level of merger and acquisition activity in the United States
has increased significantly and contested takeovers have now been sweeping the
North American continent for several years. In 1988, the United States experi-
ence2d mergers and acquisitions for a total amount of more than 200 billion dol-
lars.

Since the mid-eighties, several contested takeovers and takeover attempts
have been made in the Western European countries. Probably the most

I While the word “acquiror” is neutral, the term “raider” sometimes triggers a less
pleasant association and, consequently, is used to describe an acquiror with
whom one does not sympathize for one reason or another.

2 See Financial Times, January 11, 1989, p. 20.
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well-known example was the attempt in 1988 of Carlo de Benedetti, an
Italian industrialist and financier, to gain control of Société Générale de
Belgique, Belgium’s largest conglomerate, representing approximately one
third of the total Belgian economy. Another example is the battle for con-
trol in 1987 between the two large Dutch publishing companies, Kluwer
and Elsevier.? From being an exclusively Anglo-American phenomenon
the contested takeover technique is becoming an acquisition device known
in a number of European countries.

Even Denmark has experienced a few contested takeover attempts lately.
In the spring of 1988, Klaus Risk@r Pedersen attempted to gain control of
Fisker & Nielsen A/S through his acquisition vehicle, Accumulator Invest
A/S. The attempt failed, partly due to Fisker & Nielsen’s defensive pur-
chase of its own shares. In the spring of 1989, the management of SEAS, a
Danish semi-public utility, made the company buy back its own shares at a
premium price in order to eliminate a foreign shareholder who had
launched a plan to gain control of the company.

The purpose of this book is two-fold: to introduce to Danish legal re-
search the law and economics approach, and to apply this methodology
together with the traditional legal method in order to analyze and evaluate
the law pertaining to contested acquisitions in Denmark. The analysis in-
cludes a discussion of the impact of contested takeover activity as well as
the use of defensive means and an appraisal of the existing Danish legal
framework for corporate acquisitions and transfer of corporate control.

The fact that very little Danish case law exists regarding the subject
matter and that no Danish legal scholars have addressed the issues relating
thereto with any great degree of detail has made it relevant and important
to approach the matter from a comparative angle.

2. Plan of book

Chapter I of the book serves to introduce and explain the basic concept of
how economic theories can be applied to legal analysis.

After being “equipped” with these methodological tools we turn, in
chapter II, to a description of the historical background and structure of
contested transactions.

Chapter III attempts to determine the public interest in the stockmarket
and thus the interest in how it ought to be regulated.

3 This dispute has been described and commented by Willem Beusekamp & John
Schoonbrood in De Overval van Elsevier op Kluwer.

22



Introduction

I then narrow down the analysis to focus on the economic impact of
contested takeovers, cf. chapter IV.

To provide a basis for the further studies, chapter V contains an analysis
of whether Danish society would benefit from contested takeover activity.

Next, we turn to a description and evaluation of the sources of takeover
regulation in Denmark, cf. chapter VI.

Chapter VII focuses on the acquisition of shares and the regulation
thereof.

The particular issue of minority shareholder protection in the takeover
context is dealt with in chapter VIIL

No analysis of takeovers can be conducted without involving financial
and tax aspects. This is done in chapter IX.

The focus of chapter X is on the standards for managerial behavior once
somebody threatens to take over a company or in the event that a company
is susceptible to takeovers.

Chapter XI elaborates further on defenses against takeovers and includes
an outline of a number of possible defenses as well as an evaluation of
these.

In addition to defenses on part of the company being taken over, trade
regulation aspects may have an impact on this kind of activity. These is-
sues are dealt with in chapter XII.

Finally, chapter XIII focuses in more detail on the Danish market for
contested takeovers. After considering the factors that are important to
takeover activity, this chapter includes a discussion of some broader im-
plications which seem relevant.

3. Limitations of scope

The present book is confined to companies with shares listed on one or
more stock exchanges. Moreover, only contested takeovers will be cov-
ered. Attempts to acquire a company through a public offer addressed di-
rectly to a company’s shareholders but with the consent of the target-com-
pany’s management, falls outside the scope of this book.

Two additional caveats should be kept in mind:

Because of the overall purpose, no attempt has been made to exhaus-
tively describe takeover techniques and defensive devices. Accordingly, a
number of variations of the techniques described have not been included.

In addition, it should be noted that the emphasis has been put on the
corporate law aspects of contested takeovers. Other legal aspects of such
acquisitions, including aspects falling within the provinces of tax law and
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trade regulation, have only been dealt with to the extent necessary in order

for the reader to understand the scenario of which contested takeovers are
part.
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I Methodology

1. Introduction - choice of methodology

Legal problems or issues may be approached from various angles. Not one
true or exclusive method can be alleged to exist.

While any method of jurisprudence must meet certain generally ac-
knowledged standards with respect to the collection and processing of
source materials, the stating of assumptions or premises, and the drawing
of conclusions, no compulsory method must be applied to legal scholar-
ship. Frequently, a choice of methodology is motivated by a desire to draw
attention to or focus on certain aspects of the law that the scholar considers
relevant and material. For example, a scholar who wishes to analyze the
criminal system may tend to focus on the ability of statutory criminal laws
to deter criminal behavior. The purpose of such an approach could be to
determine the nature and extent of the sanctions provided for in the
statutes and the amount of crime. However, criminal statutes may also be
analyzed from other angles, e.g. to determine whether the regulation pro-
vided in the statutes represents a sensible solution from an economic
viewpoint.

If the purpose is normative, i.e. to evaluate whether the law is satisfac-
tory as it is or whether it should be changed, some methodologies are bet-
ter fit to serve this goal than others. More precisely, some scientific ap-
proaches are founded on premises or assumptions with respect to the sub-
ject area of law that reflect the values which are pursued by the commu-
nity more adequately than others. Some methods thus seem more relevant
than others.

2. Economics of law

2.1. Background. The proposition that legal issues or problems may be
analyzed by using the tools of micro-economic theory has been labelled
“law and economics”.

Although legal matters have been approached from an economic angle
since the 18th century (e.g. Beccaria-Bonesera (1764), Bentham (1789),
and Marx (1867)), the application of economics to law in most of this
century was confined to anti-trust and governmental regulation of the
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economy.! In the early 1960’es some articles were published in the United
States that later turned out to be the cornerstone of a new and articulated
scholarly discipline, the “merger” of law and economics into an inter-
disciplinary subject. Among the most prominent pioneers in this field are
Guido Calabresi and Ronald H. Coase?. Also, when mentioning the most
remarkable individuals who have promoted the economic approach to law
to what it is today, the name of Richard A. Posner inevitably comes to
mind. Together with judges Robert Bork and Frank Easterbrook, Posner is
also an example of the many federal judges who use a law and economics
approach on the bench.

Two journals should be mentioned as fora that have facilitated the spread of this
discipline, the Journal of Law and Economics and the Journal of Legal Studies.

While law and economics has developed in the last 30 years to become a
subject part of the curriculum of numerous American law schools — and
has led to the establishment of several centres for the studies of law and
economics at the universities — it has gained only limited attention among
legal scholars outside North America, with the exception of Great Britain.3
Since its origin, the law and economics approach has been applied by
American scholars to a number of legal areas, including property, con-
tracts, torts, family law, criminal law and constitutional law.*

2.2. Basic concepts. Economics is the “science of rational choice in a
world - our world — in which resources are limited in relation to human
wants™>, the study of “how scarce resources are allocated among compet-
ing ends”.%

An important underpinning to the economic approach is the assumed
behavior of the individual who is expected to be rational and attempting to

See Paul Burrows & Cento G. Veljanovski, The Economic Approach to Law p. 2.
2 See G. Calabresi, Some Thoughts on Risk Distribution and the Law of Tort, 70
Yale Law Journal 499 (1961) and R.H. Coase, The Problem of Social Cost, 3
Joumal of Law & Economics 1 (1960).

See Burrows & Veljanovski, The Economic Approach to Law p. 1.

See Richard Posner, Economic Analysis of Law and Wemer Z. Hirsch, Law and
Economics, An Introductory Analysis. In Danish legal theory Bo von Eyben has
included the law and economics aspect in his book Kompensation for Person-
skade — Reformering af Ulykkeskompensationen, Vol. I, p. 499 ff.

5 See Posner, Economic Analysis of Law p. 3.

See Robert Cooter & Thomas Ulen, Law and Economics p. 15.
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maximize his (clearly specified) ends and satisfactions.” The notion of the
self-interested individual does not necessarily mean that each individual is
supposed to be an egoist8; other people’s joy may be part of one’s satis-
faction.” Maximizing behavior (utility (=happiness)-maximization) is
achieved by pursuit of consistent ends by efficient means (this is the ratio-
nal element).!? However, the theory does not claim that all individuals are
rational, rather it states that groups of individuals behave as if their mem-
bers are rational.!l

The notion that by rational behavior Man maximizes his self-interest
creates the foundation of one of the key assumptions in connection with
micro-economics; that the individual will respond if his surroundings
change in a fashion that he could increase his satisfactions by changing his
behavior.!2 Economists have developed three assumptions on this basis,
all of which are important for the understanding of the micro-economic
approach:

The first is the inverse relation between price charged and quantity de-
manded, or the theory of consumer choice and demand. We assume that a
consumer knows what he likes and what he does not like and, moreover, is
able to rank his preferences. Such preferences are an entirely personal
matter and need not be shared by others. Say, the consumer likes and buys
apples on a regular basis. Then the price of apples increases by 5 percent.
For many consumers this probably would not affect their decision to buy
apples, while for others the price increase would motivate them to look for
alternatives to apples, for example, pears. The point is that the consumer’s
preference faces obstacles to its satisfaction: he has a limited income and
must, therefore, make a choice. This will probably lead him to pick the
highest ranking alternative feasible for him. Picture a scenario where a
study is made of the behavior of all consumers and it will appear that the
aggregate demand for a good or service almost always falls when the price

7 See Posner, Economic Analysis of Law p. 3 f., Hirsch, Law and Economics, An
Introductory Analysis p. 5, and Burrows & Veljanovski, The Economic Approach
to Law p. 3 ff.

8  Assuggested by Burrows & Veljanovski in The Economic Approach to Law p. 3.

9 See Posner, Economic Analysis of Law p. 4 and Hirsch, Law and Economics, An
Introductory Analysis p. 10, note 21.

10 See Cooter & Ulen, Law and Economics p. 11.

1T See Burrows & Veljanovski, The Economic Approach to Law p. 3-4.

12 See Posner, Economic Analysis of Law p. 4.
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increases and, conversely, rises when the price drops. This is known as the
Law of Demand.!3

Secondly, there is the notion of opportunity cost. While consumers pur-
sue utility-maximization suppliers are assumed to try to maximize profits.
Suppliers will have to make choices based on costs: each supplier disposes
of limited resources and he will have to decide for which purpose to allo-
cate such resources. The economic benefit forgone by employing a re-
source in a way that denies its best alternative use is known as the oppor-
tunity cost. As the same resources cannot be used twice, the cost is crucial
to the choice between various competing uses.!# Laws will ordinarily af-
fect the behavior of human beings and thus also the choices made when
resources are used. In other words, any law is likely to have economic
impacts, and this is so even though not all laws govern activities in mar-
kets since the resources available are not unlimited.!’

The third assumption is that resources have a tendency to graviate to-
wards their highest value if the market permits them to do so. The ratio-
nale behind this is that if suppliers and other traders have access to a mar-
ket where they can voluntarily trade their goods and services, resources
will be allocated to those uses where the value to the consumers, as mea-
sured by the consumers’ willingness to pay, is highest.!® The market place
will allow buyers who e.g. can exploit products better than their present
owners to acquire such products and improve their use. Resources that are
being used so that their value is highest are being employed efficiently.!”

In the following, the term “efficiency” refers to the relationship between
the aggregate benefits of a situation and the aggregate costs of the situa-
tion. A transaction or allocation is only efficient if the aggregate benefits
connected thereto equal or exceed the aggregate costs.

This definition is based on A. Mitchell Polinsky, An Introduction to Law and
Economics p. 7. As stated by Polinsky, this is a somewhat intuitive and simplis-

13 This mechanism is explained by mathematical means by Cooter & Ulen, Law

and Economics p. 22 ff. See also Posner, Economic Analysis of Law p. 3 ff.,
where further details in connection with this assumption may be found.

See Burrows & Veljanovski, The Economic Approach to Law p. 4-5. See also
Cooter & Ulen, Law and Economics p. 35.

15" For a further discussion of the economic implications of laws, see Burrows &
Veljanovski, The Economic Approach to Law p. 4-5.

Hirsch, Law and Economics, An Introductory Analysis p. 4 ff. and Posner, Eco-
nomic Analysis of Law p. 9-10.

Hirsch, Law and Economics, An Introductory Analysis p. 4 ff. and Posner, Eco-
nomic Analysis of Law p. 9-10.
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tic definition of efficiency. Economists employ various notions of efficiency.
One of the best known definitions is the so-called “Pareto criterion” (named af-
ter an Italian economist, Vilfredo Pareto). Pareto efficiency or optimality exists
if resources are allocated in such a fashion that no changes in the allocation can
be made to the benefit of some without having a detrimental effect on others, see
Polinsky, An Introduction to Law and Economics p. 7 and Jules L. Coleman, Ef-
ficiency, Utility, and Wealth Maximization, 8 Hofstra Law Review 509 at 512 f.
(1980). An allocation of resources is not efficient according to the Pareto effi-
ciency concept if the welfare of someone can be improved without impairing the
welfare of anyone else. A transaction is Pareto superior if it improves the
welfare of at least one individual and harms no one. Inherent in this criterion is
that superiority is unanimity of all affected individuals, see Posner, Economic
Analysis of Law p. 12 f. Another concept of efficiency is the so-called “Kaldor-
Hicks” model. According to this, an allocation of resources (b) is efficient to
another (a) if those whose welfare increases in the move from (a) to (b) can fully
compensate those who lose welfare (but the winners need not always
compensate the losers), see Posner, Economic Analysis of Law p. 12 ff. Posner
here (p. 12-13) gives an example of Kaldor-Hicks efficiency: A sells a wood-
carving to B. If A values the woodcarving at $ 5 and B at $ 12, so that at a sales
price of $ 10 the transaction creates a total benefit of $ 7, then it is an efficient
transaction (A considers himself $ 5 better off and B considers himself $ 2 better
off), provided that any harm done to third parties (adjusted for any benefits they
may reap) does not exceed $ 7. As explained further by Posner, the transaction
would not be Pareto superior, unless A and B actually compensated the third
parties for any harm suffered by them. Both the Pareto and the Kaldor-Hicks
concepts are relational notions of allocation of resources, however, due to the
very rigorous assumptions in connection with the Pareto concept, most
economists refer to the Kaldor-Hicks notion rather than the Pareto concept when
using the term “efficiency”. The efficiency definition used in this book is based
on the Kaldor-Hicks approach. For a further discussion of the various criteria
and the interrelationship between these, see Jules L. Coleman, Efficiency, Utility,
and Wealth Maximization, 8 Hofstra Law Review 509 at 512 ff. (1980). and
Posner, Economic Analysis of Law p. 11 ff.

We have seen earlier how consumers are assumed to maximize utility
while suppliers are assumed to pursue profit maximization. One may
query how these assumptions interact. For each price thinkable of a prod-
uct or service there is a corresponding quantity that consumers will de-
mand. Likewise, for each price there is a quantity that suppliers will sup-
ply. If supply exceeds demand, the excess supply will cause the price to
drop. Once the price falls, the consumers’ demand will increase while
suppliers supply less, causing the gap between supply and demand to di-
minish. When demand equals supply, nothing in the market will cause the
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price to change, apart from changes from outside (e.g. change in consumer
preferences). This point of balance is known as “equilibrium”.18

The purpose of this chapter is not to introduce and discuss all of the
fundamental concepts of micro-economics. Rather, we merely aim at get-
ting acquainted with some basic notions that we need in order to under-
stand this method.

One more term thus needs to be explained before proceeding, the notion
of transaction costs. Transaction costs are obstacles to reaching solutions
that would otherwise be “perfect”, based on the market mechanisms. They
include the costs of communication, negotiation, and monitoring.!® Sup-
pose we had the option to choose among various alternative legal rules
that may be applied to regulate a problem, an economist would point out
that the existence of positive transaction costs (as opposed to no or “zero”
transaction costs) should affect our choice. While zero transaction costs
would mean that efficiency would not be affected irrespective of our
choice of legal rule, the existence of positive transaction costs means that
not every legal rule will ensure efficiency, and in such case we should pre-
fer the legal rule that minimizes transaction costs.20

Polinsky uses an example that may illustrate the impact of transaction costs.!

Suppose the smoke from a factory causes damage to the laundry hung outdoors
by five nearby residents. If no action is taken, each resident would suffer $ 75 in
damages, a total of $ 375. Suppose further that the smoke damage can be elimi-
nated by either of two ways: a smokescreen can be installed on the factory’s
chimney at a cost of $ 150, or each resident can be provided with an electric
dryer, at a cost of $ 50 per resident. The efficient solution would be to install the
smokescreen because it eliminates total damages of $ 375 at an expense of only
$ 150. This option is cheaper than buying 5 dryers for a total of $ 250. If the
residents (or any other citizen for that matter) have a right to clean air, the fac-
tory, as explained by Polinsky, has 3 choices. It may choose to pollute and pay $
375 in damages. Alternatively, the factory may install a smokescreen at a cost of
$ 150, or buy 5 dryers for the residents at an aggregate cost of $ 250. In this

18 See Cooter & Ulen, Law and Economics p. 36 f.

19 See Burrows & Veljanovski, The Economic Approach to Law p. 130-131 and
Cooter & Ulen, Law and Economics p. 100 ff. The idea and impact of transaction
costs have been analyzed by, among others, Ronald H. Coase in his path-break-
ing article, The Problem of Social Cost, 3 Journal of Law & Economics 1 at 15 ff.
(1960).

20 See Polinsky, An Introduction to Law and Economics p. 11 ff. where Polinsky
extracts parts of the principle expressed in the “Coase theorem”, the transaction
cost analysis and thesis of Ronald H. Coase.

21

See Polinsky, An Introduction to Law and Economics p. 11 ff.
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scenario the smokescreen would clearly be the cheapest and most efficient solu-
tion. If, on the other hand, the factory has a right to pollute, the residents have 3
choices. They could either suffer damages of a total of $ 375, purchase 5 dryers
for $ 250 or buy a smokescreen for the factory for $ 150. The cheapest solution
for the residents would also be to buy the smokescreen. It follows from this that
the efficient outcome would be achieved irrespective of whether the factory has
a right to pollute or the residents have a right to clean air. Stated differently, the
choice implied in the legal rule (i.e. the right to pollute or the right to clean air)
does not affect efficiency provided that there are zero transaction costs. This is
the basic principle of the so-called “Coase-theorem™.22 If, in the example, it is
assumed that the costs for each resident to go together with the others is $ 60,
this will not affect the choice of remedy if the residents have a right to clean air.
The factory will still prefer the smokescreen solution. If, on the other hand, the
factory has a right to pollute, it will be more attractive for each of the residents
to buy a dryer than get together to buy a smokescreen. In other words, the choice
that is cheapest for the residents is not the most efficient one. From an economic
viewpoint the right to clean air thus leads to a more efficient outcome than the
right to pollute. The choice of legal rule thus affects efficiency in the scenario
where there are positive transaction costs. From an economic point of view, the
legal rule that minimizes transaction costs is the most attractive.

2.3. The economic approach as a tool for analyzing legal issues and
problems.
2.3.1. Economic and legal analyses. One major difference in the tradi-
tional way in which lawyers approach a problem compared to the way
economists do so is the degree of abstractness or generality. The legal (or
judicial) method is basically a tool to discover, interpret and construe the
various sources of law. It is a means by which to employ these sources for
the purpose of determining the result of the application of relevant legal
rules to a particular problem or set of problems. The fact pattern, some-
times a fictitious one, of each matter is the basis for the lawyer’s analysis.

The economist, on his part, approaches the law in a much more abstract
fashion by using models. He focuses on the various human goals, not from
the viewpoint of each individual but rather on the basis of ends and desires
of groups of individuals. In short, the economist focuses on general
planning.

Critics may challenge the economist’s method and argue that the real
world is not standardized and that it is, therefore, misleading to base one’s
analysis on models that presuppose uniform patterns of behavior.

22 See Ronald H. Coase, The Problem of Social Cost, 3 Journal of Law & Eco-
nomics 1 (1960).
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Economists would probably respond that this criticism is not at point since
the economic approach does not claim to describe how each individual
actually behaves. Rather, it provides general answers and guidance with
respect to the interaction of needs and demands on the one hand and law
on the other. Economics may be a useful means by which to quantify the
impact of law. While giving answers of a general nature, economics does
not seek to provide a comprehensive analysis of the law: the focus is
merely on particular problems, e.g. of tort or criminal law, and the eco-
nomic approach does not suggest that results found in one area should also
apply to other areas of law. Perhaps the best illustration of the justification
of using models is found in the conclusion in an article by Guido Cal-
abresi and A. Douglas Melamed?3:

“Framework or model building has two short-comings. The first is that
models can be mistaken for the total view of phenomena, like legal rela-
tionships, which are too complex to be painted in any one picture. The
second is that models generate boxes into which one then feels compelled
to force situations which do not truly fit. There are, however, compensat-
ing advantages. Legal scholars, precisely because they have tended to es-
chew model building, have often proceeded in an ad hoc way, looking at
cases and seeing what categories emerged. But this approach also affords
only one view ... It may neglect some relationships among the problems
involved in the cases which model building can perceive, precisely be-
cause it does generate boxes, or categories.”

Also, as stated by Posner, as a response to criticism of economic reason-
ing applied to law24:

“Newton’s law of falling bodies, for example, is unrealistic in its basic
assumption that bodies fall in a vacuum, but it is still a useful theory be-
cause it predicts with reasonable accuracy the behavior of a wide variety of
falling bodies in the real world. Similarly, an economic theory of law will
not capture the full complexity, richness, and confusion of the phenomena
— criminal or judicial or material or whatever — that it seeks to illuminate.
But its lack of realism, far from invalidating the theory, is the essential
precondition of theory. A theory that sought faithfully to reproduce the
complexity of the empirical world in its assumptions would not be a the-
ory — an explanation — but a description.”

23 See G. Calabresi & A.D. Melamed, Property Rules, Liability Rules, and Inalien-
ability: One View of The Cathedral, 85 Harvard Law Review 1089 at 1127-1128
(1972).

24 See Posner, Economic Analysis of Law p. 16.
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2.3.2. Further particular aspects of economic analysis. Apart from the
idea itself of using models, one may query whether the assumptions used
by economists are realistic.

Micro-economic theory assumes that individuals or groups of individu-
als act rationally, i.e. pursue consistent ends by efficient means. Since
economics deals with analyzing human behavior, the question is if this as-
sumption is a useful one. In the legal world, individuals are assumed to be
reasonable or, at least, the reasonableness-standard is used as a standard
for human behavior in many jurisdictions. In Denmark, for example, the
general liability standard, the “culpa-rule”, is based on what a prudent and
reasonable man (a so-called “bonus pater”) would do in the circumstances.
Individuals who adhere to this standard escape liability unless the act or
omission in question is governed by a particular rule of law that imposes
liability on a different basis.2?

How does this rational man-concept fit into the legal standard of a rea-
sonable man? A man may very well be rational without being reasonable,
and vice versa. Some have argued that the hypothesis of the economic ap-
proach is that each individual may not be rational, although many proba-
bly are, at least to a certain extent, but the legal system is rational and,
consequently, may be subject to economic analysis.26 This does not give a
very convincing answer to the question. Suppose the legal system is ratio-
nal and human beings are not. Since the economic approach is based on
human behavior, it is hard to see how one can support the use of economic
analysis by arguing that the law is rational, unless human beings are also
rational. A more convincing argument would be that most people, when
they interact, e.g. by buying from or selling to each other, do show, in
various degrees, rational behavior and that the rational man is, therefore, if
applied generally, a suitable concept although not identical with the con-
cept of a reasonable man.

Many commentators emphasize that economy, evaluated on the basis of
“explanatory power” has enjoyed success. They point out the high level of
statistical analysis and ability to quantify the effects of the law.2’ Posner,
in particular, refers to examples that demonstrate how economics correctly

25 The culpa-rule is discussed by Anders Vinding Kruse, Erstatningsretten p. 29 ff.,
Henry Ussing, Erstatningsret p. 8 ff., and Stig Jgrgensen, Erstatningsret p. 62 ff.

26 See Cooter & Ulen, Law and Economics p. 12.

27 See Burrows & Veljanovski, The Economic Approach to Law p. 16 and Posner,
Economic Analysis of Law p. 16-17.
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predicted the way people reacted in response to changes in their environ-
ment.28

Some have challenged the alleged explanatory power of economic an-
alysis, making the point that the notion of utility maximization by con-
sumers is tautological. As stated by Arthur Leff2%, the “considerable power
in predicting how people in fact behave” is not at all surprising if it is
assumed that “human desire itself becomes normative (in the sense that it
cannot be criticized)” and, simultaneously, is “made definitionally iden-
tical with certain human acts”, since “then those human acts are also be-
yond criticism in normative or efficiency terms; everyone is doing as best
he can exactly what he set out to do, which, by definition, is “good” for
him”.30 Although Leff has a point in that the notion of utility maximiza-
tion, when used generally, is hard to “second guess”, it is probably a fact
that the concepts of economic analysis, applied to specific problems, do
give us a tool to better understand and predict the impact of changes in
people’s environment.

The tool that economics thus presents to us may be applied to law in
two different fashions. First, it may be used as an empirical science using
the economic analysis for the purpose of explaining the legal rules and the
effects they have. This is known as the positive or descriptive approach.
Second, economics may be used in a normative way to assist in the
formulation of legal rules. This approach, also known as “welfare”
economics, is concerned with maximizing efficiency, as an objective
function, in connection with the future allocation of resources.3!

2.3.3. Efficiency and equity. Perhaps the most fundamental and contro-
versial aspect of micro-economics applied to law is its sole focus on effi-
ciency in connection with allocation of resources. An economic analysis
can tell how available means are employed most efficiently, but it does not
give any advice with respect to the question if, seen from the viewpoint of
society as a whole, the most efficient solution is also the one that should
be chosen. The concentration on efficiency has given rise to the question if
there is an inherent conflict between efficiency and equity or what other

28
29

Posner, Economic Analysis of Law p. 16-17.

See Leff, Economic Analysis of Law: Some Realism about Nominalism, 60 Vir-
ginia Law Review 451 at 458 (1974).

See also Hirsch, Law and Economics, An Introductory Analysis p. 5 and Burrows
& Veljanovski, The Economic Approach to Law p. 15.

Hirsch, Law and Economics, An Introductory Analysis p. 3-4, and Burrows &
Veljanovski, The Economic Approach to Law p. 5 ff.

30

31
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interrelation there is, or should be, between the two concepts. Many au-
thors have touched upon these issues, but few have discussed them in
depth.32 In order to have a meaningful discussion of this, we need to take a
closer look at the notion of equity or justice.

2.3.4. The notion of justice or equity. When economists discuss the re-
sults of their analysis, they do not always include issues of justice or eq-
uity, and when they do, they typically use the term in a different sense
than lawyers ordinarily do. When using the word ‘“equity”, many
economists refer to the distribution of income among individuals while
they do not include the process of distribution.33 Posner attempts to build
a bridge between equity (justice) and efficiency, arguing that efficiency is
one out of various notions of justice. One of Posner’s points is that it is
“immoral” to waste resources in a world where resources are scarce.*
Some have challenged this reasoning, which would suggest that efficiency
should be a goal of social policy and judicial behavior and lead to changes
in, among other things, the legal structure.3’

However, the fundamental problem is that terms such as “justice”,
“equity”, and “faimess” are used in a variety of senses. This point may be
illustrated by some of the modern general concepts of justice that have
been developed.

In his well-known and comparatively recent (1971) work, A Theory of
Justice, John Rawls states (p. 11):

“My aim is to present a conception of justice which generalizes and car-
ries to a higher level of abstraction the familiar theory of the social con-
tract as found, say, in Locke, Rousseau, and Kant. In order to do this we

32 See e.g. Hirsch, Law and Economics, An Introductory Analysis p. 6, Posner,
Economic Analysis of Law p. 25-26, Polinsky, An Introduction to Law and Eco-
nomics p. 7 ff., and Burrows & Veljanovski, The Economic Approach to Law p.
16-17. Of these authors only Posner discusses these issues in detail. In his book,
The Economics of Justice, Posner further develops his view on efficiency and
equity.

33 See Polinsky, An Introduction to Law and Economics p. 7 and Posner, Economic
Analysis of Law p. 25.

34 See Posner, Economic Analysis of Law p. 25 and p. 238 ff.

35 See for an example of such criticism e.g. Jules L. Coleman, Efficiency, Utility,
and Wealth Maximization, 8 Hofstra Law Review 509 at 526 ff. (1980). Here
Coleman challenges the notion that efficiency should be pursued as a fundamen-
tal goal such as it was suggested in an earlier article by Posner, Utilitarianism,
Economics, and Legal Theory, 8 Journal of Legal Studies 103 (1979).
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are not to think of the original contract as one to enter a particular society
or to set up a particular form of government. Rather, the guiding idea is
that the principles of justice for the basic structure of society are the object
of the original agreement. They are the principles that free and rational
persons concerned to further their own interests would accept in an initial
position of equality as defining the fundamental terms of their association.
These principles are to regulate all further agreements; they specify the
kinds of social cooperation that can be entered into and the forms of gov-
emment that can be established. This way of regarding the principles of
justice I shall call justice as fairness”.

On the basis of this point of departure and developing this idea further,
Rawls proposes two principles of justice (p. 60 ff.):

“First: each person is to have an equal right to the most extensive basic
liberty compatible with a similar liberty for others.

Second: social and economic inequalities are to be arranged so that they
are both (a) reasonably expected to be to everyone’s advantage, and (b)
attached to positions and offices open to all.”

Whether one agrees to the notion of a “social contract” or the impor-
tance of an “initial position” is not the point at focus here. Rather, our
prime concern is to find out if Rawls’ concept is a useful tool by which to
analyze the law. And the answer is that it is not. Rawls’ two principles of
justice are obviously of importance and interest to anybody (including
lawyers, philosophers, and politicians) who is concerned with how society
should be shaped. Rawls thus expresses his views on what he considers
just and fair, and one may find that his suggestions intuitively seem
“right”. But the problem is that he does not give us any guidance in con-
nection with our attempt to determine the substance of the justice concept
in a given situation.

A similar observation may be made in connection with other approaches
to justice. Robert Nozick views the concept of justice from a different
point of view than Rawls. According to Nozick, a distribution of economic
benefits (wealth or income) in a society is just if it arises from another
(just) distribution by legitimate means.3® Nozick’s theory is heavily based
on an analysis of the historical changes in the way of distributing eco-
nomic benefits. His formal approach is further expressed in some princi-
ples developed for the purpose of determining the justice of a person’s
holdings. Nozick explains that “An injustice can be worked by moving
from one distribution to another structurally identical one, for the second,

36 See Robert Nozick, Anarchy, State, and Utopia p. 150 ff.

36



I. Methodology

in profile, the same, may violate people’s entitlements or deserts; it may
not fit the actual history.”37

While Nozick’s theory of justice is procedural, Hal Varian focuses on
wealth-faimess among individuals.3® Varian views each individual in so-
ciety as having a “bundle” of consumption (i.e. the goods or services con-
sumed by each individual). He labels a given distribution of such
“bundles” as equitable if no individual, if asked, would prefer the bundle
of somebody else. Fairness exists if everyone is “envy-free” in this sense.
Providing each person with identical bundles may not coincide with the
preferences of the individuals and, consequently, they may in that case
elect to trade their bundles. But the moment all individuals find their
bundles at least as attractive as the bundles of others so that they have no
wish to trade what they have, the situation, according to Varian, is “fair”
to the individuals.

In his book, Foundations of Economic Justice, Morris Silver discusses various
economic rules of justice, see p. 133 ff.

The troubling aspects of these — as well as other — theories of economic
Justice is that they tend to express notions of moral and ethics rather than
creating a tool that can help legal scholars analyze the law. To be sure, this
does not mean that, for example, Varian’s notion of equitable distribution
is not relevant or interesting. It surely is. But it is a concept that is difficult
to apply by lawyers as a legal notion.

Since the exact meaning of economic justice is so very hard to deter-
mine, one could query if lawyers should limit themselves to consider legal
ideas of justice.

But even legal scholars who develop notions of justice do not always
give us much guidance in our analysis. Natural law, for example, presup-
poses that justice or equity is a notion of imperative nature, born and de-
veloped in our minds. It assumes that justice is possessed by human be-
ings, a priori, and in this respect reminds us of Posner when he uses terms
such as “proper” and “immoral” in connection with justice. Surely, each of
us has some intuitive idea of what is right and what is wrong, but these
values, which we have been given by our parents, family, teachers and
others, who have influenced the shaping of our ways of thinking, are not

37 See Nozick, Anarchy, State, and Utopia p. 155.
38  See Hal R. Varian, Equity, Envy and Efficiency, 9 Journal of Economic Theory
63 (1974).
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common values. Individuals have different ideas of what is “good” and
what is “bad”.

To have a meaningful discussion of justice for the purpose of legal an-
alysis, it is necessary to consider how a concept like this can serve the pur-
pose of legal analysis. On the one hand we know that concerns about what
the world should look like and how people should be treated play a very
important role for any scholarship dealing with human behavior. On the
other hand, theories that chiefly express moral, ethical, and political
preferences are too abstract to give any helpful guidance for our purposes.

Consequently, we may want to use the term “justice” or “equity” in a
more specific manner.

For our purposes we need a definition of justice that is suited in connec-
tion with our attempt to evaluate the outcome of the micro-economic ap-
proach of a given set of rules. Since the economic approach is so closely
tied to the way in which resources are allocated in the most efficient
fashion, the prime concern in connection with this is probably if an effi-
cient allocation also constitutes a treatment of the various groups of indi-
viduals that is considered acceptable from society’s viewpoint. It is,
therefore, relevant for us to examine and phrase the notion of justice as a
demand for equality, which is one of the basic concepts in most modern
political and philosophical theories.

Viewing justice from this angle, the Scandinavian realist approach to
justice seems particularly helpful. One of the most prominent contributors
to this school of thought is Alf Ross.3?

As succinctly explained by Ross, “justice” is a word that may be used in
two different senses, a formal sense and a substantive sense. If used in an
absolute sense, justice would mean that everyone, irrespective of differ-
ences in circumstances, should be treated in the same manner.40 This is
clearly not what is ordinarily meant by the word. People in different cir-
cumstances may be treated differently according to most commentators.
As stated by Ross*!, justice should be understood in a relative manner,
meaning that like must be treated alike. In other words, differentiation in
the treatment must be based on general criteria, i.e. general rules that apply
to individuals who belong to the same category. If the rules are applied

39 See Alf Ross, On Law and Justice p. 268 ff.
40 See Ross, On Law and Justice p. 269.
41 Ross, On Law and Justice p. 270.
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correctly, rather than arbitrarily, people are being treated equally according
to this line of thought.42

But in order to be a workable tool for legal analysis, it is not sufficient
to rest here. We must go beyond the formal sense of justice and equality,
which, following this path of thinking, have the same meaning.

In order to have a substantive equal treatment, it is thus necessary to de-
fine the criteria that determine the categories of individuals who must re-
ceive equal treatment. This may be done by considering, for example, their
moral merits, performance, needs, abilities or rank.4> Only by adding to
the notion of formal justice or equal treatment a framework of reference
does it become meaningful for an individual to claim that he does not
receive equal treatment.

The relevant criteria for assessing if equal treatment is granted in a given
situation are found in the law as “valid” ("gzldende ret”), i.e. not only in
statutes and regulations, but also in court decisions and the reactions of le-
gal scholars to such decisions.** In other words, these sources of law are
the key to evaluating the merits of a claim for “equal treatment” or
“justice” in a given situation.

However, we might want to consider as lawyers (and citizens) if the
law, as it is, represents a satisfactory or desirable regulation of the human
behavior of our society or if the criteria used as basis for our equality-
standards ought to be reconsidered. To be sure, such an analysis will in-
clude elements of what one considers to be a reasonable and adequate way
of organizing the affairs of society and treating individuals. Nevertheless,
the definition of justice or equality used here still serves our purpose by
making it clear when we are concerned with issues of law and when we
focus on questions of morals and ethics.

The basic idea in the notion of equality as expressed by Alf Ross is also found in
some of the significant works on Danish administrative law. Poul Andersen in
his Dansk Forvaltningsret in his discussion of the exercise of discretion by
public authorities seems to use, as his point of departure, the term equality in the
same sense as it is used by Ross, see p. 426 ff. See also Bent Christensen, For-
valtningsret, Hiemmelsspprgsmdl p. 107 ff.

42 Ross, On Law and Justice p. 272-273.

43 Ross, On Law and Justice p. 270-273.

44 For a discussion of the concept of “valid” law, see Ross, On Law and Justice p.
29 ff.
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Assuming that we use the concept of justice described here, there are no
grounds for stating that an inherent conflict exists between efficiency and
equity.

It is certain, however, that the choices made by law do not always coin-
cide with a sole pursuit of efficiency.

3. Making the choice of method

The point I want to make here is that law and economics is a relevant and
useful method. This is in particular true in an area where the law is still
not fully developed, and the borderline between the law as it is and as it
ought to be is not distinct.

Micro-economics should not, and does not attempt to, dictate how the
law should be shaped. But it gives us a useful tool for analyzing the
choices we have made in our pursuit of justice. Put differently, economics
applied to law enables us to evaluate trade-offs and thus the “costs” of
justice. Since resources are not unlimited, and any employment of re-
sources therefore expresses a priority, it is fair to assume that society as a
whole is concerned not only with justice, but also with the economic im-
pact of justice. For the same reasons it is of interest to consider, based on
an economic approach, if changes in the law are desirable.

When reaching this point in the analysis and discussion, our inquiry
should be extended to include the role played by equity in each particular
matter and an evaluation of whether the existing criteria determining who
must be treated equally coincide with what we deem should be the rele-
vant criteria.

For the sake of completeness, it ought to be borne in mind that the law
and economics approach to law will not be the only one employed in this
book. The economic approach supplements the traditional legal method
and does not replace it. However, since the traditional legal method hardly
needs to be introduced, the focus so far has been on explaining why the
economic approach may be a useful supplement to it.

Both positive and normative approaches will be used in the following.
The positive approach will primarily be founded on economic studies by
economists. The normative analysis, on the other hand, will be based on a
verbal and “non-technical” use of the concepts briefly outlined above.

Those who desire t¢ obtain insight in the mathematical analyses underlying mi-
cro-economics may be referred to the economic literature, e.g., Paul A. Samuel-
son, Foundations of Economic Analysis, Harvard Economic Studies, Vol. 80.
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See also Hal R. Varian, Microeconomic Analysis, and Edwin Mansfield, Mi-
croeconomics: Theory, Applications.

One additional comment needs to be made before proceeding. While most
economists agree to the fundamental concepts of the economic approach to
law, different schools of thought have developed that subscribe to theories
not shared by others and that reach different conclusions with respect to
the same legal issues. We will revert to this later.
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IT  Historical background and structure of
contested takeovers.

1. Historical background

Although the most significant contested takeover activity in the last 10 —
15 years has taken place in the United States, the origin of this phe-
nomenon is Great Britain.! While contested acquisitions have been known
even further back, Great Britain experienced a boom of this type of trans-
actions in the late 1950’es.

Until the mid-sixties it was almost unheard of that a U.S. company
would acquire a company listed on a stock exchange by purchasing the
shares in that company directly from the company’s shareholders and
without negotiating with the company’s management. The ordinary pro-
cedure in the United States until the early 1960’es would be to have the
managements of the acquiring company and the target-company negotiate
the terms for the acquisition subject to the subsequent approval by the two
companies’ shareholders.

In the 1960’es the modus operandi for U.S. corporate acquisitions began
to change, and acquisitions were increasingly effected by public purchase
offers made by the acquiror directly to the shareholders of the target-com-
pany.

The reasons for this change were probably to be found in the general im-
provement of the U.S. economy and the increasing willingness on the part
of U.S. banks to participate in the structuring and financing of such trans-
actions.

Also, the valuation of the shares on the stock markets began to take
place on a different basis. For a long time it had been assumed that the
collective valuation of a company’s shares made by numerous independent
investors and reflected in the price quoted for such shares on a stock ex-
change, would be equal to the value of the company. During the 1960’es it
was acknowledged by more and more investors that there may very well

1 1t should be noted, however, that a number of contested takeovers took place in
the United States in the 19th century, as early as in 1825, see Walter Werner,
Corporation Law in Search of its Future, 81 Columbia Law Review 1611 at
1635 (1981). See also Louis Lowenstein, What’s Wrong with Wall Street p. 119
ff.
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be a difference between the aggregate value of a company’s shares as
quoted on a stock exchange and the value or potential value of the com-
pany to a single owner.2

Until the mid-eighties, corporate acquisitions were ordinarily funded
through the acquiror’s own assets and, in addition, commercial banks
would grant loans to finance the transactions. This picture changed, how-
ever, in 1984, when a new financial concept, the so-called “junk bond”-
financed takeover appeared. Junk bonds or “high-yield bond” are bonds is-
sued with a marginal security only and paying a high interest rate. Due to
the high risk attached to junk bonds, they cannot be classified in any of the
standard classifications issued by Standard & Poors and Moody’s.? Junk
bond financing is undoubtedly one of the factors that have contributed
most to the increase of takeover activity in the U.S., see below.

In late 1989 an event took place that was to signal a significant change
in the use of junk bond financing. The junk bond market had for some
months showed signs of stagnation when several banks refused to partici-
pate in the financing of the acquisition of UAL Corp. (holding company of
United Airlines) by a group including labor unions, management and
British Airways plc. Perhaps due to a combination of the weakened junk
bond market and general uncertainty over the future economy, the banks
were not convinced that the transaction could be refinanced* by means of
junk bonds. Shortly thereafter a number of other deals suffered a similar
fate.? It is probably not likely that the junk bond market will disappear en-
tirely, but these recent developments suggest that the market has shrunk
and that equity financing will regain some of its lost importance. Time
will show exactly to what extent.

U.S. mergers and acquisitions have increased substantially within the
last 15 years. In 1975 merger and acquisition activity amounted to 12 bil-
lion dollars but increased to 44 billion dollars in 1979, 83 billion dollars in
1981, 180 billion dollars in 1985 and more than 200 billion dollars in
1988.6 Merger and acquisition activity amounted to 118.7 billion dollars

2 For a further discussion of these issues, see Louis Lowenstein, Pruning Dead-

wood in Hostile Takeovers: A Proposal for Legislation, 83 Columbia Law Re-
view 249 at 257 ff. (1983).

3 Junk bond financing is further discussed under 2.
See 2 for further details on this.

5 This development is further described in Mergers & Acquisitions, Vol. 24, No. 4,
p- 18, and No. 6, p. 29 (1990).

6 See Louis Lowenstein, What’s Wrong with Wall Street p. 128 and, as regards
1988, Financial Times, January 11, 1989 p. 20. In 1988 the largest contested

44



II. Historical background and structure of contested takeovers

in the first 6 months of 1989, which was slightly less than the comparable
period in the preceding year.” The level indicated represents “friendly” as
well as contested transactions. However, there is reason to believe that
contested takeovers or the threat of contested takeovers has caused a sig-
nificant part of the friendly merger and acquisition activity. A substantial
number of leveraged buy-outs and management buy-outs® are made as a
response to a contested takeover attempt, which makes it likely that the
level of merger and acquisition activity is to a very large extent influenced
by contested takeovers.® 10 The very latest trend in the United States
seems to be a substantial decline in takeover activity, probably in part due
to the collapse of the junk bond market in late 1989.!!

Since the early eighties, a majority of the Western European countries
have experienced a substantial increase in the number of corporate mergers
and acquisitions. In 1988, the merger and acquisition activity in Western
Europe amounted to approximately 134.2 billion dollars.!?

takeover in history took place when Kohlberg Kravis Roberts & Co. acquired
RIJR Nabisco, Inc. for 24.88 billion dollars. Two other very large acquisitions
took place in 1988: Philip Morris acquired Kraft for 12.90 billion dollars and
British Grand Metropolitan pic acquired American Pillsbury for 5.75 billon dol-
lars.

7 See Wall Street Journal, at C 11, (July 25, 1989). The number of companies that
were acquired dropped by 17 percent in the above 6 months’ period, compared to
the first 6 months of 1988. Foreign acquisitions of US targets amounted to 21.9
billion dollars in the first 6 months of 1989 compared to 29.8 billion dollars in the
corresponding period of 1988, see study by IDD Information Services, released
July 24, 1989; BNA Corporate Counsel Weekly, August 2, 1989, p. 2.

8 Leveraged buy-outs and management buy-outs are discussed under XI.10. and 9.,
respectively.

9 See Louis Lowenstein, What’s Wrong with Wall Street p. 128.

10 The historical development of takeovers in the United States is described and
discussed by John Brooks in The Takeover Game p. 1 ff. See also Devra L.
Golbe & Lawrence J. White, Mergers and Acquisitions in the U.S. Economy: An
Aggregate and Historical Overview in Mergers and Acquisitions (Alan J. Auer-
bach, ed.) p. 25 ff.

1T See Mergers & Acquisitions, Vol. 25, No. 2, p. 91 (1990) where it is suggested
that in particular the value of transactions has sunk.

12 See Financial Times, January 11, 1989 p. 20. The amount indicated is based on
transactions having a volume of more than 100 million dollars, publicized in
1988, and in connection with which at least one of the parties is located in Eu-
rope. Of the total amount indicated in the text, 59.6 billion dollars concern trans-
actions with participation of parties from one and the same European country,

45



11. Historical background and structure of contested takeovers

This figure includes “friendly” as well as “contested” transactions.
Contested transactions still only constitute a lesser part of the total number
of transactions. In 1988, as per December 1, 63 contested takeover bids
had been made, of which 40 had been made in Great Britain, whereas 23
had been made in Continental European countries, including 11 in
France.!3 The prime reason for this development may be the expectations
with respect to increased competition and, as one of the consequences
hereof, a demand for larger companies that is connected to the implemen-
tation of the EC “Internal Market” in 1992.14 It seems as if many Euro-
pean companies and their managements have realized that corporate ac-
quisitions is a means by which larger and more competitive companies
may be created.

This development in Europe has been accompanied by the use by Euro-
pean companies of legal and financial concepts and methods that have
been developed in the United States. For example, as we shall see later, a
number of the offensive and defensive techniques known from the United
States have spread to Europe. Also, it seems as if banks and financial ad-
visors as well as companies in some countries are in the process of revis-
ing their views on the use of financing through borrowed funds. Although
nothing suggests that leveraged financing will gain the popularity seen in
the United States, it is likely that debt-financing will increase and, to a
certain extent, replace equity financing, at least in some European coun-
tries.!> This changed attitude to leveraged financing has led to an incipient

while transactions in which parties from more European countries were involved
amount to 13.2 billion dollars. Transatlantic mergers and acquisitions, i.e. trans-
actions involving parties from Europe as well as the United States, amount to
52.5 billion dollars, while transactions between companies in Europe and Asia
amount to 8.8 billion dollars.
13 See Matthew Crabbe, Fending Off Unwelcome Attentions, Euromoney, p. 83 ff.
(February 1989). The increased level of contested takeover activity on the Conti-
nent is illustrated by the fact that only four contested takeovers were consum-
mated in 1987, of which three were made in France and one in Holland.
See Eric G. Friberg, 1992: Moves Europeans Are Making, Harvard Business
Review, p. 85 ff. (May-June 1989).
For a discussion of the changed views on leveraged financing, see Mergers &
Acquisitions, Vol. 24, No. 5, p. 25-33 (1990). See also Richard Evans and Peter
Lee, Why Junk is About to Leverage Europe, Euromoney, p. 52 ff. (December
1988). In this article the authors discuss, inter alia, Bank of England’s apparently
changed views with respect to debt-financing. In 1988, the British company
Beazer acquired American Koppers for 1.8 billion dollars, of which approxi-
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market for junk bonds that has developed quite substantially lately but
which continues to play a minor role only in connection with the financing
of acquisitions in Europe. However, it is likely that the junk bond market
in Europe will be affected by the decline of the United States’ junk bond
market and that the so-called “private placements”, i.e. loans issued by
banks or institutional investors, will remain the prime source of leverage
financing, to the extent that such financing will be used in the future.!6

Simultaneously with the spread of "American acquisition techniques and
defensive means to Europe, a number of American investment banks have
established offices within Europe and have so far been very successful in
assisting and advising European companies in connection with contested
acquisitions.!”

The one single contested takeover attempt that has probably drawn the
most attention and triggered most discussion is the attempt mentioned
earlier by Carlo de Benedetti to acquire control of Société Générale de
Belgique, which by most Belgians is considered to be the “crown jewels”
of Belgium.

While many Belgians seemed to acknowledge that Société Générale
might benefit from Mr. de Benedetti’s leadership, strong national interests
were attached to keeping the company on Belgian hands.!8

mately 1.7 billion dollars was financed through loans from banks. For a discus-
sion of this and of the scepticism that has been expressed regarding increased
leverage, see Corporate Finance, p. 35 ff., and, in particular, p. 42-43 (December
1988).

16 For a discussion of the use of junk bonds in Europe, see Alistair Macdonald,
Gearing, Corporate Finance, p. 19 ff. (September 1988). See also by the same au-
thor, Laws of Leverage, Corporate Finance p. 26 ff. (October 1988) and Richard
Evans and Peter Lee, Why Junk is About to Leverage Europe, Euromoney, p. 52
ff. (December 1988).

17" In the first six months of 1988, the American investment banks, Goldman Sachs
and Shearson Lehman Hutton International were involved in five out of the ten
largest takeovers of companies listed in Great Britain, cf. Claire Makin, The
Americanization of British M&A, Institutional Investor, p. 41 ff. (October 1988).

18 The attempt by Mr. de Benedetti failed, at least so far, because Société Générale
made an alliance with and issued shares to a “friendly” third party. The matter is
an illustrative example of how a contested acquisition is not only a question of
economic interests but also may carry with it a number of political issues, in this
case the relationship between the Flemish-speaking and French-speaking peoples
in Belgium. The Société Générale-matter is discussed by Valérie Hirsch, Le Raid
sur la Société Générale de Belgique: Une Legon de Choses pour I’Europe, Re-
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Other incidents have shown that national interests do play a significant
role in the European debate. It has thus been criticized that, inter alia,
Swiss and German companies appear on the European corporate arena as
contested acquirors, while it is extremely difficult, if not impossible, to
acquire Swiss or German companies by means of a contested takeover.!?
This debate clearly shows that even though an increased number of merg-
ers and acquisitions have been experienced in Europe in recent years,
considerable differences exist as regards the legal and business “climate”
for takeovers in the European countries.

Although it is only recently that the term “contested takeover” or
“fjendtlig overtagelse” has been used as a label on certain corporate ac-
quisitions in Denmark, the factors that constitute a contested takeover are
not, as such, new in Denmark. There have been incidents several years ago
where a shareholder attempted to acquire control of a company and where
it has been a part of the acquiror’s plan to remove the incumbent man-
agement.

Examples include Arne Groes’ attempt to gain control of Sadolin & Holmblad in
1983 and KFK’s attempt to acquire Peder P. Hedegaard in 1987.

The development in the other European countries suggests that the number
of corporate takeovers will increase in the years to come and that future
takeovers will to a large extent be influenced by new ways of thinking in
terms of financing of the transactions as well as with respect to the legal
structuring of acquisitions. It has yet to be seen if Denmark will be among

vue du Marché Commun, No. 314, p. 61 ff. (February 1988), and by Simon
Brady, The Unguillotined Aristocrat, Euromoney, p. 120 f. (February 1989).

19 See the discussion in the New York Times, August 26, 1988, p. D 3. The two
Swiss companies, Nestlé and Jacob Suchard, in the spring of 1988, made compet-
ing “hostile” takeover bids in order to acquire control of British Rowntree plc.
The outcome of the competition was that Nestlé acquired Rowntree. At the same
time, many Swiss companies have denied registration of shares bought by foreign
companies, thereby preventing such foreign shareholders from exercising their
voting rights. See also Peter G. Rogge, Foreign Takeovers of Swiss Companies,
p. 6 f., Swiss Bank Corporation/Prospects 5/1988, and Nedim Peter Vogt and
Hanspeter Wiistiner, Share Transfer Restrictions under Swiss Law and Hostile
Takeovers of Swiss Companies, International Business Lawyer, p. 355 ff.
(September 1988). One of the most recent examples of German companies’
“hostile” takeover activity was Siemens’ attempt jointly with GEC to acquire
British Plessey.
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the countries that adopt the American concepts used by now in many other
European countries.

According to a report on merger and acquisition activity in Denmark in 1989
prepared by the Danish Competition Council ("Konkurrenceradet”) and pub-
lished in 1990, 391 companies were acquired in 1989. This figure comprises ac-
quisitions irrespective of whether they are “friendly” or contested. Only very
few of these acquisitions could be referred to as “contested”, however. The
companies acquired represent an aggregate turnover of approximately DKK 28
million and a total number of employees of some 29,000. Acquisitions by for-
eign acquirors account for 21 percent of the total number of acquisitions and 19
percent of the aggregate turnover of acquired companies. This group of acquisi-
tions represents 21 percent of the total number of employees of acquired com-
panies.

2. Structure of contested takeovers

So far, contested acquisitions or acquisition attempts have only been seen
on few occasions in Denmark, and, consequently, no particular pattern re-
flecting methods and techniques has yet developed.

However, it is likely that in Denmark, as is the case in other countries,
contested takeovers will be initiated by one or more single purchases in
the stock market followed by a public offer to the shareholders of the tar-
get-company. It might be expected that the takeover will be effected by
means of an acquisition vehicle, i.e. a company established and funded for
the sole purpose of buying the shares of the target-company. After having
gained control, the acquiror may sometimes want to cash out minority
shareholders, perhaps in connection with a merger between the acquiror,
or his acquisition vehicle, and the target-company.

By contrast, a substantial contested takeover activity has led to a number
of models being developed in the United States. Since the American regu-
lation of takeovers plays an important role in connection with our discus-
sions later of the issues raised by contested takeovers, I will outline briefly
the typical structure of a U.S. contested acquisition.

Ordinarily, a U.S. contested takeover is initiated by the acquiror making
stock purchases in the market followed by a tender offer, i.e. a public offer
addressed to the shareholders of the target-company, inviting such share-
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I1. Historical background and structure of contested takeovers

holders to tender their shares.2? By far the majority of all tender offers are
based on a 100 percent cash payment to the tendering shareholders.

However, there is nothing to prevent an acquiror from making a tender
offer based on payment in kind, e.g. by the acquiror issuing stock or bonds
to the shareholders of the target-company in exchange for target-shares.

As will be seen later, the price offered in a tender offer will always in-
clude a premium in excess of the market price to induce the target-share-
holders to tender their shares.2!

In a junk bond financed acquisition the acquiror will, after having ac-
quired all the target-company’s shares or, at least, a sufficient number of
shares to gain control of the company, often use his influence to merge the
target-company and the acquiror.22 Typically, the acquiror establishes a
new company to be used as a vehicle for his acquisition of the target-
company, and, if this is the case, a merger is effected between such new
company and the target-company. Simultaneously with the merger, or
shortly thereafter, a substantial part of the assets belonging to the target-
company, or divisions of the company, will be sold. The proceeds from
the sale will enable the surviving company to pay the extra costs, includ-
ing interest, connected with the servicing of the junk bonds. The fact that
the target-company’s own assets create the basis for the financing of the
takeover entails that junk bond financing is a means by which even very
large companies can be taken over by considerably smaller acquirors.

At least until late 1989 or early 1990, the financial structure of a con-
tested acquisition would ordinarily include approximately 10 percent
equity capital; 40-50 percent of the financing would consist of ordinary,

20 For a more precise definition of tender offers, see VII.2.3.1. Occasionally the
tender offer is preceded by a letter to the target-company containing a proposal
by an acquiror to acquire the shares of the target-company in a privately negoti-
ated acquisition. This kind of approach, known as a “bear hug”, was e.g. used by
Ivanhoe Partners in connection with its attempt to take over Newmont Mining
Corporation, see Ivanhoe Partners v. Newmont Mining Corp., 535 A.2 d 1334
(Del. 1987).

The reason why it makes sense for an acquiror from a business point of view to
offer the selling shareholders a premium price is discussed under IV.3.2.

Several of the American state legislatures have enacted legislation which restricts
an acquiror’s ability to merge with a target-company, see VIIL.3.4. for a more
detailed discussion hereof.

21

22
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long-term debt, while the remaining 40-50 percent would be financed
through the issuance and subsequent sale of junk bonds.?3

The use of junk bonds spread rapidly since 1984 and turned many com-
panies with a conservative capital structure (i.e. with a considerable equity
financing and a limited leverage) into highly leveraged companies.?*
Companies “pay” for junk bond financing not only by exposing them-
selves to a higher debt and, consequently, a risk of not being able to ser-
vice the increased debt, but also by paying a higher interest rate on junk
bonds than on other bonds of comparable maturity.

In recent years, the average default rate for junk bonds has been 1.6 percent,
while the average default rate for corporate bonds as such is 0.08 percent, ac-
cording to Altman & Nammacher, The Default Rate Experience on High-Yield
Corporate Debt (study made for Morgan Stanley, March 1985). Typically, the
interest payable on junk bonds is 3 to 5 percentage points higher than the yields
on bonds of comparable maturity, issued by the Government of the United
States, see Michael C. Jensen, The Takeover Controversy: Analysis and Evi-
dence, in Knights, Raiders, and Targets p. 314 ff. at 337 ff.

Junk bond financing has been made possible because, inter alia, a large
number of institutional investors for several years proved to be more than
willing to buy junk bonds.2> Apart from the institutional investors’ cre-
ation of a market for junk bonds, two other factors should be noted when
considering the reasons for the success of junk bond financing. First, the
right for companies to deduct interest payments in connection with com-
putation of their taxable income has, no doubt, been of tremendous im-

23 As a part of the recapitalization following a takeover, the securities used include,
in addition to common stock and bonds, preferred stock with only limited or con-
tingent voting rights as well as various hybrids between equity and debt securi-
ties.

24 See IV.3.2. A number of the most recent takeovers are discussed in Institutional
Investor, p. 77 ff. (January 1989). See also BusinessWeek, p. 138 ff. (November
7, 1988). On November 30, 1988, RJR Nabisco, Inc. was acquired by Kohlberg
Kravis Roberts & Co., for a price of 24.88 billion dollars of which 20 billion
dollars is estimated to be debt-financed, see The New York Times, December 1,
1988, p. Aland D 8.

25 Not only American but also European, Japanese, and Arabic investors have
shown interest in investing in junk bonds. It is estimated that approximately 5
percent of the junk bonds issued by American companies are bought by non-
American investors, see Institutional Investor, p. 43 ff. at 47 (January 1989).
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portance.2® Second, the role of the American investment banks in the de-
velopment of junk bond financing should not be understated.

Investment banks are firms that act as underwriters or agents in connec-
tion with issues of securities to the public. An underwriter assumes the
risk of buying a new issue of securities from the issuing company and re-
selling the securities to the public. Such resale may take place directly or
through dealers. The term “underwriting”, in its strict sense, is limited to
transactions where the investment bank purchases the issue from the issuer
on a firm commitment basis, i.e. with the bank carrying the entire risk
connected to the resale of the issue. Such transactions are sometimes re-
ferred to as “bought deals”. The daily use of the term “underwriting” in-
cludes references to arrangements where the risk is shared between the in-
vestment bank and the issuer, such as “best effort” and “standby” com-
mitments. In order to pool the risk and facilitate distribution of the securi-
ties, investment banks often form a group of underwriters which then ap-
points a managing underwriter. The underwriter’s profit lies in the differ-
ence between the price he pays to the issuer and the public offering price,
known as the “underwriting spread”.?’

Investment banks often assume a major part of the risk connected to
takeover transactions by accepting assignments as underwriters on a
“bought deal”-basis. Also, the investment banks frequently facilitate junk
bond financing by granting so-called “bridge loans” to the acquiror. A
bridge loan is a temporary credit facility which enables the acquiror to
make a cash tender offer without having to await the structuring of the
permanent financing.2® The bridge loan will only remain outstanding until
the investment bank has succeeded in completing the public distribution of
the junk bonds. Until that moment the investment bank is exposed to a
considerable risk, for which reason bridge loans carry a high interest
rate.2? The bridge loan will be repaid through the proceeds from the distri-

26 See the general provision on deductability of interest payments in Section 163 (a)

of the Internal Revenue Code.
27 See Barron’s Dictionary of Finance and Investment Terms.
28 Under American law, an acquiror is not obligated to ensure that he can obtain a
satisfactory financing of the acquisition prior to making a tender offer, see the
discussion about possible conditions for tender offers under VI1.2.3.3.
Typically it is agreed that the investment bank refinances the acquisition made by
funds provided through a bridge loan right after the acquisition. If the bridge loan
remains outstanding for a longer period, e.g. 90 days, the rate of interest will
normally be further increased.

29
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bution of junk bonds and, frequently, from the sale of assets belonging to
the target-company.
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III  The public interest in an organized
stock market and its regulation

The organized stock market is public in the sense that it is open to any-
body who wishes to participate by investing and trading. Moreover, any
company that meets the listing requirements can have its shares offered at
the stock market.

The stock market is also public in another sense, namely that its perfor-
mance has an impact on the economy of society.

The two aspects of the stock market are, although conceptually different,
interrelated.

From the viewpoint of investors, the goal of a stock market should be to
provide a system whereby shares could be purchased and sold in the
smoothest possible fashion and at the lowest possible cost. A stock market
with many listed shares and large trading volumes would give investors a
variety of investment alternatives and opportunities as well as a place
where the shares could be resold easily. Moreover, investors would put an
emphasis on having a market that gives them a certain protection against
abusive acts (such as fraudulent transactions). Protection should be pro-
vided by a clear and, if possible, simple regulatory framework that ensures
a high degree of predictability in terms of what treatment the investor can
expect when operating in the market while still allowing the market to op-
erate efficiently. In other words, investors would put an emphasis on
having an efficient market as well as a “level playing field”.

When referring to the interests of “investors”, it is attempted to describe what
interests this group of persons should be expected to have. It is not suggested
that any investor would support the idea of having a level playing field. Some in-
vestors may prefer to have a maximum degree of freedom when operating in the
market, thereby being able to reap quick benefits at the expense of others. How-
ever, it is likely that investors, seen as a group, would have an interest in both
efficiency and a degree of protection.

From the viewpoint of companies the prime objective of having a public
offering of shares at a stock exchange (sometimes referred to in this con-
text as the “primary market” for the shares) is to obtain sufficient capital at
the lowest possible price. Once the shares have been listed it is typically in
the interest of the company that trading of its shares in the (”secondary”)
market take place at reasonably high prices so that future, additional offer-
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ings can be effected at a high market price and thus at a low cost of financ-
ing.

Since the cost of a company’s financing via the stock exchange is de-
pendent on investor interest — the greater the interest, the lower the cost —
companies would prefer a stock market that can attract investors. This, in
effect, means that companies and investors have common interests as to
the functioning of the stock market, cf. above.

The public interest in the stock market, understood as society’s interest,
is closely tied to the economic impact of the market.

A well-functioning stock market will create a system whereby buyers
and sellers of shares, and thereby buyers and sellers of companies, can
freely trade their interests. This creates the possibility for having resources
allocated to those uses where the value is maximized, see I, 2.2. Both
original issues of stock and subsequent disposals of shares are obviously
facilitated by the existence of an active market where such securities can
be traded easily.

If the stock market is capable of attracting capital in large amounts, a
basis is created for economic growth of companies as well as increased
competitiveness of business undertakings that have the stock market as a
source of finance. The more attractive investors consider the stock market,
the more money will flow into the market, and the more inexpensive will
financing become for the listed companies.

Society has an interest in companies growing and being competitive.
This is a prerequisite for the companies’ ability to survive and prosper and
thereby to remain or bring themselves in a position where they can con-
tribute to society by means of creating and maintaining jobs and by paying
taxes and duties to state and local authorities. Also, competitiveness is a
prerequisite for companies being able to provide products or services at
reasonable prices to consumers in Denmark and export such products or
services for the benefit of the country’s trade balance.

In addition to facilitating the trading of shares among investors in the
market, society has an interest in preventing manipulations in the market
causing unreasonable fluctuations of stock prices and losses incurred by
some investors due to excessive speculation or abuses by others.

There are various reasons why society should want to avoid such impli-
cations. First, excessive speculation or abuse may simply cause so much
harm that it affects substantial parts of the business community and
thereby also indirectly causes losses to the general economy of society.
Second, a substantial risk of being exposed to manipulations or abuses
may deter investors from entering into the stock market and thereby affect
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the price of capital in the market. Third, there are ethical reasons why so-
ciety is concerned with investor behavior. If no protection exists, the eco-
nomically strongest and most sophisticated players in the market are likely
to gain undue advantages at the expense of weaker players. Politically,
such a state of affairs would hardly be accepted in a country like Denmark.

After having considered the various public interests in the stock market
it seems reasonable to conclude that society should pursue a regulation
which strikes a balance between creating a framework that ensures that
activities in the stock market can take place smoothly and at low costs, on
the one hand, and provide a satisfactory level of protection of investors, on
the other.

It is not an easy task to determine what this conclusion means in terms
of regulation of contested takeover activity. But one thing is certain: we
need to know more about the economic impact of such activity. Without
further knowledge we do not even know whether contested takeovers
should be outlawed as being an evil per se or if the focus ought to be on
regulating them.

The various public aspects of stock markets are discussed in R.W. Jennings &
H. Marsh, Jr., Securities Regulation, Cases and Materials p. 1 ff. where, among
other things, excerpts are included from a very illustrative report from the
American SEC (Report of Special Study of Securities Markets, Pt. 1, p. 9-19
(1963)).
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IV Economic impact of contested
takeovers

1. Introduction

When approaching a concept of transfer of corporate control, in casu con-
tested acquisitions, the question comes to mind why these kinds of trans-
actions occur at all and what impact they have on the companies and
shareholders involved as well as on society at large. Who benefits from
such activity? Does it create values for society or is it simply a means by
which to redistribute wealth from one group of shareholders to another?

Since no empirical evidence exists regarding contested takeovers in
Denmark, and because there has been little debate about these issues in
Denmark it may be helpful to examine the experience and discussions that
have been recorded in the United States.

The experience and debate known from the United States has also played a key
role in other European countries where discussions of the impact and desirability
of contested takeovers have been initiated. See, for example, the discussion
among German scholars, illustrated by the following articles from the German
company law review, Die Aktiengesellschaft: Friederich Trockels, “Business
Judgement Rule” und “Corporate Takeovers”, 4/1990, p. 139 ff., Michael
Adams, Was spricht gegen eine unbehinderte Ubertragbarkeit der in Un-
ternehmen gebundenen Ressourcen durch ihre Eigentiimer?, 6/1990, p. 243 ff.,
and Hans-Joachim Mertens, Forderung von, Schutz vor, Zwang zu Ubernah-
meangeboten?, 6/1990, p. 252 ff. For an example from the Dutch debate, see G.
Rietkerk, Bestuursonvriendelijke Overneming: Countervailing power, de naam-
loze vennootschap 66/2, March/April 1988, p. 45 ff. As regards the discussion in
Switzerland, see e.g. Julian 1. Mahari, Riickkehr zur Aktiondrherrschaft als un-
ternehmerische Chance und rechtspolitischer Impuls: Vorstosse zur Beendigung
der Machtdelegation an das Management anhand der Entwicklung der Take-
overs in den USA, La Société Anonyme Suisse No. 60/1988, p. 14 ff.

2. Empirical evidence from contested takeovers in the United States

2.1. Introduction. Over the past twenty years there has been extensive re-
search into the economic impact of corporate acquisitions, including
contested takeovers. While the amount of research is impressive and es-
tablishes a useful basis for discussion within some areas, other aspects of
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takeovers have given rise to more controversy and are, therefore, more
difficult to tackle.

In the following we will focus on the various aspects of contested
takeovers, looking at the effects that takeovers have on the different enti-
ties or groups of persons.

2.2. The impact on target-shareholders. The empirical studies regarding
the effect on the value of the shares of the target-company upon the oc-
currence of a takeover attempt create a consistent picture. Almost all
studies show that the response to the announcement of a takeover attempt
is a substantial increase in the price of the target-shares. This is most
likely connected to the fact that acquirors virtually always offer large
premiums over the pre-announcement market price.

In a study of 56 “hostile” tender offers in the years 1975-83, Edward S.
Herman and Louis Lowenstein have found that winning bidders paid an
average premium over the pre-announcement market price of about 80
percent.!

In a study of 33 companies that faced “hostile” takeover threats in the
period 1969-1983 Larry Dann and Harry DeAngelo found that the
“hostile” bidder’s initial bid entailed a cash premium of 56.51 percent
above the market price which prevailed 41 days before the takeover at-
tempt was initiated.?

Michael Bradley has found that, in a sample of 161 tender offers over
the period 1962-1978, the premiums averaged 47 percent above the market
price at the time of the announcements of the offer.3

Richard Roll has compiled a number of studies that show the impact of
a takeover bid on target-shares.* Roll, inter alia, refers to a study by
Michael Jensen and Richard Ruback where the results of about 20 papers

I See Herman & Lowenstein, The Efficiency Effects of Hostile Takeovers, in
Knights, Raiders, and Targets p. 211 ff. at 218 ff.

See Larry Y. Dann & Harry DeAngelo, Corporate Financial Policy and Corpo-
rate Control, A Study of Defensive Adjustments in Asset and Ownership Struc-
ture, 20 Journal of Financial Economics 87 (1988).

See Michael Bradley, The Economic Consequences of Mergers and Tender Of-
fers, in The Revolution of Finance (Joel M. Stern & Donald H. Chew, Jr., ed.) p.
368 ff. at 373.

See Richard Roll, Empirical Evidence on Takeover Activity and Shareholder
Wealth, in Knights, Raiders, and Targets p. 241 ff.
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were examined and it was shown that the price of target-shares increased
by 30 percent in average in the period around the takeover event.

In another paper by Dennis and McConnell, referred to by Roll, it was
found that the average target-company’s shares increased by 8.7 percent
on the day a bid was announced and the previous trading day.6

There is, in other words, basis for concluding that empirical evidence
shows that shareholders of acquired companies enjoy significant economic
benefits when they tender their shares and that the stock market generally
responds positively when receiving information about the occurrence of a
takeover bid.”

The conclusion that takeover bids provide wealth gains for target-share-
holders is further underscored by the study by Dann and DeAngelo re-
ferred to above. The data of their study show that if we compare the value
of target-shares at a point in time 40 days before initiation of the takeover
attempt with the value at the outcome, we will see an average increase in
value of 42.97 percent in events where the acquiror prevailed. In events
where the first (potential) acquiror pulled out in favor of an offer by a third
party, the Dann-DeAngelo study shows an average wealth gain for target-
shareholders of 57.58 percent. In other words, the study suggests that not
only successful takeover attempts, but also attempts which turn out not to
succeed but which motivate others to make bids, benefit target-sharehold-
ers.

Since target-shareholders thus enjoy benefits from takeover-activity, it is
natural to look at the economic effects of a defeat of a contested takeover
attempt.

Three studies, by Asquith, by Bradley, Desai & Kim, and by Jarrell,
have focused on the price of the target-shares in the event where a tender
offer is defeated.? These studies show, consistent with what we saw above,

5 See Michael Jensen & Richard Ruback, The Market for Corporate Control: The
Scientific Evidence, 11 Journal of Financial Economics 5 (1983).

6  See Debra K. Dennis & John J. McConnell, Corporate Mergers and Security
Returns, 16 Journal of Financial Economics 143 (1986).

See also Ellen B. Magenheim & Dennis C. Mueller, Are Acquiring-Firm Share-
holders Better Off after an Acquisition?, in Knights, Raiders, and Targets p. 171
ff.

See Paul Asquith, Merger Bids, Uncertainty, and Stockholder Returns, 11 Jour-
nal of Financial Economics 51 (1983), Michael Bradley, Anand Desai, & E. Han
Kim, The Rationale Behind Interfirm Tender Offers: Information or Synergy? 11
Journal of Financial Economics 183 (1983), and Jarrell, The Wealth Effects of
Litigation by Targets: Do Interests Diverge in a Merge? (Study referred to in an

61



IV. Economic impact of contested takeovers

that the price of a target-company’s stock rises significantly (approxima-
tely 15 percent, 35.5 percent, and 30 percent, respectively) compared to
the rest of the market once a bid is announced. If a bid is defeated and no
competing bids are made, almost the entire gain for the target-shareholders
is lost.

According to the three studies, defeat of a bid almost led the price of target-
shares to drop back to the pre-bid level. However, even in these events a small
appreciation of the value of target-shares relative to pre-bid value could be found
(Asquith: 1 percent (computed 60 trading days after the initial bid), Bradley et.
al.: 3.43 percent (one year after initial bid), and Jarrell: 9 percent (100 trading
days after initial bid)).

All three studies clearly suggest that shareholders lose money when a bid
is defeated.®

Related to the issues dealt with here is the question of the economic im-
pact of takeover defenses. Takeover defenses provide a varied picture and
can hardly be treated as a whole. We will, therefore, discuss the economic
aspects of takeover defenses in chapter XI. where the various responses to
takeovers are discussed in detail.

2.3. The impact on the acquiror and its shareholders. When reviewing
the empirical studies regarding the impact of contested takeovers on the
acquiror and its shareholders, one gets a somewhat kaleidoscopic im-
pression.

Some studies, for example a study by Bradley!?, a study by Asquith!l,
and a study by Dennis & McConnell!? indicate that the value of shares of
companies that make bids for the shares of other companies tends to in-
crease, although frequently not very much.

article by Frank H. Easterbrook & Gregg A. Jarrell, Do Targets Gain from De-
feating Tender Offers?, 59 New York University Law Review 277 at 283 (1984).

9 The three studies are examined by Frank H. Easterbrook and Gregg A. Jarrell,
see Easterbrook & Jarrell, Do Targets Gain from Defeating Tender Offers?, 59
New York University Law Review 277 at 283 ff. (1984).

10 See Michael Bradley, Interfirm Tender Offers and the Market for Corporate
Control, 53 Journal of Business 345 (1980).

I See P. Asquith, Merger Bids, Uncertainty, and Stockholder Returns, 11 Journal
of Financial Economics 51 (1983).

12 See Dennis & McConnell, Corporate Mergers and Security Returns, 16 Journal
of Financial Economics 143 (1986).
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Other studies, for example a study by Dodd!3, a study by Firth!4, and a
study by Eger!5, suggest that acquiror-shares tend to experience a decline
in their value.

The above studies, which only represent some of the many studies that
have been made in this area, do not give us any conclusive answer to our
query. One of the main problems is that different methodologies have been
used for the studies.

In some studies (for example the Asquith-study mentioned above), the perfor-
mance of the acquiror-shares before and after the acquisition is measured against
the performance of shares of companies with similar betas.!® Other studies (for
example, the Firth-study mentioned above) measure pre- and post-performance
of the acquiror against the market portfolio in 48 preceding months. Many
variations have occurred. Some studies thus compare the acquiror’s performance
to the performance of its relative industry rather than the market portfolio.
Likewise, the timeframe within which performance is measured varies among
the studies. The problems discussed here and the results of a number of other
studies are discussed by Ellen B. Magenheim & Dennis C. Mueller, Are Acquir-
ing-Firm Shareholders Better Off after an Acquisition? in Knights, Raiders, and
Targets p. 171 ff. See also Richard Roll, Empirical Evidence on Takeover Ac-
tivity and Shareholder Wealth, in Knights, Raiders, and Targets p. 241 ff., who
points out (p. 242) that irrespective of whether the effects on acquirors are
positive or negative on an average, they are generally small in percentage terms
and are less statistically significant.

A study by Herman and Lowenstein!’ includes an examination of the
earnings on the total capital of acquirors who made tender offers in the
years 1975-83. Interestingly, this study suggests that bidders that were in-
volved in acquisitions in the period 1975-1978 were, generally, perform-
ing better after an acquisition than bidders that made acquisitions or bids
during the early 1980’es. Bidders in 1975-1978 earned a weighted average

13 See Peter Dodd, Merger Proposals, Management Discretion and Stockholder
Wealth, 8 Journal of Financial Economics 105 (1980).

14 See Michael Firth, Takeovers, Shareholder Returns and the Theory of the Firm,
94 Quarterly Journal of Economics 235 (1980). Firth’s study is based on empiri-
cal evidence from Great Britain.

15 See C.E. Eger, An Empirical Test of the Redistribution Effect in Pure Exchange
Mergers, 18 Journal of Financial and Quantitative Analysis 547 (1983).

16 Betas reflect the relative volatility of a stock. It is a covariance of a stock in rela-
tion to the rest of the stock market, see Barron’s Dictionary of Finance and In-
vestment Terms.

17 See Herman & Lowenstein, The Efficiency Effects of Hostile Takeovers, in
Knights, Raiders, and Targets p. 211 ff.
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of 14.7 percent on their total capital (ROC) in the 5 years prior to the ten-
der offer and 19.6 percent in the 5 years after the consummation of an ac-
quisition. Prebid ROC for acquirors making bids in the period 1981-83
was approximately 20.7 and postbid was approximately 17.7.!8 As pointed
out by the authors, this perhaps suggests that the early bids were less
speculative than what is the case for more recent developments.

Even though several studies suggest that acquirors benefit from con-
tested acquisitions, other studies point in the opposite direction. The
conclusion that should be made at this point is that we simply do not have
sufficient evidence to evaluate, on an empirical basis, the impact on the
acquiror and the shareholders of the acquiror.

2.4. Target performance after transfer of control. Above, we focused
on the economic benefits that the tendering shareholders of the target-
company may receive in connection with a contested takeover. Also, we
had a look at the value of the acquiror after the acquisition compared to
prior to the acquisition.

A third aspect, however, is the performance of the target-company after
the consummation of a change of control.

Lichtenberg and Siegel have examined approximately 20,500 plants,
owned by approximately 5,700 companies.!® Approximately one-fifth of
the total number of plants changed owners at least once in the period
1972-1981. This enabled Lichtenberg and Siegel to compare the produc-
tivity of those companies that changed owners with those companies that
remained in the same hands. The study focuses on the development as to
productivity in a period beginning 7 years prior to and ending 7 years after
the change of ownership. The trend, according to this study, is that pro-
ductivity decreases in the years prior to the change of ownership and in a
period of approximately 12 months after the change of ownership, but then
increases substantially and reaches a level equivalent to the level that ex-
ists for companies that did not change hands. This suggests that companies
that are acquired, generally, are not performing as well as other compa-
nies. Moreover, it seems as if the change of ownership has a beneficial
effect on productivity.

18 The study only includes ROC data up to and including 1985.

19 See Frank R. Lichtenberg & Donald Siegel, Productivity and Changes in Owner-
ship of Manufacturing Plants, Brookings Papers on Economic Activity No.
3/1987, p. 643 ff.
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The study by Lichtenberg and Siegel is extensive and the results it indi-
cates persuasive.

Nevertheless, other studies have reached different conclusions. Ravenscraft and
Scherer have thus made a study, based on a more limited number of samples,
which suggests that acquisitions have an adverse impact on productivity, see
David J. Ravenscraft & F.M. Scherer, Mergers, Sell-offs, & Economic Efficiency
p. 75 ff.

3. The debate on the economic impact of contested takeovers in the
United States

3.1. Introduction — two ways of looking at the stock market. Before we
examine the various thoughts and ideas that have been expressed in favor
of or against contested acquisitions, it is useful to be acquainted with two
economic approaches to predicting stock prices that have had tremendeous
importance as bases for the theories that have developed in connection
with contested takeovers.

One of the most influential schools of thought in modern finance theory
is the so-called “neo-classical school”, sometimes also referred to as the
“Chicago” school of economists. On the assumption that history tends to
repeat itself and that past patterns of stock price development will recur in
the future, a means by which to predict stock prices is to examine the his-
tory of stock prices for the purpose of evaluating which development is
likely to come. By looking back one may be able to recognize situations
where the price of a share behaved in a particular manner and, if a similar
situation exists now, there is a likelihood that the price will develop in a
somewhat similar fashion.

Neo-classical economists have developed the notion of “the efficient
market hypothesis”, which presupposes that the stock market, when de-
termining the value of a company’s shares, takes into consideration all
existing, available information about the company. Any time a new piece
of information about a company becomes known to the public, the in-
vestors will, according to this theory, take that new piece of information
into consideration when valuing the shares. Accordingly, the stock price at
any given time reflects all relevant, available data about the company.

Three variations have been developed of the efficient market hypothesis, the so-
called “weak” version, the “semi-strong” version, and the “strong” version, re-
spectively, see Eugene Fama, Efficient Capital Markets: A Review of Theory and
Empirical Work, 25 Journal of Finance 383 (1970), and Graham & Dodd, Se-
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curity Analysis p. 23 ff. The version dealt with in the text is the semi-strong ver-
sion.

Eugene Fama?0 has characterized an efficient market as a market where
there are “large numbers of rational profit maximizers competing, with
each trying to predict future market values of individual securities and
where important current information is almost freely available to all parti-
cipants”.

The efficient market hypothesis presupposes that the market cannot “be
wrong”.

If the price of a company’s stock is extraordinarily low compared to, for
instance, the company’s intrinsic value, this is not caused by a “mistake”
by the market. Rather, a low stock price reflects the degree of efficiency in
which a company’s assets are utilized, which, in turn, is ultimately a
question of the management of the company. According to this theory, the
reason for a company’s stock price to be low compared to the intrinsic
value of the company is often to be found in inefficient use of the com-
pany’s assets. Such inefficiency could be caused by management not being
fully qualified or motivated or by lack of implementation of changes in the
company’s business necessitated by new technology or a change in the
market structure. The stock market values a company’s shares on the basis
of the existing information about the company, including statements from
management about planned projects, new investments, etc. The moment
plans leading to a more efficient use of a company’s assets are publicly

sknown, the market will appreciate such information by increasing the price
of the company’s stock.

For a further explanation of the efficient market hypothesis, see Bob L. Boldt &
Hal L. Arbit, Efficient Markets and the Professional Investor, Financial Analysts
Journal, Vol. 40, No. 4, p. 22-34 (1984) and Ronald J. Gilson & Reinier H.
Kraakman, The Mechanisms of Market Efficiency, 70 Virginia Law Review 549
(1984). See also Eugene Fama, Random Walks in Stock Market Prices, Financial
Analysts Journal, Vol. 21, No. §, p. 55-59 (1965).

The other well-known approach to the pricing of stock is the theory of
fundamental or intrinsic value analysis. According to this theory, which
has been promoted by, among others, Benjamin Graham and David Dodd
as well as John Keynes, investors ought to value the shares of a company
on the basis of the company’s intrinsic value, expected returns, eamings
power or other standard relating to the fundamentals of that particular

20 See Eugene Fama, Random Walks in Stock Market Prices, Financial Analysts
Joumal, Vol. 21, No. §, p. 55-59 (1965).
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company. The fundamentalist approach argues that investors should not,
as is frequently seen, focus on comparing the shares of a company to other
shares in the market.?!

Keynes has compared the modern stock market with a newspaper
beauty-contest where the winners are those whose choice “most nearly
corresponds to the average preferences of the competitors as a whole; so
that each competitor has to pick, not those faces which he himself finds
prettiest, but those which he thinks likeliest to catch the fancy of the other
competitors, all of whom are looking at the problem from the same point
of view”.22

Proponents of the fundamentalist approach challenge the assumption of
the neo-classical school of thought that the stock market is “efficient”,
claiming that it sometimes reacts irrationally and, for example, often fails
to appreciate research and development, which may not have beneficial ef-
fects for the company in the short term, but will benefit the company and
its shareholders in the long run. A low valuation by the stock market of a
company’s shares, according to the fundamentalist approach, does not
necessarily mean that the company is badly managed or that the assets of
the company are insufficiently utilized. It may very well be caused by the
stock market’s lack of efficiency, understood as failure to appraise the true
value of certain projects and assets of companies.?3

3.2. Views in favor of contested takeovers. Proponents of contested
takeovers argue that this takeover technique leads to an improved utiliza-
tion of the capital invested in the stock market. Many of them assume that
shares of target-companies are generally undervalued compared to the
shares of other companies with similar asset-characteristics. In other
words, “victims” of contested takeovers are often “limping dogs”, i.e. un-
derperforming companies. Typically, they have stagnated and are charac-
terized by relatively large cash-flows and large amounts of funds invested
in activities or projects which do not give the shareholders as high a return
on their investment as should be expected, considering the degree of risk
that the shareholders are exposed to. The reason for target-companies in

21 See Graham & Dodd, Security Analysis p. 140. The views by Graham and Dodd
are shared by John Keynes, see Keynes, The General Theory of Employment,
Interest, and Money p. 147 ff.

22 See Keynes, The General Theory of Employment, Interest, and Money p. 156.

23 See F.M. Scherer, Testimony for the Sub-Committee on Telecommunication,
Consumer Protection, and Finance, House Committee on Energy and Com-
merce, March 12, 1985.
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general performing below average is often to be found in management
lacking the necessary skills or motivation. Inefficient management leads to
inefficient use of a company’s assets.

The business rationale for an acquiror to make a contested takeover is
that he expects the return on his investment in the target-company to ex-
ceed the price, including the premium, he has to pay for its shares. Since
acquirors will always have to pay a premium price in order to induce the
target-company’s shareholders to sell their shares, contested takeovers
only make sense from a business point of view if the acquiror is able to
improve the performance of the target-company. In order to increase the
value of the stock of this company, a more efficient use of the capital in-
vested is required. This often leads to replacement of the board of directors
as well as executive officers.2*

In addition to increasing profitability, contested acquisitions may also
lead to advantages connected to economies of scale, including an im-
proved basis for developing and using advanced technology.?

Others have emphasized. in support of contested takeovers, that the
threat of a takeover has a disciplining effect on corporate managements.
Management knows that the risk that the company will be taken over in-
creases, the lower the market price of the company’s shares. Management
also knows that an improved stock price presupposes a more efficient use
of the company’s assets, which means that management is motivated to
perform at its best.

An empirical study by Mark L. Mitchell and Kenneth Lehn supports this argu-
ment, see Mitchell & Lehn, Do Bad Bidders become Good Targets? in 98 Jour-
nal of Political Economy 372 (1990).

Moreover, management is motivated by the forces of the “market for cor-
porate control”.26 Management competes with other management teams
for the right to manage corporations. The market, i.e. the potential future
employers, evaluate the performance by management and this evaluation

24 See Thomas J. McCord, Limiting Defensive Tactics in Tender Offers: A Model
for the Protection of Shareholder Decision Making, 21 Harvard Journal on Leg-
islation 489 at 493 ff. (1984) and Easterbrook & Fischel, The Proper Role of
Target’s Management in Responding to a Tender Offer, 94 Harvard Law Review
1161 at 1168 ff. (1981).

25 See Economic Report of the President p. 198-199 (February 1985).

26 This theory was introduced into the literature by Henry G. Manne in the article
Mergers and the Market for Corporate Control, 73 Journal of Political Economy
110 (1965).
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is crucial for the career prospects of management, thereby having a disci-
plinary influence on its performance.?’

The consummation of a contested takeover (the way it was done until
recently) as well as a defensive management buy-out or leveraged buy-
out?? lead to an increased debt and a reduced equity element in the capital
structure of the target-company. For many years debt increasingly replaced
equity financing. In 1987, debt amounted to approximately 85 percent of
the capital structure of American companies while the figure for 1975 as
well as 1980 was approximately 60 percent.? In 1988, interest payments
on debt were estimated to amount to an average of 24 percent of
companies’ cash flow. However, if the debt is compared to the market
value of the shares, the debt reached a peak in 1974 with 106 percent and
is estimated to amount to 75 percent in 1988.30

A somewhat different picture is drawn in a study, published in a quarterly report
by the Danish Central Bank ("Danmarks Nationalbank, Kvartaloversigt”),
February 1990, p. 8 ff., in an article by Tonny Lybek and Erik Haller Pedersen.
Here a survey is made of the ratio of debt to aggregate book value of assets of
non-financial companies. The survey indicates that as to American companies
debt amounted to 51 percent in 1987, 44 percent in 1980, and 45 in 1975. The
corresponding figures for Danish companies are 58 percent, 63 percent and 63
percent, respectively.

Some commentators have argued that increased debt-financing, within
certain limits, benefit companies not only because debt-financing is often
an inexpensive way of obtaining the necessary financing due to the right to
deduct interest for tax purposes, but also because a relatively high level of

27 See Michael C. Jensen, The Takeover Controversy: Analysis and Evidence, in
Knights, Raiders, and Targets p. 314 ff. and Ronald J. Gilson, A Structural Ap-
proach to Corporations: The Case against Defensive Tactics in Tender Offers,
33 Stanford Law Review 819 at 841 ff. (1981).

28 See X1.9. and 10. for a discussion of these concepts.

29 BusinessWeek November 7, 1988, p. 140.

30 See BusinessWeek November 7, 1988, p. 139. See also Louis Lowenstein,
What’s Wrong with Wall Street p. 148 ff. The impact of increased debt-financing
for the research and development of a company is reflected in Survey of Indus-
trial Research and Development, published on February 2, 1989, by the National
Science Foundation. The study, which is based on limited empirical evidence re-
lating to the years 1986 and 1987, suggests that companies, which have been
subject to a leveraged buy-out have reduced their expenses for research and de-
velopment, while other companies have increased their research and develop-
ment expenses in 1986 and 1987.
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debt compels management to manage the company in a rational way. The
theory presupposes that management tends to aim at a growth of the com-
pany beyond the point where such growth is in the interest of the share-
holders. In management’s pursuit of maximum growth rather than a
maximization of the value of the shareholders investment, the funds in-
vested in the company will not be utilized in an optimal way. If a com-
pany has a substantial debt, the cash-flow is reduced whereby management
will have fewer funds available for use at its discretion.3! By the same
token, the increased risk of bankruptcy in case the company fails to service
its debt will lead to increased alertness and higher performance on the part
of management.32 Subscribers to this theory state that these conclusions
are supported by empirical evidence showing that shareholders of
companies which incur additional debt in connection with a “friendly” or
contested acquisition or restructuring receive a higher return on their
investment.33

Subscribers to the view that contested takeovers are beneficial for share-
holders and for society do not claim that any contested acquisition is ben-
eficial. As in other kinds of corporate acquisitions (including “friendly”
acquisitions) and investments, mistakes appear. Also, there may be
takeovers which lack rationality or which are abusive. However, this is not
an inherent feature of contested takeovers.3* According to the theory, these
few incidents do not change the general picture of contested acquisitions.
In this connection it is emphasized that e.g. liquidation of a target-com-
pany and sale of its assets are not necessarily an evil, seen from society’s
point of view. In such a situation the target-company’s assets will be trans-
ferred to competitors or new companies in the market which will be able
to use the assets in a more rational fashion, which is in the interest of so-
ciety and, in addition, such a change will frequently lead to the creation of
new jobs instead of those that were lost when the target-company was
liquidated.

31 See e.g. the statements made by Vice Chairman of the Board of Governors of the

Federal Reserve System, Manuel H. Johnson, quoted in Federal Banking Law
Reports, No. 1291, p. 4 (1989).
32 For these motivating aspects of debt, see Michael C. Jensen, The Takeover Con-
troversy: Analysis and Evidence in Knights, Raiders, and Targets p. 314 ff. at
322 ff.
See the studies referred to by Ronald J. Gilson, Evaluating Dual Class Common
Stock: The Relevance of Substitutes, 73 Virginia Law Review 807 at 815 ff.
(1987).
34 See Economic Report of The President p: 191 (February 1985).

33
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In sum, according to this theory, contested takeovers will ensure that the
capital invested in the stock market is allocated to the businesses where it
is used most efficiently.33

3.3. Views that disfavor contested takeovers. Opponents of contested
takeover activity have argued that target-companies are not always under-
valued or underperforming.3¢ Some have argued that the price of a com-
pany’s shares following a successful defense against a contested takeover
is often higher than the price which was offered by the contested bidder
and that target-shareholders thus gain when takeover bids are defeated.3”
However, this argument has been challenged by many.38

Critics of contested takeovers also claim that such takeovers do not nec-
essarily lead to increased efficiency. The desire on the part of many man-
agements to “build empires”, i.e. create large but not always rational con-
glomerates, sometimes leads to small or medium-sized rationally operated
companies being taken over by less rationally managed acquirors.

Also, critics emphasize that liquidation of target-companies following a
contested acquisition lead to economic losses for society, including losses
as a consequence of employees being laid off, as well as costs in connec-
tion with transfer of assets from one business to another.3 Aspects of
contested takeovers which are being emphasized by proponents as advan-

35 For a further discussion of these aspects of contested takeovers, see Michael C.

Jensen, The Takeover Controversy: Analysis and Evidence, in Knights, Raiders,

and Targets p. 314 ff.

For a discussion of this view, see Louis Lowenstein, Pruning Deadwood in Hos-

tile Takeovers: A Proposal for Legislation, 83 Columbia Law Review 249 at 289

ff. (1983) and Edward S. Herman & Louis Lowenstein, The Efficiency Effects of

Hostile Takeovers, in Knights, Raiders, and Targets p. 211 ff.

37 See Martin Lipton, Takeover Bids in the Target’s Boardroom: An Update after

One Year, 36 Business Lawyer 1017 at 1025-26 (1981) and the same author in

Takeover Bids in the Target’s Boardroom, 35 Business Lawyer 101 at 106-09

(1979).

See the criticism by Easterbrook & Fischel, Takeover Bids, Defensive Tactics,

and Shareholders’ Welfare, 36 Business Lawyer 1733 at 1741-43 (1981).

Thomas J. McCord reviews the various viewpoints in his article Limiting De-

fensive Tactics in Tender Offers: A Model Act for the Protection of Shareholder

Decision Making, 21 Harvard Journal on Legislation 489 at 493-496 (1984).

39 For a discussion of some of these negative aspects of contested takeovers, see
Harold M. Williams, Tender Offers and the Corporate Directors (1979-80
Transfer Binder) Federal Securities Law Reporter (CCH) 82,445 (speech given in
San Diego, January 17, 1980).

36

38
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tages connected with economies of scale are by critics considered to be
steps towards a monopolization of businesses.

Moreover, critics emphasize, the profits gained in connection with con-
tested takeover activity does not benefit long-term investors or society but
rather the arbitrageurs in the market place.40

The business of trading on the prospect of takeovers, mergers and reorganiza-
tions that have not materialized in order to obtain a profit is known as “risk arbi-
trage”. As opposed to “classic arbitrage” where one buys in one market and sells
in another, the risk arbitrageurs stay in the same market and hope to benefit from
the premium prices offered by acquirors, see John Brooks, The Takeover Game
p. 141.

Not all commentators agree to the notion that the motivating effect of
contested takeovers on management is always beneficial to the company
and its shareholders. Rather than motivating management to perform well,
a constant takeover threat may lead to management spending much of its
time planning defensive strategies and using the corporate funds to prevent
the company being taken over and management being removed. Critics of
contested takeovers contend that a high level of takeover activity
motivates target-management to pursue short-term results in their attempt
to increase the price of the company’s shares. Management will feel
tempted, in order to boost the share price, to increase and accelerate the
dividend payments, thereby leaving fewer resources with the company for,
for example, research and development, which benefits the company in the
long run.4!

Critics of contested takeovers have underscored the risk that the massive
use of debt-financing exposes many American companies to a substantial
risk of bankruptcy if or when a new economic recession occurs. Compa-
nies which are highly leveraged, frequently by means of short-term loans,
lack the necessary flexibility in case a recession comes.*2 In this connec-
tion the significant growth of the junk bond market has been emphasized.
While the aggregate issue of junk bonds amounted to 2 billion dollars in

40 See Martin Lipton, Takeover Bids in the Target’s Boardroom, 35 Business
Lawyer 101 at 104 (1979).

41 See Martin Lipton, Corporate Governance in the Age of Finance Corporatism,
136 University of Pennsylvania Law Review 1 at 23-25 (1987).

42 See the discussion in The New York Times, October 30, 1988, Section 3, p. 1
and Louis Lowenstein, What's Wrong with Wall Street p. 144 ff. For a discussion
of the use of junk bonds, see Lowenstein, Three New Reasons to Fear Junk
Bonds, The New York Times, August 24, 1986, p. D2.
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1978, the figure for 1987 was 31 billion dollars. The total amount out-
standing of junk bonds was 9 billion dollars by mid-1977 and approxi-
mately 180 billion dollars by the end of 1988.43 Critics of this develop-
ment argue that it has led to investors losing confidence in the stock mar-
ket with the consequence that future investments in the market will be re-
duced.**

For a long time nothing suggested that the investors had lost interest in
investing in the stock market, or in junk bonds for that matter. Not even
the dramatic decline in stock prices in October 1987 seemed to have dis-
couraged the investors.*> As regards junk bonds, it is notable that the
largest debt-financed acquisitions have taken place after October 1987.
However, a new market decline occurred on October 13, 1989, and was
followed by a reaction by the market against the use of junk bond financ-
ing.

In late 1989 a proposed acquisition of United Airlines (through acquisition of its

holding company) failed due to the banks pulling back from financing the trans-

action, see II.1. This event and events that followed signal that financiers are
getting increasingly worried about the risks involved in leveraged acquisitions.

Another aspect of debt-financing, which has been emphasized by some
commentators, is the impact which a company’s junk bond issue may have
on existing, outstanding debt securities.46 If the debt securities issued by a
company do not contain covenants that protect the security holders against
an increase of the company’s leverage, the value of the debt securities may
drop significantly upon the completion of a leveraged buy-out.

In practice, most bonds contain covenants that limit the debtor company’s right
to issue additional debt pari passu with or senior to the existing bonds. However,
such covenants often do not prevent or inhibit the issue of debt securities junior

43 See the information provided by Assistant Comptroller General, General Ac-
counting Office, Richard Vogel, referred to in BNA’s banking report, March 6,
1989, p. 575.

44 See Sterngold, Deep-Pocketed Dealmakers, The New York Times, April 14,
1987, p. D1 and Rohatyn, Junk Bonds and Other Securities Swill, Wall Street
Journal, April 18, 1985, p. 30 and Lipton, Takeover Abuses Mortgage the Future,
Wall Street Journal, April 5, 1985 p. 16.

45 For an analysis of the development as regards leverage in 1987 and 1988, see
Ben S. Bernanke, John Y. Campbell & Tony M. Whited, U.S. Corporate Lever-
age: Developments in 1987 and 1988, Brookings Papers on Economic Activity
1/1990, p. 255 ff.

46 See The Economist, October 29 — November 4, 1988, p. 81 f. and The New York
Times, October 26, 1988, p. D1.
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to the existing debt. In this connection it should be noted that even junior debt
may influence the price of the existing bonds: issue of any additional debt will
increase the risk that the debtor company cannot service the aggregate debt,
which will, in turn, increase the risk of bankruptcy. The reason why the price of
the existing (senior) bonds is affected by such increased risk of bankruptcy is
that investors know that bankruptcy proceedings are time-consuming and costly
and often entail that even the holders of senior bonds will carry a share of the
aggregate economic burden in connection with the bankruptcy.

Louis Lowenstein is perhaps one of the most thoughtful critics of con-
tested takeovers. Lowenstein admits that some contested takeovers are un-
doubtedly beneficial for the economy in that they remove “tired old man-
agements” or assets to more highly valued uses, but finds it difficult to tell
if contested takeovers in the present form will generally lead to improved
efficiency. Lowenstein also emphasizes the abusive steps which have be-
come a part of today’s takeover process. Moreover, the scarce regulatory
framework for tender offers and the fact that shareholders are passive and
do not participate in corporate decisionmaking are aspects stressed by
Lowenstein. This has led Lowenstein to make the following conclusion:

“Takeovers ..... are a good idea gone bad, gone to excess. Takeovers
were a small and useful activity in the mid-1970’s. Then they expanded 15
times and the premiums soared and the bankers’ fees and lawyers’ fees
expanded and it is very difficult to see that it is helping American indus-
try.”‘ﬂ

3.4. Proposals for reform. The high level of contested takeover activity
which was seen in the United States for a number of years has led to the
surfacing of several proposals for reforms, including proposals for legis-
lation.

Some of those commentators who consider contested takeovers as well
as the takeover techniques used in the current takeover wave to be leading
to an increase in everyone’s welfare have contended that any step or re-
striction which inhibits or prevents contested takeovers will prevent a
maximum utilization of the investments made in the stock market. Conse-
quently, they argue, investors will feel less attracted to invest in the stock
market if contested acquisitions are restricted. A drop in the investments
made in the stock market will, since the funds become a more scarce
commodity, make it more expensive for those companies that obtain their
financing from the stock market. Increase in the costs of financing is likely

47 See The New York Times, July 17, 1988, Section 3, p. 4.
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to have a negative impact on the competitiveness of American companies
compared to their foreign competitors that obtain their capital from foreign
capital markets. Subscribers to the above theory point out that target de-
fenses as well as federal and state regulation of contested takeovers make
such takeovers more costly and thereby lead to reduced efficiency.*8

Frank H. Easterbrook and Daniel R. Fischel*? have made a proposal for
reform pursuant to which the existing regulation of contested takeovers in
the Williams Act>® would be abandoned to ensure that a takeover can be
consummated as fast as possible and without allowing target-management
time to frustrate the takeover.’! Easterbrook and Fischel also find that the
so-called “business judgment rule”, which is a standard according to
which acts by target-management are reviewed by the courts (discussed
further under X.3.1.2.), should not apply to the decision to resist a
takeover offer. They argue that the courts have never applied the business
judgment rule in situations where management had a conflict of interests.
When facing a takeover offer, Easterbrook and Fischel argue, a manage-
ment does have an interest conflicting with the interests of the sharehold-
ers, for which reason management’s decision to resist the takeover should
not be shielded from review by the courts under the protection of the busi-
ness judgment rule.32

48 See Economic Report of The President p. 202 ff. (February 1985) and Separate
Statement of Frank H. Easterbrook & Gregg A. Jarrell in the SEC Report of Rec-
ommendations of Advisory Committee on Tender Offers, p. 71-73 and 79-84,
(July 8, 1983), reprinted in Victor Brudney & Marvin A. Chirelstein, Corporate
Finance, Cases and Materials p. 833 ff. See also the debate in The New York
Times, February 7, 1988, Section 3, p. 2, Curbing Raiders is Bad for Business,
about the Delaware legislation discussed under VIII.3.4.

49 Frank H. Easterbrook, a judge, and Daniel R. Fischel, professor at the University
of Chicago Law School and Graduate School of Business, are together with
Gregg Jarrell, chief economist for the SEC, and Michael C. Jensen, professor at
Harvard Business School, among the most prominent proponents of contested
takeovers in the present form.

50 Discussed under VII.2.

51 See Easterbrook & Fischel, Auctions and Sunk Costs in Tender Offers, 35 Stan-
ford Law Review 1 (1982), and the same authors, The Proper Role of Target’s
Management in Responding 1o a Tender Offer, 94 Harvard Law Review 1161
(1981). See also Easterbrook & Fischel, Takeover Bids, Defensive Tactics, and
Shareholders’ Welfare, 36 Business Lawyer 1733 (1981).

52 Martin Lipton, a New York practising attorney, has maintained that the decision
whether to defeat a contested takeover offer should be treated as any other busi-
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The Easterbrook-Fischel-model would facilitate contested takeovers but
would, at the same time, leave target-shareholders without the protection
provided for in the Williams Act. If the disclosure requirements as well as
the provisions creating a substantive protection of the target-shareholders
were repealed, it is likely that target-shareholders would run a risk of be-
ing exposed to unfair and abusive tactics on the part of acquirors.>3

In 1983, Louis Lowenstein®* proposed an amendment of the Williams
Act, according to which contested tender offers would have to remain
open for a minimum of 6 months.>> A 6 months’ offer period would give
target-managements time to seek shareholder approval of structural
changes. Also, Lowenstein argues, a 6 months’ offer period would encour-
age a more rational and efficient auction for the company. Thirdly, an of-
fer period as long as 6 months may inhibit but not eliminate tender offers
as such.’® Lowenstein also proposes that responses to a contested tender
offer by target-management must, to the extent that they entail structural
changes, be submitted for shareholder approval.’’

ness decision, see Lipton, Takeover Bids in the Target’s Boardroom, 35 Business
Lawyer 101 at 115 ff. (1979).

53 For a discussion of certain of these aspects, see Thomas J. McCord, Limiting
Defensive Tactics in Tender Offers: A Model for the Protection of Shareholder
Decision Making, 21 Harvard Journal on Legislation 489 at 502-503 (1984). Mc-
Cord also proposes a Model Act (p. 509 ff.) that would increase the difficulty of
making charter amendments that discourage tender offers and would prohibit ex-
traordinary transactions by a company during or immediately prior to a tender of-
fer. McCord’s Model Act also would impose limited, strict liability to corporate
managers who make untrue or misleading statements in connection with a tender
offer.

54 Louis Lowenstein is a professor at Columbia University School of Law.

55 See Lowenstein, Pruning Deadwood in Hostile Takeovers: A Proposal for Leg-
islation, 83 Columbia Law Review 249 at 317 ff. (1983). Subsequently, Lowen-
stein has suggested a minimum period of 3 months, see What's Wrong with Wall
Street p. 222.

56 See Lowenstein, Pruning Deadwood in Hostile Takeovers: A Proposal for Leg-
islation, 83 Columbia Law Review 249 at 317 ff. (1983). A number of bills have
been proposed with the purpose of lengthening the offer period of tender offers,
see e.g. S. 521, 100th Cong., st Sess. (1987) (Proposal from Senator Simon for a
minimum offer period of 45 days) and S. 678, 100th Cong., Ist Sess. (1987)
(Proposal from Senator Metzenbaum for a minimum offer period of 60 days).

57 Lowenstein, Pruning Deadwood in Hostile Takeovers: A Proposal for Legisla-
tion, 83 Columbia Law Review 249 at 317 ff. (1983).
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Louis Lowenstein does not want to rule out contested takeovers but
points out that they do, in their present form, cause some difficulties in
corporate America.’®

Ronald J. Gilson®® assumes that contested takeovers are useful and
therefore should be encouraged. In his proposal for reform he has focused
on the conflict between the interests of target-management and target-
shareholders. Rather than proposing a detailed regulation of the takeover
process, he suggests a general rule which would prevent target-manage-
ment from taking any step or action that could interfere with the outcome
of a contested bid or which could deprive the target-shareholders of the
opportunity to tender their shares.®¢ However, pursuant to Gilson’s pro-
posal a management would have the right to present its view with respect
to the contested offer and would also be allowed to solicit competing of-
fers.

Gilson’s concept is inspired by the takeover regulation set forth in The
City Code on Take-overs and Mergers that governs contested acquisitions
in Great Britain. One of the salient features of British takeover regulation
is that management of the target-company may take no frustrating action
against a takeover attempt without the consent of its shareholders, cf.
X.3.2.3.

Recently, Bevis Longstreth®! in his statement before the Subcommittee
on Securities of the Senate Banking Committee made a recommendation
which was also inspired by the British takeover regulation.52 Bevis
Longstreth pointed out that major changes in managerial control and stock
ownership are occurring that weaken managerial accountability to share-
holders. The approval by Delaware as well as other states of elimination of

58 According to Louis Lowenstein, “The issue is not whether takeovers are useful,
but how useful they are...”, see Lowenstein, What’s Wrong with Wall Street p.
218.

59 Ronald J. Gilson is a professor at Stanford University School of Law.

60 See Ronald J. Gilson, A Structural Approach to Corporations: The Case against
Defensive Tactics in Tender Offers, 33 Stanford Law Review 819 at 878-79
(1981).

61 Bevis Longstreth is a former SEC commissioner and presently a partner of the
law firm Debevoise & Plimpton, New York.

62 Statement made by Bevis Longstreth before the Subcommittee on Securities of
the Senate Banking Committee, on October 3, 1989. See also Longstreth,
Takeovers, Corporate Governance, and Stock Ownership: Some Disquieting
Trends, in 16 Journal of Portfolio Management 54 (1990).
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liability for breach of a board’s duty of care®3, the adoption of second gen-
eration anti-takeover laws, the wide approval by the courts of poison pills,
the use of non- or limited voting stock, the fact that proxy contests are
normally won by incumbent management®4, and the fact that market forces
as a check on management have been eroded, are all factors which are
emphasized by Longstreth as giving management “a tighter grip on the
reins of the corporation”. As regards the development with respect to stock
ownership, Longstreth points out that the growth in recent years in
institutional holdings and the institutional “voicelessness”, the trend to-
wards increased separation of stock ownership from control, the use of
passive investment techniques, the tendency among institutional investors
to allocate their assets among different markets (and, within a single
market, among the different classes of investment), and the fact that insti-
tutional investors increasingly turn to non-public investments, are factors
that weaken managers’ accountability to shareholders.

This development in managerial accountability is considered by
Longstreth to be detrimental to the American corporate system and the na-
tion’s competitiveness as well as economic well-being. Consequently, he
recommends that Congress add rules to the Williams Act which provide
the shareholders with the right to consider an offer for their shares without
having management frustrate such right. The only exception would be acts
by management that have been approved by a majority of the target-com-
pany’s shareholders.

3.5. Recent developments. In July, 1983, a committee established by the
SEC submitted a report on the economic effects of takeovers. The mem-
bers of the committee were not in agreement, which is demonstrated by
the following excerpt from the report prepared by the committee:

“A substantial majority of the Committee, however, is of the view that
the economic data is problematic. They are unable to agree that substantial
economic benefits or detriments of takeover activities have been con-
clusively established ... .

As with other capital transactions, the Committee believes the fact that
some takeovers prove beneficial while others prove disappointing is less
attributable to the method of acquisition and more to the business judg-
ment reflected in combining the specific enterprises involved ... .

63 The duty of care is further discussed under X.3.1.2.
64 The defensive devices mentioned here are discussed in detail under XI.
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On the strength of the evidence presented, the Committee does not be-
lieve that there is sufficient basis for determining that takeovers are per se
either beneficial or detrimental to the economy or the securities markets in
general, or the issuers or the shareholders, specifically.”65

The discussion about the effects of contested takeovers, and in particular
about the leverage resulting from takeover activity, continued and gained
new strength after the occurrence of a couple of very large debt-financed
acquisitions that took place in 1988. Critics of the level of debt-financing,
among other things, proposed that the right to deduct, for tax purposes,
interest incurred in connection with debt-financed transactions be elimi-
nated. Some of these proposals led to recommendations and bills from
members of the Senate and the House of Representatives.%6

On December 22, 1988, the Senate Finance Committee and the House
Ways and Means Committee initiated a series of hearings in order to ex-
amine whether steps ought to be taken regarding the widespread use of
debt-financed acquisitions. Even though many politicians were worried by
the substantial debt of many companies, some feared that the “treatment”
could be even worse than the “disease” and that, for example, a limitation
of the right for American companies to deduct interest for taxation
purposes would have a negative impact on the ability of corporate
America to compete with foreign companies that are subjected to no limi-
tations with respect to interest deductibility.%? Others, including the
chairman of the Federal Securities and Exchange Commission, SEC,
David Ruder, was of the opinion that it is extremely hard to determine if
use of debt-financing in general has a negative effect on the economy of
the American businesses and that it would be preferable to have the fate of

65  See the excerpts from SEC Report of Recommendations of Advisory Committee

on Tender Offers, p. 7-9, xix-xxv, (July 8, 1983), in Victor Brudney & Marvin A.
Chirelstein, Corporate Finance, Cases and Materials p. 832-833.

66 A recent example is the recommendation made on December 8, 1988, by Fortney
Stark, a member of the House of Representatives, to Congress, proposing a
change of the right to deduct interest in the takeover context, see BNA’s Daily
Tax Report, December 9, 1988. See also Peter Canellos, The Over-leveraged
Acquisition, 39 Tax Lawyer 91 at 115-119 (1985) proposing that junk bonds for
taxation purposes be treated like equity capital and thus give rise to no right to
deduction.

67  See the statement by the chairman of the Finance Committee, Lloyd Bentsen, in
BusinessWeek, February 6, 1989, p. 86.
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leveraged buy-outs be determined by the market forces rather than gov-
ernmental regulation.%8

Ironically, the market reacted faster than Congress, and — as Ruder had
envisaged — in late 1989 financiers began pulling out of the highly-lever-
aged transactions, giving equity financing a renaissance, cf. 3.3. and I.1.

4. Preliminary conclusions

Virtually all commentators agree that shareholders of a target-company
tendering their shares obtain immediate, considerable profits as a result of
a contested takeover. As stated under 2.2., this is substantiated by empiri-
cal evidence.%®

There is no conclusive empirical evidence or consensus among the
commentators regarding the question of whether managements of target-
companies are less efficient than average managements, and whether tar-
get-companies are in general undervalued.”® Also, we have no conclusive
empirical evidence, and disagreement exists, as to whether a succesful
contested takeover will lead to improved utilization of the target-com-
pany’s assets and if the acquiror and the shareholders of the acquiror
achieve an economic benefit equivalent to or exceeding the premium price
paid to the target-company’s shareholders. In short, disagreement exists as
to whether the performance of target-companies improves as a result of a
contested takeover and if such takeovers are in the interest of the
shareholders of the acquiring company.”!

68 See Ruder’s statements in The New York Times, December 23, 1988, p. D1 and
the criticism hereof by Benjamin Stein in Barron’s, January 23, 1989, p. 44 f.
See, for example, Richard Roll, Empirical Evidence on Takeover Activity and
Shareholder Wealth, in Knights, Raiders, and Targets p. 241 ff. See also Ellen B.
Magenheim & Dennis C. Mueller, Are Acquiring-Firm Shareholders Better Off
after an Acquisition? in Knights, Raiders, and Targets p. 171.

See e.g. the report by American Enterprise Institute, Proposals Affecting Corpo-

rate Takeovers (99th Congress st session, 1985) at 29. For the view that the un-

dervaluation rationale cannot be ruled out, see David J. Ravenscraft & F.M.

Scherer, Mergers, Sell-Offs & Economic Efficiency p. 9-10.

71" See Michael Bradley, Interfirm Tender Offers and The Market for Corporate
Control, 53 Journal of Business 345 (1980), Michael C. Jensen & Richard S.
Ruback, The Market for Corporate Control: The Scientific Evidence, 11 Journal
of Financial Economics 5 (1983), Ellen B. Magenheim & Dennis C. Mueller, Are
Acquiring-Firm Shareholders Better Off after an Acquisition? in Knights,
Raiders, and Targets p. 171 ff., Richard Roll, The Hubris Hypothesis of Corpo-

69

70
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Despite extensive and lengthy discussions among commentators, there
is no final conclusion as to whether the current contested takeover activity
in the United States benefits the American society.

However, the American experience and the discussion among American
scholars and commentators provide a basis for assessing contested take-
overs as a concept. While commentators disagree with respect to the im-
pact of the present takeover wave, there is a consensus among most com-
mentators that properly regulated contested takeover activity has positive
effects on managerial behavior and thereby on corporate efficiency. Most
proponents as well as opponents of contested takeovers find it desirable
that management of a company that does not perform satisfactorily can be
removed by the shareholders, whether or not such removal is effected
upon an acquisition of the company. If an acquiror did not have this right
to remove management, the result would be that management were insu-
lated from shareholder control. Shareholders and management of public
companies do not always have identical interests, and contested takeovers,
if allowed, may create a motivation for management to follow the interests
of the shareholders rather than their own personal interests. Most
commentators also agree to the notion that the decision to sell the shares
of a target-company must be made by its shareholders and not by target-
management. They feel that target-management must not defeat a contest-
ed takeover bid that provides benefits to the shareholders.

The disagreement primarily concerns the impact of highly leveraged
contested acquisitions on the economy of the companies and the country.
Also, many commentators feel that a high level of contested takeover ac-
tivity may lead to management paying too much attention to short-term
results and spending too much time and money on preventing or combat-
ing takeovers. Moreover, it has, perhaps not as often now as earlier, been
emphasized by some scholars that certain takeover techniques are unfair to
the shareholders of the target-companies.

However, the important conclusion at this point, based on the experi-
ence and the debate in the United States, is that contested takeovers con-
tain elements of vital importance for the motivation and efficiency of cor-
porate management. This, of course, does not mean that contested
takeovers are always beneficial. But it suggests that efforts should be
made, not to rule out contested takeovers as an acquisition technique, but

rate Takeovers, 59 Journal of Business 197 (1986) and Scherer, Takeovers, Pre-
sent and Future Dangers, The Brookings Review, Vol. 4, No. 2, p. 15-20 (1986).
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rather to focus on the regulatory framework governing contested takeovers
in order to eliminate or reduce the possible negative effects.
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V  Are contested takeovers beneficial for
the Danish society?

1. Introduction

Under III we sought to determine the public interest in the stock market
and the regulation thereof.

In IV we examined the empirical evidence and the viewpoints among
American commentators regarding the different implications of contested
takeover activity. The purpose of this was to evaluate if there are benefi-
cial economic impacts connected to this kind of activity.

Although many elements of uncertainty exist, I found a basis for con-
cluding that contested takeovers, viewed as a concept, contain elements of
importance for keeping corporate managements alert and thereby improv-
ing efficiency.

However, we still do not have sufficient grounds to state if contested
takeovers benefit the Danish society. In order to establish a firmer basis
for conclusion, we will now examine further the relationship between
shareholders and corporate management as well as the interests of those
two groups. When we have determined this, the question we will address
is what role contested takeovers should play in the corporate governance
context from a shareholder viewpoint. Finally, we will turn to the question
if society at large has an interest in this kind of activity.

The point of departure for our analysis will be the role played by the in-
vestors in the stock market.

2. The role and interests of shareholders

2.1. Shareholder passiveness. In the following it is assumed that share-
holders of most Danish listed companies! are passive in the sense that they
do not or only rarely participate in shareholders meetings, cast their votes,
or show only limited interest in the business operations of the company.
The assumption that most shareholders are passive can easily be verified
by attending shareholders meetings of most listed companies.

I Te. public companies, “Aktieselskaber” (A/S), see VI.1.1.
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In recent years, pension and labor market funds, including the Employ-
ees Capital Pension Fund? and the Danish Labor Market Supplementary
Pension Fund?, have increasingly invested in the Danish stock market. So
far it seems as if these institutional investors have been reluctant to ac-
tively participate in attempts to influence management although recent
statements by representatives of some of the major institutional investors
suggest that this position may be changing.*

2.2. Division of ownership and control. When analyzing the reasons for
many shareholders being passive, it is appropriate from the outset to take a
look at one of the typical features of listed companies, the division of
ownership of the company, and the right to manage the company, or, put
differently, the division of the economic and managerial rights, the right to
receive the fruits, and the right to govern the business. This division has
been acknowledged ever since Berle and Means in 1932 pointed it out and
has subsequently given rise to much debate.3

Danish companies are managed by a board of directors ("bestyrelse’)
and one or more managers (“direktion”), cf. the Companies Acté § 54,
Subsection 1.

Following the basic principles of corporate governance in Continental European
corporate law, the managerial structure of Danish companies consists of two
tiers. Public companies must have a board consisting of at least 3 members that
are elected by the shareholders, cf § 49, Subsections 1 and 2, of the Act. As re-
gards companies that have had a minimum average of 35 employees in the pre-
ceding 3 years, the employees are entitled to elect a number of members of the
board corresponding to half the number of members elected by the shareholders,
cf. § 49, Subsection 2, of the Companies Act. Moreover, public companies must
have at least one, but may have more, managers, who are appointed by the
board, cf. § 51, Subsection 1. The board of directors sets forth the policy of the
company, issues general instructions to, and monitors the managers who are in

2 Lgnmodtagemes Dyrtidsfond, LD.

Arbejdsmarkedets Tillegspension, ATP.

See e.g. the statements by Steen Villemoes, The Danish Association of Engi-

neers’ Pension Fund ("Dansk Ingenigrforenings Pensionskasse”) and Flemming

Skov Jensen, The Employees Capital Pension Fund, in the daily newspaper, Poli-

tiken, November 26, 1989, Section 3, p. 4.

5 See Adolph A. Berle & Gardiner C. Means, The Modern Corporation and Pri-
vate Property. See also Berle, Power without Property, and Bernhard Gomard,
Hovedpunkter af selskabsretten p. 21 f. For a discussion of the impact, according
to Berle and Means, of the division of ownership and control, see 2.5.

6 »Aktieselskabsloven”, see VL.1.1.

w

84



V. Are contested takeovers beneficial for the Danish society ?

charge of the day-to-day management of the company within the framework
created by the guidelines and instructions given by the board, cf. § 54, Subsec-
tion 2, of the Act. Also, the board of directors makes decisions with respect to
matters of particular importance or unusual nature, cf. § 54, Subsection 2, and
Gomard, Aktieselskaber og anpartsselskaber p. 120 ff. Although the Companies
Act provides some guidance with respect to the relationship between the roles of
the board and the managers, an accurate distinction between the tasks that the
two entities are concerned with cannot be drawn and varies depending on the
size and nature of the company’s business. For a more detailed discussion of
this, see Gomard, Aktieselskaber og anpartsselskaber p. 120 ff., Paul Kriiger
Andersen, Aktie- og Anpartsselskabsret p. 145 ff. and Jan Kobbernagel, Direk-
tpren p. 85 ff.

As already suggested, the terminology “board of directors” or “board” will be
used here as a reference to the “bestyrelse” whereas the term “manager(s)” will
be used when referring to the “direktion”. The designation “management” will
be used as a general reference to the “bestyrelse” and/or the “direktion”.

The Companies Act provides that a company’s shareholders may exercise
their influence on the board and the managers, including express criticism,
or, if necessary, remove the board and thereby also effect the removal of
the managers.

Shareholder consent’ is necessary in connection with a number of ma-
terial corporate decisions, including charter® amendments and mergers as
well as liquidations.? Apart from these particular situations, shareholders
have no right to participate in the management of the company’s business,
while they have a right to receive the economic benefits that the company
generates, typically in the form of dividend payments.!? In addition, the
shareholders may elect to dispose of their shares rather than remaining
shareholders.

The Companies Act sets forth a distribution of powers between the
board, the managers and the shareholders, but for obvious reasons does not

The shareholders exercise their rights at shareholders meetings, cf. § 65, Subsec-
tion 1, of the Companies Act.

The term “charter” is used here to describe what is known in Danish law as a
company’s “vedtegter”. Rules similar to those that are found in the charter and
by-laws of an American company are, as regards Danish companies, found in
one document, the “vedtegter”.

9  Seee.g. §§ 78 and 79 and Chapters 15 and 14 of the Companies Act.

10 The shareholders at a shareholders meeting decide if and how much dividend the
company should pay for a given fiscal year, however, the dividend may not ex-
ceed the dividend proposed or approved by the board, cf. § 112 of the Companies
Act. See also Gomard, Aktieselskaber og anpartsselskaber p. 152.
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express any views with respect to the extent to which shareholders should
actually exercise their influence to control and monitor the board and the
managers.

In chapter XI. of this book, an attempt will be made to explain how
contested acquisitions may be eliminated or severely restricted by various
means, including the adoption of certain charter provisions.

In practice, the majority of listed companies have deviated from the
point of departure envisaged by the drafting of the Companies Act by
adopting “anti-takeover” charter amendments or establishing other kinds
of “defensive” arrangements, cf. the study on the prevalence of takeover
defenses in Denmark under XIIL.5.1. A common denominator of many of
these devices is that they enhance the powers of the management at the
expense of the shareholders, see further XI.16.3.

For example, the use of A- and B-shares is likely to insulate manage-
ment from shareholder control. It is often seen how e.g. family controlled
companies that “go public” list their low-voting B-shares while keeping
the high-voting A-shares in the hands of the family. The use of dual class
stock is probably one of the purest examples of an effective division of
ownership and control.!!

Similarly, charters that provide for capped and disparate voting rights
entail that the board (and the managers) can almost be certain that no ac-
quiror can threaten them.

Danish law, including the rules issued by the board of the Copenhagen
Stock Exchange!?, so far has not prevented shareholders of a listed com-
pany at a shareholders’ meeting from adopting charter amendments which
enhance the powers of management as outlined.

There is reason to believe that the widespread use by Danish companies
of defensive charter provisions and the resulting limitations that apply to
shareholders’ possibilities to influence the management of companies are
some of the prime reasons for passiveness among shareholders.

Investors who know in advance that they will, in effect, have no influ-
ence on the company in which they have the opportunity to acquire shares
are only inclined to make such an investment if they believe in the ability
of incumbent management to manage the company. Such shareholders
typically buy shares of companies they consider well-managed and do not
intend to influence the management of the company.

11" See VIIL2.1.3. for a description of the concept of A- and B-shares.
12 See VI
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For many investors active control of management is a time-consuming
and costly activity. Following at short range the company’s business and
evaluating managerial performance requires time and expertise.

Consequently, not only the fact that the shareholders’ powers have been
limited by charter provisions in many companies, but also the costs of
control and monitoring deter many investors from actively participating in
the process of holding the board and (indirectly) the managers account-
able. At least at a first glance, it seems much easier to buy shares in a
company that one believes is well-managed and just sell the shares again if
it turns out that those charged with managing the company do not perform
as well as expected. This notion — “love them or leave them” — is known
in the United States as the “Wall Street-rule”. As will be seen later, an atti-
tude among shareholders that shares should just be sold if one disagrees
with the management has led to the so-called “free rider”-problem.!3

2.3. Shareholders’ interests versus the interests of the managers and
the board. It is generally acknowledged that the shareholders of a com-
pany and the managers, who are in charge of the day-to-day operations of
the company, do not always share the same interests.

Shareholders constitute a diverse group of investors who have the com-
mon denominator that they have invested in the stock market but who may
have various motives, goals and expectations with respect to their in-
vestment. For some shareholders the purpose of investing in the stock
market is a pure desire to obtain maximum profits. Within this group of
shareholders, some may prefer stable and high dividend payments, while
others are tempted by the probability of reaping a premium in connection
with a subsequent sale of the shares.

Another category of shareholders may, in addition to looking at the re-
turns on their investment or the probability of premiums, consider factors
that do not directly relate to a maximization of the value of their invest-
ment. Some private shareholders may stress the importance of retaining
family control of a company, while, for example, employees owning
shares of the company that employs them may stress the importance of
keeping jobs. Other shareholders are likely to attach importance to keeping
local industry alive, rather than having a large out-of-town competitor ac-
quire it for the purpose of closing it down.

No doubt, shareholders have a number of different reasons for investing
in shares and for behaving the way they do in connection with decisions

13 See the discussion of this problem under 2.6.
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affecting their investment. The diversity of motives, goals, and expecta-
tions obviously makes it more difficult to assess the interests of the
shareholders when looking at them as a group.

However, maximizing the value of the equity investment is probably a
common goal for almost all shareholders. This does not imply that share-
holders always focus on short-term profits or gains. Some shareholders
may, for example, decide not to tender their shares to an acquiror even
though this would provide them with a substantial profit. There may be
many reasons for rejecting an offer, some of which have been mentioned
above. Still, most shareholders would like to see the value of their shares
increase as much as possible.

The managers of a company will typically seek to accommodate the in-
terests of the shareholders in connection with their management of the
company, inter alia, in order to ensure and promote their own careers with
the company.

However, it is a widely held view that the managers of a company often
consider it advantageous to have the business of the company grow even if
such growth exceeds the point where the size of the business and the use
of its capital are optimal, seen from the shareholders’ viewpoint.

A growth of a company will increase the number of employees and the
amounts of funds to be administered by the managers, who are likely to
perceive such changes as prestigious since it is considered to be more
prestigious to be the manager of a large company than the manager of a
small or medium-sized one. Moreover, the size of the company will be
reflected in the compensation that the managers receive. Often the com-
pensation of the managers is tied to a growth of the company rather than
an increase in the profits in excess of an ordinary return on the invest-
ment.!4 Consequently, managers often have a direct economic interest in
having the company grow.

Also, it could be argued that managers are more adverse to risk than-
shareholders. If the company goes bankrupt, the shareholders lose their
investment but are not personally liable for losses incurred by creditors.
As a point of departure, managers cannot be held personally liable either.
Still, they run the risk that creditors commence lawsuits on grounds of
mismanagement, and succeed in doing so. Managers may of course do
their best to avoid being held liable but are basically stuck with this risk.
They cannot, like shareholders, spread (diversify) the risk of losses. While

14 See report, prepared by Michael Mgller & Niels Christian Nielsen, Aktieoptioner
som aflpnningsform p. 6 (1988).
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shareholders can buy shares of different companies in different trades or
industries and thus reduce their risk by diversification, this obviously can-
not be done by the managers of a company. In their desire to avoid the
company’s insolvency, managers may put additional emphasis on growth
in the (often erroneous) belief that this gives the company as well as them-
selves a “buffer” against the risk of insolvency.!?

For a general discussion of these sceptical views on growth, see William Bau-
mol, Business Behaviour, Value and Growth and Robin Marris, The Economic
Theory of “Managerial” Capitalism. See also, for a survey of the various views
on these issues, John C. Coffee, Jr., Shareholders versus Managers: The Strain
in the Corporate Web, in Knights, Raiders, and Targets p. 77 ff. at 82 ff.

For these reasons managers could be said to have an interest in expanding
the company, e.g. by investments, acquisitions or diversifications, even
though an analysis of the market suggests that the company ought rather to
concentrate on limited, and perhaps existing, products and services and not
seek new opportunities. In these situations, the managers would, in effect,
invest the shareholders’ money in activities that do not give the sharehold-
ers as high returns as they would be able to get if they themselves invested
directly in other activities with a similar risk factor.

The above assumptions do not apply if the managers themselves have an interest
in maximizing the value of the company’s equity capital, which e.g. would be
the case if they own shares of the company or have been granted options to buy
shares at a favorable price.

But why are we concerned with these interests of managers? Decisions as
to the business strategy of a company, including whether or not it should
grow, and, if so, how, are matters of policy which it is left to the board —
and not the managers — to decide upon. This is, at least in theory, the point
of departure, cf. the comments under 2.2. above. However, various factors
suggest that the “working-model” (i.e. “real life”) differs from theory.
While managers hold full-time positions with the company, being a
member of a board is normally a part-time assignment, and in many com-
panies board members hold similar positions with other companies. It is,
therefore, reasonable to assume that the board members, generally speak-
ing, have less time to devote to the business of each company. Moreover,
due to this time constraint and since the board has no “hands-on” control
of the managers of the company, the managers to a certain degree control

15 See John C. Coffee, Jr., Shareholders versus Managers: The Strain in the Corpo-
rate Web, in Knights, Raiders, and Targets p. 77 ff. at 82 ff.
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the information which is conveyed to the board. This advantage for the
managers, compared to the board, enables the managers of many
companies to take the initiative even as regards policy matters.!® Frequently,
plans regarding major matters, such as e.g. mergers or acquisitions are ini-
tiated by managers while the board only comes into the picture at a later
point in time.

Ought we to be worried about this state of affairs where frequently much
influence on corporate policy is conferred upon the managers? The two-
tier management-concept is designed to create a checks-and-balances
system whereby the board monitors and controls the managers. It aims at
ensuring that those responsible for the day-to-day business of the company
are held accountable.

Viewed in a broader context, we could say that the shareholders elect
their agents, the board members, who may be monitored and removed by
the shareholders and who, in turn, appoint their agents, the managers. And
just as the board should be held accountable by the shareholders, the
managers are supposedly controlled and may be removed by the board.!”

The fact that managers consider and plan policy issues, and even take
initiatives that will ultimately have to be approved by the board, may not
give rise to much concern as long as the board makes its independent and
informed evaluation of the managers’ proposals. Provided that the board
remains active and does not apply a “rubberstamp”-approach, the checks-
and-balances system may still be intact. However, the aforementioned
constraint of time and limitation of information suggest that it may often
be difficult for boards to adequately evaluate managers’ plans and pro-
posals, and thus exercise control. Obviously, much depends on the attitude
of the board members as well as the effectiveness of channels of commu-
nication and monitoring of each company.

But how important is control by the board of the managers really and
what happens, or is likely to happen, if it fails? To answer these questions
we must consider the impact of the board’s control which, in turn, depends
on the interests that the board must be expected to pursue. Put differently,

16 See also Robert Charles Clark, Corporate Law p. 106ff. The text does not apply
to companies with a chairman of the board who works closely together with the
managers in the day-to-day operation of the company.

17" The discussion in the text focuses on the control and monitoring mechanisms,
while it is not suggested, of course, that the managers do not owe duties to the
shareholders. They certainly do, see under X.
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does it make any difference from the shareholders’ viewpoint whether or
not the board monitors and controls the managers?

To some extent the points made with respect to the interests of managers
also apply to the board’s interests. There is thus reason to believe that
board members are more risk-adverse than shareholders: they cannot
spread the potential risk of being held liable. On the other hand, the ca-
reers of the members of the board are ordinarily not as closely tied to the
company as is the case with the managers. Also, the compensation of the
board is normally not tied to the growth of the company. The board, there-
fore, does not have the same interest in a growth of the company as the
managers have.

Against this background we probably have sufficient grounds to con-
clude that the interests of managers and boards are not congruent. Man-
agers probably are inclined to aim at growth to a higher degree than boards
do. But we also should recognize that the interests of board and sharehold-
ers are not quite congruent either. We may draw two inferences from this.
First, that it is an advantage for shareholders to have the board monitor
and control the managers since the “gap” between the interests of boards
and of shareholders is smaller than the gap between the interests of share-
holders and managers. Second, that shareholders cannot expect that boards
share all the shareholder interests, i.e. corporate growth is likely to play a
greater role in the minds of board members than in the minds of
shareholders.

If the board’s monitoring and control of the managers do not comply
with the shareholders’ interests, or perhaps even fail entirely, the conse-
quence, according to the above, will be that the capital that is tied in the
company will not be used in an optimal way. Lack of or inefficient
“internal” control may result in a drop in the stock price of the company,
whereby the price of the company’s shares may fall below the aggregate
value of the assets of the company.

Obviously, isolation of the board from shareholder influence may have
particularly far-reaching implications in the event that the board’s moni-
toring of the managers is unsatisfactory from shareholder viewpoint, since
the board’s inefficiency cannot be remedied by shareholder intervention.

Against this background the question is if shareholders should abstain
from depriving themselves of the right to actively intervene if the board
and the managers do not perform satisfactorily, or if they should just dis-
pose of their shares without making any attempts to influence manage-
ment. This question will be discussed in the following.
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2.4. The shareholder — an owner or an investor? Charter amendments
that strengthen the board at the expense of the shareholders, including use
of A- and B-shares, are matters that require shareholder approval with
qualified majorities at a shareholders meeting. Shareholders are free to
adopt such charter provisions, and they may elect not to do so. This is en-
tirely a voluntary matter.

Investors who acquire shares of a company that has limited the powers
of the shareholders to the advantage of management and shareholders who
acquire low-voting B-shares should be expected to be familiar with their
weak position vis-a-vis the board.

The problem, thus, is not that shareholders are forced to “surrender”
their influence to the board. Nor should they be considered to be unaware
of their limited influence when acquiring shares.

Rather, the question is whether shareholders have an interest in surren-
dering their rights to hold the management accountable for their acts.
Phrased differently, should shareholders consider themselves as owners of
a company and in that capacity attempt to monitor and control the board
(and indirectly the managers), or ought they to view themselves as in-
vestors for whom the sole concern is if their investment generates satisfac-
tory returns and their shares have a fair value while they do not wish to
deal with managerial issues? If the latter attitude is followed, the effect
will be that shares of a company that is not managed in an optimal or sat-
isfactory manner will be disposed of by the shareholders as soon as possi-
ble and at the best price possible.

2.5. The American discussion. Corporate accountability issues and the
question whether shareholders should be viewed as owners or merely in-
vestors have been subject to much debate, particularly in the United
States. The principal questions, however, are the same in Denmark and it
is, therefore, appropriate to consider the theories that have been developed
among American scholars.

Approximately 50 years ago, Berle and Means noted that shareholders
of publicly held companies with disbursed shares will find it hard to
monitor management in an efficient manner. Berle and Means thus stated:

“... the shareholder in the modemn corporate situation has surrendered a
set of definite rights for a set of indefinite expectations. The whole effect
of the growth of powers of directors and “control” has been steadily to
diminish the number of things on which a shareholder can count; the
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number of demands he can make with any assurance that they must be
satisfied.”!8

According to Berle and Means, the separation of ownership and control
has to a very large extent made management autonomous.

The above quotation reflects a theory expressed in the United States
more than 50 years ago but seems to be an adequate description of the sur-
render of shareholders’ rights that has taken place and still takes place not
only in the United States, but also in Denmark, see XIIL.5.1. on the preva-
lence of takeover defenses.

Berle and Means’ theory presupposes that the desire to hold manage-
ment accountable is best achieved by increasing shareholder power.

Not all authors share this view. In 1959 Abram Chayes said:

“Shareholder democracy, so-called, is misconceived because the share-
holders are not the governed of the corporation whose consent must be
sought. If they are, it is only in the most limited sense. Their interests are
protected if financial information is made available, fraud and overreach-
ing are prevented, and a market is maintained in which their shares may be
sold. A priori, there is no reason for them to have any voice, direct or
representational, in the catalogue of corporate decisions with which this
paper began, decisions on prices, wages, and investment. They are no
more affected than nonshareholding neighbors by these decisions.”!?

Rather than increasing shareholder influence, Chayes would reduce
shareholder power and instead increase the powers of other constituencies,
including e.g. employees and customers. Chayes envisages that such
constituencies should exercise their powers through an institutional ar-
rangement devised to represent their interests.

It seems, however, that Chayes’ proposal raises more questions than it
gives answers. There may be good reasons for giving the employees a say
in connection with corporate governance issues. On the other hand, it is
not obvious that increasing employees’ powers at the expense of share-
holders’ would benefit the company or society. Why should employees be
better suited to monitor and control management of the company than the
shareholders? In addition, Chayes seems to assume that customers are
better suited to monitor management than shareholders. Why should this
be so? Also, should all customers, or only some, have influence? Would

18 See Adolf A. Berle & Gardiner C. Means, The Modern Corporation and Private
Property p. 244.

19 See Abram Chayes, The Modern Corporation and the Rule of Law, in The Cor-
poration in Modemn Society (Edward S. Mason, ed.) p. 25 ff. at 40-41.
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the size of the customer make any difference? Is it realistic to think that it
is possible to have a body that can represent all the interests? Even if this
were possible, would the interests of the employees not frequently conflict
with the interests of the customers, or even with the interests of the com-
pany? Would the shareholders, who have a direct stake in the company,
not have an interest in influencing management, at least if they were able
to do 0?20

It seems as if Chayes fails to see that shareholders, who do have the
right to influence, may very well be the ones best equipped to do so.

A third theory, known as “managerialism”, is based on the notion that
shareholders and other constituencies are concerned with their own welfare
only, whereas corporate management does not pursue any particular
interest, except the interests of the company.

One of the scholars supporting the managerialism theory is Bayless
Manning who has argued that shareholder democracy is a “myth” which
has created “an impression in the public mind ... that a degree of share-
holder supervision exists, which in fact does not”.2!

According to Manning, the misperception of the role of the shareholders
has diverted attention from the real problems of holding managements re-
sponsible. The a priori legal conclusion that the shareholders “own the
company” should be abandoned and substituted by the conception that the
only thing shareholders “own” is their shares of stock. Manning proposes
that shareholders of a corporation have no voting rigths. Rather, share-
holders should be treated like a holder of a voting trust certificate, having
all economic rights in the deposited stock, but no power to elect or replace
the trustees by vote.22

Control of management would, according to Manning’s theory, rest with
a governmental or non-governmental body. The shareholders’ interests
would be protected by a system of adequate and periodic disclosure as
well as the provision of a market through which shareholders may sell
their shares.?3

The problem with Manning’s theory is that it seems to presuppose that
management is always able and motivated to act in the interests of share-

20 See the criticism of Abram Chayes’ theory by Melvin A. Eisenberg in The Struc-
ture of the Corporation, A Legal Analysis p. 20 ff.

21 See Bayless Manning, Book Review, 67 Yale Law Journal 1477 at 1489 (1958)
(Review of J.A. Livingston’s, “The American Stockholder”).

22 See Bayless Manning, Book Review, 67 Yale Law Journal 1477 at 1490 (1958).

23 See Bayless Manning, Book Review, 67 Yale Law Journal 1477 at 1490-91
(1958).
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holders and society, irrespective of whether any mechanisms exist that
may monitor, control or otherwise create an incentive for management to
pursue other interests than its own. It is difficult to see how management
should be motivated as suggested by Manning without being directly re-
sponsible to any constituency.2*

According to the neo-classical school of economists, a company can be
viewed as a nexus of contracts, some in writing, some unwritten, among
owners of production factors and customers. These contracts stipulate the
rights and duties, including the payoff system, regarding the participants.
The shareholders are the residual claimants or risk bearers; they receive
the difference, if any, between the inflows of resources and the payments
to management. Managers and shareholders may have different interests,
but management has a strong incentive to pursue the shareholders’ inter-
ests.

The neo-classical school of thought thus argues that the various market
forces’ disciplining of managements is actually the most efficient manner
of motivating management. The rationale behind this is that the market
forces are the cheapest way of monitoring and thereby creating incentives
for management and that legal regulation is superfluous and unnecessarily
costly for companies.

Management may be motivated to act in the interest of the shareholders
either by economic incentives (e.g. stock options) or by being monitored.
Management may be viewed as the shareholders’ agents, and the costs of
having the agents adhere to the interests of the principals (here: the share-
holders) are known as the “agency costs”. The point made by the neo-
classical school is that the various markets that discipline managers are
better at reducing agency costs than is legal regulation.

For a discussion of these questions, see Easterbrook & Fischel, The Proper Role
of Target’s Management in Responding to a Tender Offer, 94 Harvard Law Re-
view 1161 at 1168-74 (1981), Eugene Fama & Michael Jensen, Separation of
Ownership and Control, 26 Journal of Law & Economics 301 (1983), Eugene
Fama & Michael Jensen, Agency Problems and Residual Claims, 26 Journal of
Law & Economics 327 (1983) and Michael Jensen & William Meckling, Theory

24 1n his article The Corporation: How much power? What scope? in The Corpo-
ration in Modern Society (Edward S. Mason, ed.) p. 85 ff. at 104, Carl Kaysen
points out: “It is not sufficient for the business leaders to announce that they are
thinking hard and wrestling earnestly with their wide responsibilities if, in fact,
the power of unreviewed and unchecked decision remains with them, and they
remain a small, self-selecting group”.
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of the Firm: Managerial Behavior, Agency Costs and Ownership Structure, 3
Journal of Financial Economics 305 (1976).

One of the versions of the neo-classical school of economists emphasizes
that all companies compete in the capital market to obtain the cheapest
possible capital. Investors who consider investing in companies too risky
because of corporate managements generally performing badly, will pull
their funds out of the stock market and invest in other, safer and more at-
tractive markets. If this happens, it will be comparatively expensive for
companies to obtain their capital from the stock market. This price mech-
anism will, according to the theory, restrict management’s possibilities of
abusing their position and thereby ensure that shareholder interests will be
pursued.?’

Another version of the theory claims that managers are players in a mar-
ket, the market for “corporate control”, which will, on a current basis,
make evaluations of managers. Such evaluations, which will be made by
future, prospective employers, affect the career prospects of the managers.
The market will compare the different managers and the competition
among these will have a disciplining effect so that shareholder interests
will be promoted.26

The general problem attached to this theory is that it presupposes that
the markets for stock, managers, etc. are quite “transparent” and that in-
vestor decisions are made on the basis of a full review of all relevant
pieces of information. Such transparency hardly exists in the United
States’ stock markets and to an even lesser degree in Denmark where the
flow of information regarding listed companies is more limited than is the
case in the United States.

Moreover, the investor behavior envisaged in the event that corporate
managements do their job badly is a slow and indirect consequence, which
may not have a very strong motivating effect on managements.

Similarly, managers will naturally consider how their acts are perceived
by others, including future employers. However, there is little reason to
believe that the market for corporate control, which by its nature is an in-

25 See Daniel Fischel, Organized Exchanges and the Regulation of Dual Class

Common Stock, in Knights, Raiders, and Targets p. 499 ff. at 504.

26 See Henry G. Manne, Mergers and the Market for Corporate Control, 73 Journal
of Political Economy 110 (1965). See also Eugene Fama, Agency Problems and
the Theory of the Firm, 88 Journal of Political Economy 288 (1980) and Michael
C. Jensen, The Takeover Controversy: Analysis and Evidence, in Knights,
Raiders, and Targets p. 314 ff.
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direct monitoring mechanism, will be able to motivate management as
efficiently as the shareholders of the company.

It is probably fair to say that the Berle and Means approach enjoys a
strong support among a large number of, if not most, economists. Few be-
lieve that “toothless” shareholders are in the interest of the company or
society at large. Neither does mere “dumping” of the shares of a company
once problems have occurred represent a very attractive solution to the
problems.

The fact that Berle and Means’ theory is still considered right by many
is, inter alia, reflected in the SEC’s recent issue of Rule 19¢c-4 that restricts
the right of American stock exchanges to list shares without or with lim-
ited voting rights.2” A majority of the comments that the SEC received in
connection with the hearing that preceded the adoption of Rule 19¢-4 un-
derscored the importance that commentators attached to management
being accountable to shareholders. An excerpt from a release issued by the
SEC in connection with Rule 19¢c-4 reads as follows:

“According to these commentators, corporate management have used
disparate voting rights plans to insulate themselves from shareholders and
the market for corporate control. They testified that such insulation leads
to entrenched, inefficient corporate managements acting in their own best
interest instead of the best interest of the company and its shareholders”.28

One of the most recent recommendations based on Berle and Means’
view is expressed in Bevis Longstreth’s conclusion in his statement to the
Senate in October, 1989:

“Due to the deepening of the castle moat and the heightening of its
walls, shareholders of public corporations are becoming less and less able
to hold management to account. And due to changes in investment man-
agement techniques and products, making exits easier, and the multiplicity
of interests within the “ownership” group, creating diffusion and the po-
tential for conflicts, shareholders are becoming less and less interested in
holding management to account”.2°

27 This rule is discussed under X1.2.4.1.

28  See Securities Exchange Act of 1934, SEC Release No. 34-25891/July 7, 1988,
SEC Docket Vol. 41, No. 6, p. 435.

29 Statement made by Bevis Longstreth before the Sub-committee on Securities of
the Senate’s Banking Committee on October 3, 1989. See also Longstreth,
Takeovers, Corporate Governance, and Stock Ownership: Some Disquieting
Trends, 16 Journal of Portfolio Management 54 (1990).
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Back in the 1920’es, William Ripley pointed out that shareholders do in fact
own the company and, therefore, should have a voting right which is fair com-
pared to the risk connected to the stockholding. According to Ripley, the share-
holders should have this right to vote in order to be able to influence manage-
ment and, if necessary, remove it. Division of ownership is acknowledged by
Ripley, but, in his view, should not lead to the shareholders being prevented
from collectively influencing management. See William Ripley, Main Street and
Wall Street p. 78 ff. For a number of different views on the role of the
shareholders in connection with management of companies, see Donald E.
Schwartz (ed.), Commentaries on Corporate Structure and Governance, The
ALI-ABA Symposiums 1977-1978 (1979).

The importance of management being held accountable by the owners is also
illustrated by Jgrgen Ngrgaard’s article on the problem of lack of owner influ-
ence on independent institutions, at the 29th Nordic Jurist Meeting 1981, Part II,
Exhibit 10, p. 3 ff. As succinctly pointed out by Ngrgaard (p. 3): “The goal for
the owners is — broadly stated — to increase the income as much as possible and
reduce the costs as much as possible. Any failure to reach these goals will be felt
by the owners on their wallets — and the road from here to intervention is by ex-
perience short” (freely translated).

2.6. Pursuing the interests of shareholders. We have now established
assumptions about the common interests of shareholders of a company.
Further, we have reviewed various theories regarding what role sharehold-
ers should play in connection with the corporate governance issue.

In the following we will consider further how the common interests of
the shareholders may be pursued in the most rational manner. To recapitu-
late: Is this done by monitoring and controlling management of the com-
pany actively, or should shareholders rather forget about influencing and
instead sell their shares if they are dissatisfied with management?

There are conceptually two means by which to motivate management to
act in the best interest of the shareholders.

One way is by giving management a direct economic stake in the com-
pany, e.g. by granting management stock options or securities convertible
into shares. By making management feel like owners of a company, the
conflict between the shareholders’ interests and the interests of manage-
ment discussed under 2.3. may be eliminated.

Most Danish companies have not adopted such incentives for manage-
ment, or have only done so in a very limited scale. As to all those compa-
nies that have not created “carrots” for their managements, the other kind
of motivating factor, the monitoring and controlling of management, be-
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comes important. It is, therefore, appropriate at this point to consider the
various ways of monitoring and controlling management.

As it is believed by the neo-classical school of economists, there is
hardly any doubt that the various market forces have a disciplining effect
on management’s behavior. The participants in the stock market may thus
“penalize” the management of a company by showing an unwillingness to
invest in the company’s shares, as a consequence of which the market
price for such shares will drop. A drop in the stock price will, in turn, put
the focus on management by suggesting that it is not performing opti-
mally. In addition, a lower stock price may affect the credit rating of the
company, a fact that may also cast doubt on management’s abilities.
Knowing these facts of life and knowing that dissatisfied shareholders
may dispose of their shares, management will obviously be motivated to
perform well. Also, it is fair to assume that the “market for corporate con-
trol”, i.e. the future, prospective employers and their assessment of man-
agement’s performance, plays a role.

Other monitoring mechanisms include demands for competitive prices
and quality by the markets where the company seeks to sell its products or
services. Also, the influence of a company’s financial sources, typically
banks, obviously works to keep management alert.

It is a characteristic feature of all the above mentioned controlling and
monitoring factors, perhaps with the exception of the influence of the
company’s bank connection, that they only exercise an indirect and often
very slow influence on management. The penalizing effect of a disap-
pointed market only appears after things have gone wrong. This does not,
of course, mean that the markets’ possible negative reaction does not play
a role in the minds of the members of management even before problems
have occurred. But it remains a fact that the influence by the stock market,
like the influence by the markets for products or services and corporate
control, is an indirect one.

The most direct and efficient monitoring and controlling of management
will be obtained by having active shareholders. By using the shareholders
meetings to question and, if necessary, criticize or remove management, a
strong motivating effect is established. Moreover, active shareholders that
show an interest in and have powers to make the necessary or desirable
structural changes in the company’s business, including by means of
charter amendments, constitute a healthy system of checks and balances
vis-a-vis management.

As touched upon earlier, it may, from the viewpoint of each single
shareholder, appear difficult and time-consuming as well as expensive to
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keep an eye on the management of a company. Being able to influence
management requires that the shareholder on a current basis obtains rele-
vant information about the company and its plans. Likewise, he must pre-
pare for and participate in the shareholders’ meetings, which takes time
and, in some cases, requires that he retains advisers with economic or legal
expertise. It may, therefore, appear attractive for the shareholder to act as a
“free rider”, i.e. abstain from trying to understand or affect the company’s
business but rather sell the shares, should he not feel satisfied with man-
agement.

The problems in connection with being an active shareholder will be reduced if
the shareholder is a professional investor or if e.g. the shareholder is an institu-
tional investor that has a major portfolio of shares and a professional manage-
ment. Similarly, the creation of shareholders’ associations may reduce the prob-
lems attached to exercising influence.

The problem inherent in the free rider attitude lies in the consequences it
will have if it spreads and becomes generally accepted by shareholders.
The prevailing of the free rider attitude means that there will be no direct
monitoring or control of management and, consequently, the strongest
motivation for management to act in the best interest of the shareholders
will disappear. Due to the differences between the interests of shareholders
and the interests of management it is likely that such shareholder passive-
ness will result in the value of the shareholders’ investment not being
maximized. In a worst case scenario the free rider approach may even lead
to the company being declared bankrupt and the shareholders losing their
entire equity investment.

For a general discussion of the free rider-problem, see Robert Charles Clark,
Vote Buying and Corporate Law, 29 Case Western Reserve Law Review 776 at
783 ff. (1979), and Saul Levmore, Monitors and Freeriders in Commercial and
Corporate Settings, 92 Yale Law Journal 49 (1982).

In sum, what may appear to each single shareholder as the most attractive,
or, at least, the least troublesome and costly, solution to a bad man-
agement of the company will typically, seen from the viewpoint of the
shareholders as a group, be an expensive and often risky affair that could
hardly be considered a solution to the problem. In other words, the share-
holders have a collective interest in retaining influence of the company
and its management.

The exact costs connected to controlling and monitoring management — and
thereby the benefits that shareholders will reap from doing so rather than remain-
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ing passive — depend on the shareholders’ ability to install efficient systems of
watching and affecting managerial behavior.

2.7. Shareholders’ interest in contested takeovers. As concluded under
2.6., shareholders should, in their own interest, remain actively involved
in holding management accountable for its acts or omissions.

The focus in the following will be on the role that contested takeovers
may play in the corporate governance context.

Since contested takeovers are only “hostile” to incumbent management,
and because management and shareholders do not always have the same
interests, it would make little sense for shareholders to have management
decide whether or not the shares should be sold to an acquiror. Leaving
this decision to management would deprive the shareholders of the oppor-
tunity to sell their shares at a perhaps favorable price. Therefore, it would
be in the interest of the shareholders to allow anybody wishing to make a
bid for the company’s shares to do so and have the shareholders decide
whether to accept the bid or not.30

There is another aspect of contested takeovers, or the threat of contested
takeovers, which serves the interests of the shareholders. In the event of a
contested acquisition, target-management or part thereof will be removed.
The right to remove management, whether this is done by a contested ac-
quiror or any other shareholder or group of shareholders, is critical for the
ability of the shareholders to hold management accountable. Removal of
the board and thereby indirectly the managers, is the ultimate step towards
bringing an end to bad management. The shareholders have no right to
intervene directly in the acts by the management, but they certainly may
have it removed.

If an acquiror, or any other shareholder who has the necessary power, is
free to remove management, such threat of removal will have a disciplin-
ing effect on management’s behavior. Members of management will know
that unless they perform well, they may find themselves out of office. In
addition, management knows that contested acquirors will offer a pre-
mium price for the company’s shares compared to the market price in or-
der to induce the shareholders to sell their shares. Such a premium price
will only be offered if the acquiror has a fair belief that he will be able to
obtain a profit that makes the acquisition worth while from a business

30 This, of course, does not mean that there should be no regulation of the takeover
process itself.
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point of view. It is only possible to obtain such a profit if the capital in-
vested in the company is employed in a more efficient manner or valuable
assets are disposed of in a profitable fashion. Knowing about these mech-
anisms, management will be motivated to consider more carefully how to
use the funds invested in the company in a way that will lead to the high-
est possible stock price and the lowest possible hidden or unexploited as-
sets.

As it appears, shareholders have an interest in allowing for contested
takeovers to take place for various reasons.

The fact that contested takeovers have a disciplining effect on manage-
rial behavior does not mean that shareholders should rely on contested
takeovers only and forget about other means of holding management ac-
countable. The influence that shareholders may exercise at shareholders’
meetings, provided that they have not surrendered their right to influence,
is obviously of great importance.

Similarly, the stock market mechanisms of penalizing management that
performs badly as well as the market for corporate control play major roles
in this connection. Moreover, the markets for the company’s products or
services and the bank connection of the company will motivate manage-
ment to do a good job.

It is thus important to view contested takeovers as one out of several
motivating factors. But it is also crucial to realize that the disciplining ef-
fect of contested takeovers is one of the best reasons for management to
perform well. Sometimes it may prove to be the only efficient monitoring
device that shareholders have, since at least some of the other motivating
factors do not have sufficient strength or work too slowly to sufficiently
protect the shareholders’ interests.3!

In connection with the debate among American scholars it has been ar-
gued that constant takeover threats may lead management to focus on
preparing defenses and providing short-term profits for the shareholders
rather than concentrating on long-term planning.32

While takeover threats will normally make management consider the
possibilities of adopting defenses, it should be noted that under Danish
law, as opposed to American law, by far the most defenses require share-
holder involvement and approval.33 So far, this seemingly has not deterred

31 The whole discussion regarding motivation is particularly important in events
where the “internal” control fails or is inefficient, cf. 2.3.

32 Seelv.3.3.

33 See under XI.2.1.2.
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Danish managements from proposing and often succeeding in having
offensive devices adopted.3

However, it is likely that the desire of managements to propose defen-
sive devices and spend time on “strategic planning” will be reduced if the
shareholders express their intent not to adopt defensive devices that will
insulate management from shareholder control.

As to the alleged focus by management on short-term goals it should be
noted that no basis exists for concluding that contested takeover threats
generally create incentives for managements to plan on a more short-term
basis than is in the interest of shareholders. It is more likely that man-
agement will pursue goals that it perceives will be well-received by the
shareholders, and such goals are not limited to short-term economic ben-
efits, but include any plans that are expected by shareholders to increase
the value of their investment.

Due to the constraints on debt financing imposed by § 115, Subsection
2, of the Companies Act and Danish tax law33, the possible negative ef-
fects of highly leveraged transactions experienced in the United States in
recent years do not pose a similar threat in Denmark.

3. Society’s interest in contested takeovers

As stated under 2.3., the shareholders’ prime interest is to maximize the
value of their equity investment in the company. This interest is promoted
and protected by establishing an efficient system of disciplining manage-
ment, cf. 2.6. One of the elements of such a system is the right of an ac-
quiror, or any other shareholder or group of shareholders, to remove the
management of a company, cf. 2.7.

The next question is if these interests of shareholders are shared by so-
ciety as such. Maximizing shareholder wealth is not, per se, a goal that
society would want to pursue.

However, society and the shareholders have a common interest in Dan-
ish companies being competitive compared to foreign competitors. Only
by having competitive companies will the Danish society benefit from
jobs offered to Danish employees as well as revenues paid in the form of
taxes and other duties to state and local authorities.

Shareholders pursue competitiveness in order to protect their investment
and to achieve an increase of the value of the shares they hold. The more

34 See the study referred to under XIIL5.1.
35 SeeIX.
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competitive a company is, the better are the chances that the shareholders’
investment will prove successful.

To achieve competitiveness it is important to understand that the busi-
ness world, like almost any other thing, does not present a static picture.
Rather, it is in a constant flux due to changes in consumer behavior and
demands, the appearance of new suppliers, changes in the economic and
legal structure of the markets, etc. Only if companies succeed in adapting
to such changes will they remain competitive. Companies which perform
well today may face serious trouble tomorrow if they fail to respond to
changes in the markets for their products or services.

Management which lacks the skills or motivation to initiate or adopt the
necessary changes in business strategies etc. should be removed. Removal
in this case would be in the best interest of society as well as the share-
holders. The more difficult it is to remove management, the more society
and shareholders will suffer due to the lack of flexibility of the company.
If it is impossible for shareholders to intervene, the ultimate result may be
that the company “loses the race”, and society suffers loss of jobs and
revenues.

There is another aspect of the competitiveness issue that should be borne
in mind. If investors lose faith in the shares of Danish companies because
they do not believe that such companies will remain competitive, the stock
market will lose its attraction to investors. This will lead to smaller
amounts of money being invested in Danish shares, which, in turn, means
that the funds raised through the stock market will be more expensive to
the companies.

Both society and shareholders of a company thus have a common inter-
est in the shareholders retaining the right to effect removal of and thereby
motivate management to keep alert.

The question remains, however, if contested takeovers have “side ef-
fects” which cannot be reconciled with the interests of society. Since there
is hardly any doubt that the above mentioned motivating effects of con-
tested takeovers also benefit society, the following discussion can be nar-
rowed down to evaluating if there are particular drawbacks connected to
contested takeovers, which are unacceptable when compared to the advan-
tages connected to the concept.

There are scenarios where the effects of a given contested takeover are
difficult to assess. The consequence of some contested takeovers may be
the closing down of plants and factories, the laying off of employees, the
elimination of one of the suppliers in a market and the loss of a taxpayer.
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At first blush, such consequences may appear always to be negative,
seen from society’s viewpoint. However, if viewed in the context, the
closing down may be a part of a desirable development towards more
competitive undertakings. Frequently, companies that are shut down are
the weaker participants in the “race” and, therefore, may be in a position
where they would under all circumstances be forced to give up within a
not too distant future.

In many cases the loss of jobs as a consequence of the closing down of a
factory will be counterbalanced by new jobs created with other companies
in the business that can now increase their market share. In other cases
there is little doubt that jobs will be lost and no new ones created.

A similar picture may be drawn with respect to the revenues that society
loses in connection with a company going out of business. If other com-
panies pick up the activities of the company that has been shut down, so-
ciety may at the end of the day receive unchanged revenues. If, on the
other hand, e.g. a foreign competitor has acquired the company in order to
shut it down, it is not at all certain whether the country will be able to re-
coup the loss of revenues.

Sometimes the purpose of an acquisition is to obtain a profit by selling
certain undervalued assets of the company after the acquisition. Among
the assets of a company may be real property, the value of which is not
fully reflected in the price quoted for the company’s shares. By selling the
property, the acquiror may reap the benefits from such “hidden” values. If
the mere purpose of the acquisition is to gain access to undervalued assets,
the question is if this is in society’s interest. Sometimes the company will
continue its operations, and in other events the company will be closed
down and the employees laid off. It is impossible to tell if, in general,
society will benefit from such transactions, which in some cases will allow
undervalued assets to be employed for better purposes and in other in-
stances will merely harm the interests of society.

The fact that a contested acquiror will have to pay a premium price for
the target-shares will, ordinarily, be a strong incentive for him to exploit
the potential of the target-company in the best possible fashion in order for
his acquisition to make sense from a business point of view. Frequently,
this will lead to a more efficient use of the capital invested in the target-
company. On the other hand, not all contested acquisitions are likely to
lead to such increased efficiency. The desire by some managers to build
empires may sometimes lead to acquisitions that do not carry with them
any benefits for society.
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Some acquisitions may constitute a step towards concentration in the
particular line of business where the target-company operates. This may be
the case if one competitor attempts to eliminate another by acquiring the
latter and, upon the acquisition, closing down its operations. Concentra-
tion frequently harms consumers, who will be facing increased prices once
competition is reduced or has ceased to exist.

The examples discussed here serve to illustrate the point that contested
takeovers, despite their motivating effect on management, sometimes have
side effects that are extremely difficult, if not impossible, to evaluate, but
which, at least in some instances, probably do not coincide with the inter-
ests of society.

The important point is, however, that this is not an inherent or typical
feature of contested takeovers. Any corporate acquisition, be it “friendly”
or contested, may lead to loss of jobs, closing down of factories, loss of
revenues for society, etc. Also, the creation of concentrations or mono-
polies may be founded upon friendly just as well as contested acquisitions.
There are numerous examples of friendly corporate acquisitions that have
had one or more of these consequences. This has not given rise to de-
mands to outlaw friendly acquisitions.

The fact that contested and friendly acquisitions are not different in this
regard may be illustrated by referring to a statement made by the President
of the United States’ Council of Economic Advisers that reads:

“Although extensive research has established that takeovers tend to be
beneficial, not every takeover is successful in attaining its originally con-
templated benefits, and there are many examples of takeovers that, in
hindsight, appear to have been misguided. Takeovers should not, however,
be singled out in this regard because investments in physical plant, re-
search and development, petroleum exploration, and numerous other ac-
tivities also often appear misguided in hindsight.36

Since there is no reason to believe that contested takeovers, in general,
have more harmful side effects than friendly acquisitions, there is no basis
for concluding that it would be in society’s interest to rule out contested
takeovers. On the contrary, the point still stands that society and share-
holders have a common interest in the beneficial effects connected to
contested acquisitions. Both shareholders and society should support a
corporate environment that creates the best possible conditions for com-
panies to adapt to changes in the business world. Contested takeovers are

36 See Economic Report of the President p. 191 (February 1985).
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one of the remedies available and society has no interest in preventing this
remedy from being used.

This is not meant to suggest that any company whatsoever should be subject to
takeovers. Some companies, in particular public utilities, have special tasks
where security of supply or the defense of the country play a role. For such
companies it makes little sense merely to discuss a maximization of the value of
the shareholders’ investment. As to these kinds of special companies it may
sometimes seem appropriate to have special laws that prevent contested acqui-
sitions. The advisability of having such laws was illustrated when a foreign ac-
quiror in the spring of 1989 attempted to acquire control of the semi-public util-
ity SEAS, see also XII1.4.3.

The focal point is not how to prevent contested acquisitions but how to
create a “level playing field” that allows shareholders to decide on the fate
of a contested takeover attempt but also protects the interests of the share-
holders, including, in particular, minority shareholders.
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1. Danish law

1.1. Introduction — Danish sources and basic structure of regulation.
In the following, the term “takeover regulation” is used to describe the
regulation of the takeover process itself, i.e. the acquisition of shares of a
company for the purpose of obtaining control, and the possible responses
by the target-company. Regulation which does not directly govern
takeovers but which, nevertheless, may affect the possibilities of making
takeovers or adopting defensive means, is not included in the term in the
sense it is used here. Consequently, for example, tax law and trade regula-
tion fall outside the designation.!

While statutory provisions within a variety of different areas of law have
an impact on the possibilities to make contested takeovers, no specific
statutory provisions exist that directly govern (contested) takeovers. The
Companies Act? does, however, include provisions which create certain
limits for the fashion in which a takeover or defensive strategy may be
structured. Companies listed on Denmark’s sole stock exchange, the
Copenhagen Stock Exchange ("Kgbenhavns Fondsbgrs™), are also gov-
erned by the Act on the Copenhagen Stock Exchange ("Lov om Kgben-
havns Fondsbgrs™)? as well as the orders promulgated pursuant to the Act.
The Stock Exchange Act contains the principal provisions applicable to
the Copenhagen Stock Exchange, including regarding the purpose of the
exchange, its organization and business as well as listing requirements and
admission to participate in the trade on the Stock Exchange.* The detailed

I However, issues relating to those two fields of law are briefly dealt with under
IX. and XII., respectively.

2 See the Act on Public Companies (”Aktieselskabsloven™). Consolidation Act No.
434 of June 20, 1989, amended by Act No. 308 of May 16, 1990, and Act No.
289 of May 8, 1991. Under Danish law undertakings may be incorporated either
in the form of an “aktieselskab” (A/S), i.e. a public company, or as an
“anpartsselskab” (ApS), i.e. a private company. Only an A/S can have its securi-
ties listed.

3 Consolidation Act No. 536 of September 8, 1988, as amended by Act No. 290 of
May 8, 1991, hereinafter referred to as the “Stock Exchange Act”.

4 The Stock Exchange Act, § 39, also contains a prohibition against insider trading,
see also Rule 5 of the Stock Exchange Rules of Ethics. On January 23, 1991, the
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listing requirements and regulation of stock exchange trading are found in
a number of orders issued by the Ministry of Industry pursuant to § 40 of
the Stock Exchange Act.

On October 18, 1990, the Finance Inspectorate ("Finanstilsynet”, see below) is-
sued the following orders: (1) Order No. 706 on the Copenhagen Stock Ex-
change, hereinafter referred to as the “Main Order”; (2) Order no. 707 on the
conditions for admission to the official listing of securities at the Copenhagen
Stock Exchange, hereinafter referred to as the “Order on Listing Requirements”;
(3) Order No. 708 on the conditions for admission for listing of small and
medium-sized companies on stock market III, hereinafter referred to as the
“Stock Market III Order”; and (4) Order No. 709 on the requirements for the
prospectus to be published before securities may be admitted for official listing
at the Copenhagen Stock Exchange, hereinafter referred to as the “Prospectus
Order”.

Orders Nos. 707, 708 and 709 are by and large identical with orders Nos. 813,
814, and 815, all dated November 13, 1986, which, in turn, are by and large
based on the principles found in Orders Nos. 526, 528, and 527, respectively, all
dated November 10, 1983. Order No. 706 is basically identical with Order No.
812 of November 13, 1986, which introduced several new provisions dealing
with, inter alia, the organization of the Copenhagen Stock Exchange as well as
with stockbroker companies. The reform that created the basis for the current
regulation of the stock market is discussed by Kare B. Dullum in National-
pkonomisk Tidsskrift, No. 1/1986, p. 77 ff. See also Stock Exchange Reform,
report prepared by a committee established by the Ministry of Industry, October
1985. For a discussion of the legal aspects of public offerings at the Copenhagen
Stock Exchange, see Eskil Trolle, Ugeskrift for Retsvasen 1984.B249.

§ 40, item 11, of the Stock Exchange Act contains an authority to the
Ministry of Industry granting the Ministry the right to promulgate rules
regarding disclosure obligations in connection with acquisition of shares
as part of a takeover. So far the Ministry of Industry has not used this au-
thority. Effective from July 1, 1991, a new provision has been inserted in
the Companies Act for the purpose of authorizing the Ministry to imple-

Ministry of Industry tabled a bill (No. L85) in the Danish Parliament which
would alter § 39 and add to this provision a number of new provisions in the
Stock Exchance Act governing insider trading. The principal scope of the bill is
to implement the EEC Directive on coordination of insider trading regulation,
dated November 13, 1989 (1989/592/EEC). For a discussion of insider trading
under Danish law, see Erik Werlauff & Per Schaumburg-Miiller in Ugeskrift for
Retsvasen 1988.B73 and Poul Erik Skaanning-Jgrgensen in Revision & Regn-
skabsvasen No. 8/1987, p. 10.
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ment (parts of) the EEC-Directive on disclosure of major stock transac-
tions (see 1.2. below and VII.1.2.1.), cf. § 28 c.

The Copenhagen Stock Exchange is an independent (’selvejende”) insti-
tution managed under the supervision of a board that lays down the policy
of the Exchange, while a management handles the day-to-day business.’
The Stock Exchange is monitored by the Finance Inspectorate, a govern-
mental agency under the supervision of the Ministry of Industry.6

§ 12 of the Stock Exchange Act contains an authorization for the Board
of the Copenhagen Stock Exchange to issue rules on disclosure obligations
for issuers, rules of ethics as well as rules regarding the organization,
function and application of the trade systems and the information system.
Of particular interest in this context is the Board’s adoption on November
3, 1987 of the Stock Exchange Rules of Ethics and rules on Information
Obligations for Issuers of Listed Securities.” These two sets of rules create
the main body of regulation pertaining to takeovers in Denmark. In addi-
tion, customs and usages, referred to in the introduction to the Rules of
Ethics as “good stock exchange custom”, may be of relevance for the
construction and interpretation of the rules issued by the Board of the
Copenhagen Stock Exchange.

The Board of the Stock Exchange must see to it that issuers of listed se-
curities and stockbroker companies comply with the Stock Exchange Act,
the orders promulgated by the Ministry of Industry, and the Stock Ex-

5 See § 5, Subsections 1 and 2 of the Stock Exchange Act.

6 For the sake of convenience, the designation “Finance Inspectorate”, rather than
the official term “Supervisory Authority of Financial Affairs” is used here. The
duties of the Finance Inspectorate are set forth in Chapter 10 of the Stock Ex-
change Act.

7 The Rules of Ethics and the Information Obligations for Issuers of Listed Se-
curities came into force on January 1, 1988, and replaced the initial rules of
ethics which had been adopted in 1979. The Rules on Information Obligations for
Issuers of Listed Securities were amended on January 24, May 23, and June 20,
1989. Updated versions of both sets of rules were issued in August 1989. How-
ever, on March 2, 1990, both sets of rules were amended again. The new rules
and their history are presented by Poul Erik Skaanning-Jgrgensen, Erik Bruun
Hansen & Lene Nielsen in Revision & Regnskabsvasen No. 3/1988, p. 33 ff. Of
lesser interest in this context is the adoption by the Board of the Copenhagen
Stock Exchange of rules regarding the deliverability of bonds.
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change Rules of Ethics, cf. § 10, items 4 and 5 of the Stock Exchange
Act®

The Board of the Stock Exchange may order the board, the managers or
the auditors of a stockbroker company or of a listed company to provide
information regarding such company necessary to ensure compliance with
the Act, the orders promulgated pursuant to the Act and the rules issued by
the Board of the Stock Exchange, cf. § 13, Subsection 2.

Violations of the Act as well as orders issued pursuant to the Act and
the rules issued by the Board of the Copenhagen Stock Exchange, must be
reported to the Finance Inspectorate, cf. § 13, Subsection 1, of the Act.

While § 44, Section 4, of the Act states that orders promulgated by the
Ministry of Industry pursuant to the Stock Exchange Act may provide for
enforcement by means of fines, no penalties are directly provided for with
respect to violations of the rules issued by the Board of the Copenhagen
Stock Exchange. However, pursuant to § 46 of the Stock Exchange Act,
the Finance Inspectorate may order issuers or stockbroker companies to
comply with the rules issued by the Board of the Stock Exchange. § 46
presupposes that attempts are made to bring violations to an end by means
of negotiations before an order is given. Typically, negotiations will be
conducted by the Board of the Stock Exchange in the first place, while the
Finance Inspectorate comes into the picture if the preliminary negotiations
do not lead to a satisfactory solution. Failure to comply with an order by
the Finance Inspectorate may be penalized by fines according to § 44,
Subsection 3, of the Stock Exchange Act. Also, the Inspectorate may
compel the board, managers or auditor of an issuer or stockbroker
company to follow its orders by means of daily or weekly fines, see § 45.
Consequently, even violations of the rules issued by the Board of the
Stock Exchange may be punished, albeit indirectly only.’ It is noteworthy,
however, that the penal system described here only aims at violations by
issuers and stockbroker companies and not others, e.g. acquirors of shares.

If it is deemed to be desirable, the Finance Inspectorate may publicize
orders issued by the Inspectorate. Another means is the right for the Board
of the Stock Exchange and the Inspectorate to express their criticism
publicly. Finally, the Inspectorate may take a more drastic step and sus-

Although no separate reference is made in § 10 to the Information Obligations for
Issuers of Listed Securities, the Board also has to ensure compliance with these
rules.

This two-tier penal system resembles the system set forth in Chapter 6 of the Act
on Good Marketing Practices ("Markedsfgringsloven”).
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pend or discontinue the listing of an issuer’s securities on the Stock Ex-
change, cf. § 46 of the Act.

Decisions made by the Copenhagen Stock Exchange under the Act may
be appealed to the Finance Inspectorate within 4 weeks.!? Decisions made
by the Inspectorate cannot be appealed to any other administrative au-
thority, however, “questions of law”!! may be submitted to the Ministry of
Industry’s Appeal Board (’Industriministeriets Erhvervsankenavn’)
within another time limit of 4 weeks. Any decision made by any of the
above mentioned entities can be brought before the ordinary courts within
8 weeks after the decision has been made.!2

1.2. EC Regulation. As Denmark is a member of the EC, EC law is rele-
vant when considering Danish law. Provisions under EC law may either be
directly binding upon citizens in Denmark (regulations) or impose on
member states a duty to enact national legislation for the implementation
of the EC rules (directives).

The EC-Commission has on several occasions stated that it considers
mergers and acquisitions within the European Communities as a vehicle to
increase the efficiency of European business and achieve increased eco-
nomic growth that can satisfy the needs required to complete the internal
market.'3

Making European business more competitive is one of the key issues in
the “1992-program” that has the purpose of revitalizing the industry of the
EC-countries.!4 The creation through mergers and acquisitions of larger

10 Cf. § 43, Subsection 1, of the Stock Exchange Act. Compare the corresponding
provision in § 159 c, Subsection 1, of the Companies Act regarding decisions by
the Stock Exchange pursuant to rules issued on the basis of the authority in § 28 ¢
of that Act.

The test whether or not a matter includes questions of law is likely to be a diffi-
cult one. Most problems contain legal aspects of some kind, but how much is re-
quired in order to create the basis for appeal? See the identical rule in § 159 c,
Subsection 2, of the Companies Act.

12" See § 43, Subsection 3, of the Stock Exchange Act.

13 See “Completing the Internal Market”, White Paper from the Commission to the
European Council, June 1985, p. 36, item 143 and p. 5, item 8.

The signing by the EC-countries in February 1986 of the Single European Act,
which came into force on July 1, 1987. and constitutes an addendum to the
Treaty of Rome, has created the legal basis for a coordination of the industrial
policy within the EC-countries. Article 130 f of the Single European Act states,
inter alia, that the aim of the Community shall be to strengthen the scientific and
technological basis of European industry and to encourage it to become more

11
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business entities is considered crucial in connection with the competition
from other parts of the world, in particular the United States and Japan.
Prior to the preparation of the Commission’s White Paper on the comple-
tion of the EC internal market the EC-Commission, in a report on the
competitiveness of European industry said that the current concern “over
the competitiveness of Community industry arises from a widely held but
vague general feeling that the Community is in danger of “losing the
race””.13

As will be seen later, the existing Danish regulation of takeovers only
deals with part of those problems that are connected to takeover activity.
The reason for this is probably in part that it is expected that regulation
will take place at the EC-level of the takeover process.

In September 1990, the EC-Commission issued a proposal for a 13th
Council Directive on “Company law concerning takeover and other gen-
eral bids”.'6

One of the fundamental principles of the Draft Takeover Directive is that all
shareholders of a target-company who are in the same position receive equal
treatment. Also, they must have the opportunity to make an informed assessment
before deciding whether to accept a takeover offer. Target-management must act
in the interest of all shareholders and may not frustrate a bid. Moreover, the
Draft Takeover Directive seeks to avoid “false markets” for shares of any of the
companies involved in the bid and restrictions in the target-company’s conduct

competitive at the international level. Pursuant to Article 130 f one of the means

by which this goal should be achieved is to enable undertakings to exploit the

Community’s internal market potential fully by removing legal and fiscal barriers

among the EC-countries.

See EC-Commission, Dossier, The Competitiveness of the Community Industry p.

7 (1982).

16 COM (90) 416 Final - SYN 186, Brussels, September 19, 1990. Although it is
not unlikely that the text of the draft mentioned here will be changed in the final
version of the directive, the draft will be commented on where relevant through-
out this book. The proposed directive is hereinafter referred to as the “Draft
Takeover Directive”. The Draft Takeover Directive must, in order to be effective,
be adopted by the EC-Council. The Stock Exchange Act, § 40, item 16, contains
an authority for the Ministry of Industry to implement EC legal provisions on
stock exchange issues. Earlier versions of the Draft Takeover Directive, of which
the first was prepared in 1987, are discussed in Business Europe, January 9,
1989, p. 4, Securities Regulation & Law Report, January 6, 1989, p. 26, BNA’s
Corporate Council Weekly, January 4, 1989, p. 5, and Financial Times,
December 23, 1988, p. 1.
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of business beyond a reasonable time due to the occurrence of offers. See
generally the preamble and Articles 6a, 7, 8, 10, 12, 16 and 17 of the Draft
Takeover Directive. The Draft Takeover Directive is probably meant to provide
a minimum level of regulation, and it hardly affects the member states’ rights to
maintain or introduce more far-reaching or detailed provisions in their national
laws, insofar as such provisions further the principles contained in the directive.
Member states are required to designate a supervisory authority or authorities
that must monitor compliance with the rules of the directive, see Article 6 of the
Draft Takeover Directive. It is likely that the Danish Finance Inspectorate would
be the supervisory authority in Denmark designated pursuant to Article 6. In that
case it should be expected that a number of the functions of the Finance In-
spectorate will be delegated to the Board of the Copenhagen Stock Exchange,
which would be possible under the directive. The scope of the Draft Takeover
Directive is restricted to takeover or other general bids (as defined) for the se-
curities (as defined) of listed companies, cf. Article 1(1). If adopted in its present
form, the Directive would have to be transposed into national law by January 1,
1992, such national laws to come into force no later than January 1, 1993, cf.
Article 22(1) and (2). The particular provisions of the Draft Takeover Directive
will be discussed below in connection with the discussion of the various subject
matters under Danish law.

On December 12, 1988, the EC-Council adopted a directive on the infor-
mation to be published when a major holding of shares of a listed com-
pany is acquired or disposed of.!”

The purpose of this directive is to create increased “transparency” in connection
with transfer of major stockholdings. Member states were obligated to take the
measures necessary for them to comply with the directive before January 1,
1991, see Article 17(1), of the directive.

There is another directive, or rather draft directive, which, if adopted,
would be of relevance in this context. The draft fifth company law direc-
tive on the structure and organization of public companies!8, inter alia,
deals with the right for companies to issue low-vote and no-vote shares.
Also, the Draft Fifth Directive would regulate the use of proxies.

17

18

Council Directive 88/627/EEC of December 12, 1988, hereinafter referred to as
the “Disclosure Directive”.

This directive has been on its way for several years but because of, among other
things, disagreement on the role of employees (Britain on one side and Continen-
tal European countries on the other), no directive has been adopted so far. The
draft dealt with here is the amended proposal submitted by the Commission to
the Council on August 19, 1983 (see O.J. No. C 240/2 of 9.9.1983) as amended
again in December 1990, cf. COM (90) 629 Final - SYN 3, Brussels, December
13, 1990, hereinafter referred to as the “‘Draft Fifth Directive”.
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The development at the EC-level discussed here has been accompanied
by changes in national laws affecting mergers and acquisitions in a num-
ber of European countries. For example, Great Britain and France have
relaxed their regulation of the financial markets. Other countries have
followed or should be expected to follow. Generally, the EC-Commission
has responded favorably to this deregulation at the national level. How-
ever, there is no doubt that the EC-Commission envisages that the national
deregulation will be replaced, at least to a certain extent, by EC regulation.

1.3. Preliminary observations. One of the characteristics of Danish regu-
lation within the corporate acquisition area is the role played by the Board
of the Copenhagen Stock Exchange. In addition to supervising the existing
rules, the Board has adopted, and from time to time changes, the prime
source of regulation, i.e. the Stock Exchange Rules of Ethics and the rules
on Information Obligations for Issuers of Listed Securities.

The fact that the Board itself issues and administers the rules, seen in
conjunction with the fact that the statutory framework leaves considerable
discretion with the Board in connection with the operation of the Stock
Exchange, gives the persons and companies dealing with or at the Stock
Exchange a legal position that is quite different from what would be the
case if a more detailed framework by means of statutes existed.

Another feature of the takeover regulation is the (indirect) penal system.

Before evaluating the implications of the choice of regulation made in
Denmark, it is useful to consider in what ways takeovers are regulated in
other jurisdictions.

2. The United States

In the United States, contested takeovers are regulated on the federal as
well as on the state level.

On the federal level issuance and distribution of securities are governed
by statutory provisions enacted by the federal government. In addition, the
Federal Securities and Exchange Commission, SEC, has issued a number
of regulations, forms and releases on the basis of authorizations given in
the federal legislation. SEC is the federal executive agency in charge of
monitoring the federal securities regulation and policing violations thereof.

The federal regulation of issuance and distribution of securities is primarily
found in the Securities Act of 1933 (15 U.S.C. §§77 a ff.) and the Securities Ex-
change Act of 1934 (15 US.C. §§ 78 ff.) as well as regulations issued by the
SEC pursuant to authorizations in the two Acts. The 1933-Act requires informa-
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tion to be filed with the SEC and disseminated to potential investors whenever a
public distribution of securities is being made by issuers or controlling persons
of issuers. The 1934-Act requires disclosure on a continuing basis with the pur-
pose of facilitating trading in the securities on the basis of current information.
In addition, the 1934-Act requires disclosure on the occasion of particular trans-
actions about which it is deemed appropriate to inform the investors. Two par-
ticular features of the legislation within this area should be emphasized: firstly,
as a general rule all securities must be registered with the SEC prior to sales to
the public, see the 1933-Act, § 5; secondly, quite elaborate disclosure obliga-
tions apply to sales or other dispositions of securities. Both the 1933-Act and the
1934-Act contain provisions dealing with insider trading, cf. in particular § 17 of
the 1933-Act and §§ 10(b) and 16 of the 1934-Act. Cf. also Rule 10 b-5, issued
by the SEC pursuant to § 10(b) of the 1934-Act. In addition to the above Acts, a
number of federal laws have been enacted, which deal with particular securities
transactions or securities issued by particular issuers, see for example the In-
vestment Company Act of 1940 (15 U.S.C. § 80 a-1 ff.). For a discussion of the
SEC’s role in connection with international corporate acquisitions, see Daniel
Goelzer, Robert Mills, Catharine Gresham & Ann H. Sullivan, The Role of The
U.S. Securities and Exchange Commission in Transnational Acquisitions, 22
The International Lawyer 615 (1988).

During the 1960’es, tender offers became more and more common, and in
1968 the federal legislature decided to add new provisions to the existing
rules in the Securities Exchange Act of 1934 with the purpose of, i.a.,
protecting the shareholders of the target company who at that point in time
very often had to decide whether to accept an offer for their shares under a
considerable time constraint and often on the basis of only limited
information.!® The amendment, known as the Williams Act, includes
provisions applicable to all share acquisitions as well as provisions which
apply to tender offers only.20

All the North American States have adopted so-called “Blue Sky Laws”,
i.e. state laws dealing with issuance and distribution of securities as well
as takeovers in that state.

The designation “Blue Sky Laws” originates from Kansas’ adoption of the first
law of this nature in 1911. The purpose of the law was to protect local farmers
against shrewd businessmen who would try to sell to the farmers securities,
which, in fact, were secured by little more than the blue sky. Nowadays the term
also comprises state laws with the purpose of avoiding abusive tactics in con-

19 See Section 13(d)-(e) and 14(d)-(f). The amendment of the Securities Exchange
Act of 1934, Pub. L. No. 90-439, 82 Stat. 454, has been codified as 15 U.S.C. §§
78 m (d)-(e), 78 n (d)-(f).

20 See VII.2. for a further discussion of this distinction.
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nection with contested takeovers. Apart from the state regulation of contested
takeovers, the securities regulation found in the state laws are less restrictive
than the federal securities laws.

The state statutes on takeovers are ordinarily found in each state’s corpo-
ration statute, which applies to companies incorporated in such state. In
addition, several state statutes dealing with, i.a., banks, investment com-
panies and insurance companies provide special regulation of takeovers
involving such businesses.

Moreover, the American stock exchanges, including the New York
Stock Exchange, have issued a number of rules pertaining to listing and
trading on the stock exchanges. The majority of the rules issued by the
stock exchanges are less restrictive than the federal legislation.

As the federal laws and rules are the most extensive and detailed, the
emphasis in this book will be on the federal regulation.

For a discussion of the Williams Act, see Thomas Lee Hazen, The Law of Secu-
rities Regulation p. 336 ff. and Robert Charles Clark, Corporate Law p. 546 ff.

3. Great Britain

The current British corporate statute, the Companies Act 1985, as
amended by the Companies Act 1989, only contains few provisions of im-
portance for contested takeovers.?2!

Most of the rules that are relevant for contested takeovers are found in
The City Code of Take-overs and Mergers (the “City Code”) and The
Rules Governing Substantial Acquisitions of Shares ("SAR”). Both these

21 British company law acknowledges public as well as private companies. While
public companies — known as public limited companies (plc) — must have an au-
thorized minimum allotted nominal capital of £ 50,000 and must have a mini-
mum of two directors, no minimum capital requirement applies to private com-
panies (where the limited liability is indicated with the word “limited” at the end
of the name). Moreover, private companies must only have one director. There
are a number of other distinctions between the public and the private company
that will not be addressed here. Since private companies cannot offer shares to
the public for subscription according to Section 81 of the Companies Act, the use
of the word “company” in the following is restricted to public companies.
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sets of rules have been issued and are administered by The Panel of Take-
overs and Mergers ("The Take-over Panel”)22,

The City Code contains 10 general principles that have the nature of standards
for good business practice, and 38 rules which partly serve to explain the con-
tents of the general principles and partly stipulate in detail the takeover proce-
dure. In the event that the use of the general principles and the use of the rules
would lead to different results, the general principles must be applied.

Former versions of the two sets of rules were issued by the Council for the Se-
curities Industry, which, however, was dissolved on March 31, 1986. Revised
versions of both sets of rules were published in January 1988, but since then
additional revisions have been made.

The Take-over Panel is headed by a chairman and a deputy chairman who are
appointed by the Governor of the Bank of England, who also appoints a further
non-representative member. In addition, membership of The Take-over Panel
comprises representatives of a variety of bodies that all have an interest in a
proper regulation of takeovers. The following bodies are represented on The
Take-over Panel: The Association of British Insurers, The Association of Invest-
ment Trust Companies, The British Merchant Banking and Securities Houses
Association, The Committee of London and Scottish Bankers, The Confedera-
tion of British Industry, The Financial Intermediaries, Managers and Brokers
Regulatory Association, The Institute of Chartered Accountants in England and
Wales, The International Stock Exchange, The Investment Management Regu-
latory Organization, The National Association of Pension Funds, The Securities
Association, and The Unit Trust Association, cf. the introduction to the City
Code, 2(a).

The Take-over Panel’s day-to-day operations are managed by its executive,
headed by the Director General, see the introduction to the City Code, 2(b).

Neither the City Code nor the SAR are statutes. Rather, they are rules vol-
untarily accepted and adopted by the business community. The powers
that have been vested in The Take-over Panel are based on a cooperation
and acceptance from the parties that constitute The City of London. Due to
this lack of statutory basis, the panel has only limited means by which to
sanction violations of the City Code and the SAR. However limited The
Take-over Panel’s possible sanctions may seem, they have proven quite
efficient. At various occasions where it was deemed necessary, the panel
has issued public statements or expressed criticism in connection with
takeover battles. The parties subject to criticism virtually always follow
the panel’s views.

22 For an exposition of the background for the creation of The Take-over Panel, see
Peter Frazer, The Regulation of Takeovers in Great Britain, in Knights, Raiders,
and Targets p. 436 ff.
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In this connection it should be noted that the Bank of England, The In-
ternational Stock Exchange and other British associations as well as gov-
ernmental authorities assist The Take-over Panel in policing the rules. One
of the means by which The International Stock Exchange may sanction
violations of e.g. the City Code is by delisting the shares of a company.
The extralegal sanctions include denial of the use of facilities of British
brokerage houses. This support that the panel receives from associations
and authorities is reflected in the introduction to the City Code where
under 1(c) it reads:

“The Code has not, and does not seek to have, the force of law. It has, however,
been acknowledged by both government and other regulatory authorities that
those who seek to take advantage of the facilities of the securities markets in the
United Kingdom should conduct themselves in matters relating to takeovers in
accordance with best business standard and so according to the Code.

Therefore, those who do not so conduct themselves may find that, by way of
sanction, the facilities of those markets are withheld.” .

If a party is in doubt about the interpretation or construction of the City
Code or the SAR, he may — and according to the Code he should — consult
the executive of The Take-over Panel in advance.

The Code encourages both principals and their advisors to make full use of this
service. It is even stated that taking legal or other professional advice on the in-
terpretation or application of the Code is not an appropriate alternative to obtain-
ing a view or ruling from the executive.23

A party that does not agree to the ruling or statement made by the execu-
tive may ask for the matter to be reviewed by the panel.2 In practice, this
is very rarely seen. If the executive of The Take-over Panel deems that a
matter is particularly unusual, important or difficult, he may refer such
matter to the panel for decision without giving a ruling.2 In special cases
where the panel e.g. finds a breach of the Code and proposes to take dis-
ciplinary action, or where it is alleged that the panel has acted outside its
jurisdiction, the matter may be appealed to a special Appeal Committee.26
Recently it was established that rulings by The Take-over Panel are
subject to review by the courts, cf. R. v. Panel on Take-overs and mergers,

23 The introduction to the City Code, 3(b).

24 The introduction to the City Code, 3(c).

25 See the introduction to the City Code, 3(b).

26 See the introduction to the City Code, 3(f). The Take-over Panel’s day-to-day op-
erations are described by Peter Frazer, The Regulation of Take-overs in Great
Britain, in Knights, Raiders, and Targets p. 436 ff. at 438 ff.
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Ex Parte, Datafin plc.?’ However, the courts have taken the stand that,
unless the position of the panel is clearly wrong or unfair, the courts will
not intervene in concrete matters that are before the panel. Ordinarily, the
role to be played by the courts will be limited to a subsequent review of
the panel’s rulings in order to avoid repetition of doubtful or wrong deci-
sions. Moreover, the courts will review disciplinary sanctions imposed by
the panel.

In short, the courts generally prefer to cooperate with The Take-over
Panel rather than intervening in matters pending before the panel.

In R.v. Panel on Take-overs and mergers, Ex Parte, Datafin plc, the court of ap-
peal, inter alia, stated?®: “I should expect the court to allow contemporary deci-
sions to take their course, considering the complaint and intervening, if at all,
later and in retrospect by declaratory orders which would enable the panel not to
repeat any error and would relieve individuals of the disciplinary consequences
of any erroneous finding of breach of the rules. This would provide a workable
and valuable partnership between the courts and the panel in the public interest

”»

Generally, the British regime governing takeovers is considered to operate
smoothly and satisfactorily.2?

As is the case in Denmark, Great Britain only has one stock exchange,
The International Stock Exchange.3? The International Stock Exchange
has issued what is known as the “Yellow Book”, officially referred to as
the “Admission of Securities to Listing”. The Yellow Book contains rules
for listing of shares as well as trade on the Exchange. With respect to the
takeover process itself, the Yellow Book chiefly implements the City
Code and the SAR by reference.

The principles laid down in and the background for the City Code and the SAR
are described by M.A. Weinberg, M.V. Blank and A.L. Greystoke, On Take-
overs and Mergers. See also Sir Alexander Johnston, The City Take-over Code.

27 (1987) 2 W.L.R. 699 (C.A.).

28 (1987)2 W.L.R. 699 at 718 (C.A.).

29 See, for example, Peter Frazer, The Regulation of Takeovers in Great Britain, in
Knights, Raiders, and Targets p. 436 ff. at 440. For a criticism of the use of non-
statutory rather than statutory regulation, see Robert Falkner, Non-statutory
Takeover Panel: Advantage or Anachronism?, International Financial Law Re-
view, p. 15 ff. (February 1990).

30 However, The International Stock Exchange has a number of departments at dif-
ferent locations in Great Britain.
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4. France

The French Companies Act ("Loi sur les Sociétés Commerciales”)3! con-
tains various provisions of relevance for contested takeovers, but by far the
most detailed and elaborate regulation is found in rules issued by au-
thorities and other bodies that also monitor the observance of such rules.

In 1967, the Commission des Opérations de Bourse (COB) was estab-
lished, in part inspired by the American SEC.32 The COB is an adminis-
trative authority that has as one of its tasks to monitor and control that
shareholders and the public receive correct, relevant and sufficient infor-
mation regarding securities and security transactions.?> The COB must
also ensure that the French stock exchanges are operating satisfactorily34,
and to this end it has issued rules regarding the stock exchanges. More-
over, the COB supervises the stockbrokers and has powers to issue rules
pertaining to corporate acquisitions.35 Of special interest in this connection
are the rules on public offers and acquisitions of controlling holdings of
shares ("Reglement No. 89-03 de la Commission des Opérations de Bourse
relatif aux offres publiques et aux acquisitions de blocs de controle”)3S.

In contrast to its model, the SEC, the COB has a more limited field of
responsibility and — until 1989 — had very limited powers. The latter fact
was changed as a result of an Act adopted on August 2, 198937, after the
occurrence of a couple of financial scandals which gave rise to concerns
regarding investor protection. In addition to containing provisions on dis-

31 Act No. 66-537 of July 24, 1966, as amended on companies ("Sociétés”). The
Act has been supplemented by various decrees and ordinances. By far the major-
ity of listed companies in France are “sociétés anonymes” (abbreviated as S.A.).
For this reason the following comments will be limited to sociétés anonymes that
have features which correspond to those of the Danish “aktieselskaber”.

32 See Ordinance 67-833 of September 28, 1967, as amended (" 1967-Ordinance”).

33 Article 3 the 1967-Ordinance.

34 Article 1 of the 1967-Ordinance

35 1967-Ordinance, Article 4-1.

36 The rules — hereinafter referred to as the “COB-rules” — have been confirmed by
Arreté of September 28, 1989.

37 Act No. 89-531 of August 2, 1989 on protection and transparency in the financial
market ("sur la securité et la transparence du marché financier”) (hereinafter “the
1989-Act”). The 1989-Act changed the provisions of a number of laws and
ordinances, including the 1967-ordinance.
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closure of share transactions and on takeover offers, the 1989-Act thus
strengthened the structure and boosted the powers of the COB.38

The COB has powers to impose on a listed company the obligation to
provide additional or correcting information to the public to ensure a
complete and fair picture of the company.3® To further enforce the body of
regulations monitored by the COB it may, inter alia, initiate and conduct
investigations. Also, the COB may, with the assistance of the courts, issue
injunctive relief or seize property of violators. The powers of the COB
also include the right to fine violators with up to 10 million francs or 10
times the profits made.*?

The so-called “Stock Exchange Council” ("Conseil des bourses de
valeurs”)*! monitors that transactions regarding listed securites take place
in accordance with the relevant rules. The Stock Exchange Council has
authority to approve the proposed payment in connection with public of-
fers.#2 Moreover, the Stock Exchange Council has powers to suspend
trading of securities, powers which the Council has delegated to the

38 See Chapter 1 of the 1989-Act on these changes regarding the COB. The
strengthening of the COB’s structure included an increase of the number of mem-
bers from 5 to 8 and a change of the right to nominate members to the COB so
that not only government representatives but also representatives from various
other sectors may have an influence on the COB, cf. Article 1.

39 1967-Ordinance, Article 3.

40 See Articles 2 to 11 of the 1989-Act (changing the 1967-Ordinance). The COB
also cooperates with the public prosecutor in cases where criminal sanctions are
involved.

41 The Stock Exchange Council is an independent body, composed of 13 members,
of which 10 are appointed by stockbrokers, one is appointed by the listed com-
panies, one is appointed by employees of the stockbrokers and the association of
stockbrokers, while the last member is appointed by the Ministry of Economy, cf.
Article 5 of Act No. 88-70 of January 22, 1988 (the “1988-Act”). The 1988-Act
is the statutory basis on which the Stock Exchange Council rests. By the 1988-
Act the Council of Brokers ("Chambre syndicale des agents de change”), was
replaced by Conseil des bourses de valeurs as a part of the reorganization of the
stockbroker business.

42 The decisions by the Stock Exchange Council may be appealed to the Paris Court
of Appeals with the exception that certain questions, including disciplinary is-
sues, must be appealed to an administrative authority, cf. the 1988-Act, Article
5(5) and Decree 88-603 of May 7, 1988, Article 2 ff.
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Stockbroker Association (”Société des Bourses Francaises”), which is re-
sponsible for the day-to-day management of the stock exchanges.*3

Pursuant to authority granted in the 1988-Act, the Stock Exchange
Council has issued the so-called “Reéglement général du Conseil des
bourses de valeurs”, which contains provisions governing takeovers.*4

The Ministry of Finance is charged with coordinating the regulation of
contested takeovers and ensuring that the exchange and merger control
regulation is complied with. Representatives of the Ministry of Finance,
the COB and the Stock Exchange Council meet and discuss questions
pertaining to takeovers within the framework of the so-called “Takeover
Supervisory Board” ("Committée de Surveillance des Offres Publics
d’Achats”).

The French regulation of takeover offers is, inter alia, discussed by Didier Mar-
tin & Christian Persiaux in their article La Loi du 2 Aout 1989 sur la Sécurité et
la Transparance du Marché Financier, Option Finance, No. 83, p. 29 ff., Octo-
ber 9, 1989. See also Jean-Pierre Bertrel, La Reforme des OPA/OPE, Gazette du
Palais, February 28 — March 1, 1990, p. 7 ff., and Alice Pezard, La Nouvelle Ré-
glementation Francaise des Offres Publiques d’Achat, La Revue Banque, No.
507, p. 675 ff., July — August 1990.

5. The Federal Republic of Germany

The chief source of takeover regulation in The Federal Republic of Ger-
many is found in the “Guidelines on Voluntary Public Purchase Offers and
Offers for Exchange” ("Leitsdtze fiir offentliche freiwillige Kauf- und
Umtauschangebote bzw. Aufforderungen zur Abgabe derartiger Angebote
in amtlich notierten oder im geregelten Freiverkehr gehandelten Aktien
bzw. Erwebsrechten”). These rules were issued in 1979 by the Exchange
Experts Commission.*> The rules are voluntary and are not issued pur-
suant to any statute.

43 Société des Bourses Frangaises replaces the former Stockbroker Association,
Compagnie des Agents d’echange, as a consequence of the 1988-Act.

44 In the following, this set of rules will be referred to as “the General Rules”. On
September 28, 1989, the Stock Exchange Council, among other things, added to
the General Rules new provisions regarding mandatory offers, see Article 5-3-1
ff.

45 Borsensachverstindigen-Kommission beim Bundesfinanzministerium. The rules
have been published in BMF-Nachrichten 6/1979 p. 1 ff.
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Unlike e.g. the United States there is no central agency which is con-
cerned with creating a “level playing field” for investors.

While the German Stock Corporation Act ("Aktiengesetz”)* contains
provisions that affect the making of contested acquisitions as well as de-
fensive steps, it does not attempt to regulate the takeover process.

The Federal Republic of Germany has 8 stock exchanges, of which
those in Frankfurt and Diisseldorf are the largest. Although the stock ex-
changes have issued rules pertaining to, inter alia, trading on the ex-
changes, we will have to look at the guidelines mentioned above with re-
spect to regulation of takeovers.

The German regulation of contested acquisitions is discussed by Dr. Christoph
E. Hauschka & Thomas Roth, in their article, Ubernahmeangebote und deren
Abwehr im deutschen Recht, Die Aktiengesellschaft, 7/1988, p. 181 ff. See also
Peter Hommelhoff & Detlef Kleindiek, Takeover-Richtlinie und Europdisches
Konzernrecht, Die Aktiengesellschaft 3/1990, p. 106 ff. and Marcus Lutter &
Henning W. Wahlers, Der Buyout: Amerikanischer Falle und die Regeln des
deutschen Rechts, Die Aktiengesellschaft 1/1989, p. 1 ff.

6. The Netherlands

Although the Dutch Civil Code ("Burgerlijk Wetboek™) does contain pro-
visions that pertain to takeovers, the prime source of takeover regulation is
found in a set of rules known as the “Merger Rules” (“Fusiegedrag-
regels”).4” The Merger Rules were issued in 1975 by the so-called “Social
Economic Council” (”Sociaal Economische Raad”)*® and have subse-
quently been amended several times.

46 Dated September 6, 1965, as amended, Federal Gazette III 4121-1.

47 Incorporation under Dutch law may take the form of a so-called “naamloze ven-
nootschap”, abbreviated as N.V., and corresponding to what is known under
Danish law as an “aktieselskab”, or in the form of a so-called “besloten ven-
nootschap”, abbreviated as B.V., which is the equivalent of the Danish
“anpartsselskab”. Since the shares of a B.V. cannot be listed, the following com-
ments are limited to N.V.s.

48 A body consisting of 45 members, of which one-third represent the employers,
one-third labor unions, while the remaining members are independent experts,
appointed by the government. The Social Economic Council plays an important
role in the legislative procedure in Holland. The council, inter alia, participates in
the preparation of new laws and issues recommendations and comments in
connection with questions regarding industry and trade as well as economics. In
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In spite of their name, the Merger Rules are not limited to mergers but
include acquisitions of shares (aandelenfusie”).

The Merger Rules are of non-statutory nature. Nevertheless, the so-
called “Merger Commission” ("Commisie voor Fusieaangelegenheden™)*?,
a body established by the Social Economic Council for the purpose of
policing the Merger Rules, has certain means by which to “sanction”
violations.

The Merger Commission may thus take the initiative to publicize any
failure to observe the Merger Rules.’? In addition, the commission may
publicly criticize a company with the consequence that members of the
Amsterdam Stock Exchange will refuse to cooperate with that company.>!
As a practical matter, the Merger Commission will attempt to police the
observance of the Merger Rules by initiating negotiations with the party or
parties involved, perhaps accompanied by public statements regarding the
commission’s interpretation of the rules. Only if such steps do not lead to
a satisfactory result, will the commission use its sanctions.5?

Holland’s sole stock exchange, the Amsterdam Stock Exchange, an in-
dependent entity under the supervision of the Ministry of Finance pursuant
to the Stock Exchange Act>3 has adopted two sets of rules regarding the
listing and trading of securities on the Stock Exchange.54

The Merger Rules and the role played by the Merger Commission are described
and discussed by P. Sanders and W. Westbroek, BV and NV, Het nieuwe on-

addition, the council has been charged with certain supervisory functions under
laws pertaining to special lines of business.

49 The Merger Commission is composed of twelve members, of which four are
appointed by labor unions, three by employers associations, one by the Amster-
dam Stock Exchange, while the remaining four are independent persons, ap-
pointed by the Social Economic Council, cf. Article 25 of the Merger Rules.

50 In the Merger Rules, the term “openbare kennisgeving”, i.e. public statement is
used, cf. Article 32.

51 Article 32 of the Merger Rules uses the term “openbare berisping”, which could
be translated as “public criticism” or “public sanction”.

52 1t is the prevailing view that a violation of the Merger Rules may give rise to a
claim for damages although the question has not been decided by the courts, cf.
Steven R. Schuet and others, Dutch Business Law p. 208.

53 See the so-called “Beurswet” 1914,

54 See the Stock Exchange Rules ("Fondsen Reglement (Manual), Reglement voor
de Notering and Reglement voor de Effectenhandel”). Even the constitution of
the Amsterdam Stock Exchange contains provisions pertaining to listing and
trading of securities on the Stock Exchange.
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dernemingsrecht p. 419 ff. and by P. van Schilfgrade, Van de BV en de NV p.
273 ff.

7. Switzerland

Until recently, no regulation existed in Switzerland dealing with
takeovers. In 1989, as a response to plans about legislation regarding
takeovers, the Association of Swiss Stock Exchanges adopted a Swiss
Take-Over Code (”Schweizerischer Ubemahme-Kodeks, Code Suisse des
Offres Publiques d’Achat (OPA)”), which came into force on September
1, 1989.

Although of an extra-legal nature, the Swiss takeover code is aimed at
all public offers relating to the acquisition of shares of Swiss public com-
panies traded on the Swiss stock exchanges.’> The Commission for Regu-
lation of the Association of Swiss Exchanges is charged with monitoring
the compliance with the Code and may take “all appropriate steps to en-
sure fulfilment of the Code”.56 It may in this connection publish observa-
tions, recommendations, and decisions.

In order to further implement the Code, the Commission will issue rules
of procedure, particularly for the purpose of hearing the views of the ac-
quiror and the target-company.3’

Proceedings before the Commission are expected to “be simple” and
“take into account the short period within which decisions will be
taken”.58 The Commission’s decisions shall, in principle, be taken by a
sub-committee of 3 members, however, an acquiror or a target-company
may request that a recommendation or decision taken by the sub-commit-
tee be submitted to the full Commission.5?

The new Swiss Take-Over Code is briefly explained by Nedim Peter Vogt in
International Financial Law Review, p. 46 (December 1989). For further details,
see Christian J. Meier-Schatz, Rechtliche Betrachtungen zu neueren Entwick-
lungen in der schweizerischen “Takeover-Szene”, Schweizerische Juristen-
Zeitung 4/1991, p. 57 ff. For a discussion of Swiss takeover law in general, see
Rudolf Tschéni, Unternehmensiibernahmen nach Schweizer Recht and Rolf
Watter, Unternehmensiibernahmen.

55 See Article 2 of the Code.

56 See Article 9 of the Code.

57 See Rule 10 of the Code.

58  See Article 10.1, Section 2, of the Code.
59 See Articles 10.1 and 10.2 of the Code.
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8. Sweden

There is no statutory takeover regulation in Sweden, although the Swedish
Companies Act ("Aktiebolagslagen”) contains certain provisions that have
an impact on corporate acquisitions.

In 1971, the Stock Exchange Committee of the Swedish Business Soci-
ety ("Niringslivets Borskommitté*), which is a non-statutory body having
as its members, inter alia, the Stockholm Chamber of Commerce and the
Swedish Association of Industries, adopted a set of recommendations
regarding, among other things, public offers for shares.

In June, 1988, a new set of recommendations was adopted by the
Committee, referred to as the “Recommendation regarding Public Offers
for Shares (1988)” ("Rekommandation rorande offentligt erbjudande om
aktieforvarv”).

As the designation suggests, the rules are entirely voluntary and merely
a recommendation by the committee. Since the members of the committee
represent substantial interests in Swedish business, it is likely that the
recommendations, despite their nature, will have a significant influence on
corporate acquisitions.

Sweden has one stock exchange, the Stockholm Stock Exchange, and, in
addition, quite a large over-the-counter market. The rules issued by the
organized markets for shares are of lesser importance for our purposes and
will not be dealt with here.

The Recommendation regarding Public Offers for Shares (1988) may be found
in the publication “Borsregler, handlingsregler for bors och OTC”, Hagglof &
Ponsbach Fondskommission AB, Juristforlaget, Stockholm (3rd edition, 1988) p.
201 ff. An earlier version of the Recommendation (from 1971) is discussed by
Jan Sandstrom in his article Take-over Bids in Stock Exchange Law and Corpo-
ration Law, Report from a Symposium in Lund, February 27, 1984 (Carl Martin
Roos, ed.), at p. 39 ff. In February, 1991, an addendum was made to the
Recommendation regarding management buy-outs, effective April 1, 1991. The
aforementioned Stock Exchange Committee has also issued a Recommendation
on disclosure obligations in connection with acquisitions and dispositions of
major holdings of shares (issued in 1984 and amended in February, 1991).

9. Danish law - revisited

9.1 Introduction. When comparing Danish regulation of takeovers with
the regulation of other countries, a somewhat varied picture emerges.
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The two countries that have known contested acquisitions for the
longest time, the United States and Great Britain, have each quite exten-
sive rules pertaining to corporate acquisitions. The United States’ regula-
tion of takeovers is chiefly found in statutory federal law and state law. In
Great Britain, on the other hand, the prime source of regulation is the City
Code and the SAR, i.e. voluntary rules. Among the other countries dis-
cussed, most have chosen to regulate by non-statutory means.

Statutory regulation gives rise to few problems in terms of determining
the nature of the regulation. Therefore, we will focus on the use of non-
statutory regulation. We have seen two types of non-statutory regulation.
One type, known from e.g. Great Britain, Switzerland, and Sweden, are
sets of non-statutory rules in the “purest” sense; they have been adopted
by private bodies that are not established pursuant to a statute or according
to rules promulgated pursuant to a statute. These rules are extra-legal.

The other concept includes rules that are not statutes but are issued by
bodies established pursuant to statutes or rules promulgated thereunder.
The Danish takeover regulation found in the rules issued by the Board of
the Copenhagen Stock Exchange belongs to this category.

The question we want to focus on now is how we should qualify legally
this hybrid between statutory and extra-legal regulation.

In the report that created the basis for the reform of the Copenhagen
Stock Exchange in 1986 (dated October, 1985, prepared by a committee
appointed by the Ministry of Industry), the question of the means of regu-
lation is briefly discussed (p. 64-65). After stating (p. 64) that violation of
the (then) existing ethical rules cannot lead to sanctions “in a legal sense”,
the report recommends that the Rules of Ethics of the Stock Exchange
should, as a main rule, not be set forth in statutes. The reason for this is,
according to the report, that “the usual procedures under administrative
law as well as the requirements of intent or negligence, proof, penalties,
etc., would then apply” (p. 65).

In the report (p. 65) the committee further recommends that the Board of the
Stock Exchange and the Ministry of Industry review the (then) existing ethical
rules for the purpose of evaluating the need for sanctions. According to the re-
port, such sanctions ought to be transformed into or repeated in a Ministerial Or-
der.

Not all share the view referred to in the text above. In a report prepared by a
committee appointed by the Danish Association of Financial Analysts ("Den
Danske Finansanalytikerforening™) on the legal position of minority sharehold-
ers (1989) the committee proposes that a number of aspects of takeovers be

129



VL. Sources of takeover regulation

regulated by “real statutory provisions” ("egentlige lovregler”) (p. 40). However,
the report does not clearly explain why this ought to be so.

The statement in the 1985-report quoted above suggests two implications
of using statutes rather than non-statutory regulation: first, that statutes
are, but non-statutory regulation is not, governed by the “usual procedures
under administrative law”; second, that the operation of the penal system
depends on whether statutory regulation is applied or not.

These two issues constitute a useful starting point for analyzing the na-
ture of Danish takeover regulation and we will, therefore, give them some
further thought.

9.2 Public and private law. The statement in the 1985-report is confusing
in that it presupposes that a clear distinction exists between the implica-
tions of using statutory rather than non-statutory regulation. In doing so,
the report disregards the development in Danish jurisprudence affecting
the frontiers between public (“offentlig”) and private (privat”) law. The
views expressed in the quotation above are thus excessively formalistic.

It is not possible to maintain a clear distinction of where private law
ends and public law begins, and vice versa.

The following example may illustrate this point.

The law of obligations (“obligationsretten”) is part of what is labelled
“private law”, Its focus is the regulation of the legal relationship between
contracting parties.

As a point of departure, the law of obligations allows parties the
“freedom” to enter into the contracts they wish (“aftalefrihed”).90 A con-
tract which has come legally into existence is binding upon the parties to
it.

A party bound by an agreement cannot normally be freed from his obli-
gations even though the motive for the other party to the contract to pursue
his rights under the agreement is less laudable or perhaps even bad.

However, in Danish jurisprudence and case law, a mala fide-doctrine
(chikane”-regel) has developed. Although a party has been granted cer-
tain rights pursuant to an agreement, he may, according to this doctrine, be
barred from exercising his rights if he has no bona fide reason to do so and
the exercise of the right would cause harm to the other party.

60 The freedom of parties to contract as they may wish is discussed by Gomard,
Almindelig kontraktsret p. 18 f., Henry Ussing, Aftaler p. 186 f. and Stig Jgr-
gensen, Kontraktsret, Vol. I, p. 25 ff.
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This theory was developed by N.P. Madsen-Mygdal in Festskrift til Henry Uss-

: ing (1951) p. 348 ff. See also the court decision by the Danish Supreme Court
Jensen v. Gulf Oil A/S (U 1981.300, Sup. Ct.) and the reflections regarding this
case by Mogens Munch in Ugeskrift for Retsvasen 1981.B.298 ff.

The mala fide-doctrine is interesting because it has many features in com-
mon with the misuse of power-doctrine ("magtfordrejningsl@ren”), one of
the important doctrines in Danish administrative law. (Madsen-Mygdal’s
article referred to above is thus called “Problems of Misuse of Power in
Private Law” ("Magtfordrejningsproblemer i Civilretten”). It seems fair to
say that this is an example of how principles of public law may have an
area of application that goes beyond the public law area.

The point made here is further illustrated by the fact that certain activi-
ties by private parties are subject to standards that to some extent remind
us of the standards which public authorities must adhere to. For example,
the Act on Banks and Savings Banks ("Lov om banker og sparekasser
m.v.”) stipulates in § 1, Subsection 6, that banks and savings banks must
operate in accordance with “honest business practice” and “good banking
practice”. Although these concepts are very general and vague, they prob-
ably embody notions of misuse of power and equality.

For a discussion of the demarcation between private and public law, see Go-
mard, Introduktion til Obligationsretten p. 7 ff.

The above is not intended to mean that it is not useful to use definitions
such as “public law” and “private law” as tools of analysis or that we can-
not define the meaning of the word “public authority” the way it should be
understood in the context of e.g. the Act on Public Administration
("Forvaltningsloven™), the Act on Publicity ("Offentlighedsloven”) or the
Act on the Ombudsman ("Ombudsmandsloven”).

The point is that when we want to examine certain features of the
Copenhagen Stock Exchange we should focus on the particular functions
of the Exchange rather than initiating our analysis by attempting to label
the Exchange as “public” or “private”.

The principal question in our analysis is what role legislature intended
the Copenhagen Stock Exchange to play and what standards it wanted the
Stock Exchange to adhere to.

9.3. The functions of the Copenhagen Stock Exchange. The functions
of the Copenhagen Stock Exchange that we want to discuss can be divided
into two categories. The first category may be designated as ‘“rule-
making”, i.e. the preparation and issuance of general rules aimed at regu-
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lating the behavior of the participants in the activities conducted at the
Stock Exchange. The second category includes decisions made to ensure
compliance with the rules issued by the Exchange.

9.3.1. Rule-making. The Stock Exchange Rules of Ethics and the Rules
on Information Obligations are issued in the Exchange’s capacity as rule-
maker.

The question we want to focus on here is if, and if so to whom, these
rules are binding in the sense that violators would face sanctions (not nec-
essarily penalties) of some kind.

For the purpose of our inquiry we will first consider the authority
("hjemmel”) for and thus the validity (’gyldighed”) of the rules. Second,
we will focus on their contents, and, third, the means of enforcing them set
forth in the Stock Exchange Act.

§ 12 of the Stock Exchange Act authorizes the Board of the Copenhagen
Stock Exchange to issue the two sets of rules dealt with here and thus to
regulate in detail within the framework of the statute. By granting this
authority to the Board of the Copenhagen Stock Exchange, the Act thus
vests the rule-making power that legislature has in the Board.

When acting in its capacity as a rule-maker, the Board of the Copen-
hagen Stock Exchange plays the same role as any public body that has
been granted the authority to lay down detailed regulation pertaining to a
specific area.

The rules discussed here are of a general nature, addressed to citizens
and seeking to regulate their behavior.

Provided that such general rules fall within the boundaries of the au-
thority pursuant to which they were issued and provided that the contents
of the rules have been publicized®!, they should ordinarily be considered
valid.

§ 12 of the Stock Exchange Act is worded broadly, and the language of
the Stock Exchange Rules of Ethics and the Rules on Information Obliga-
tions probably falls within the boundaries set forth in § 12.62

Moreover, although the rules are not published in the Danish Law
Gazette ("Lovtidende™), they are communicated to all interested parties

61 See Jon Andersen, Forvaltningsret p. 20 f. and Claus Haagen Jensen in For-
valtningsret, almindelige emner p. 135.

62 This does not mean to say that the practice by the Board of the Stock Exchange
in connection with the rules necessarily always falls within the purposes which
the Stock Exchange Act seeks to further.
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through the mass media and, likewise, changes of the rules are communi-
cated via press releases etc.
Altogether, we may assume that the rules discussed here are valid.

The authority for public authorities to issue orders is discussed in detail by Mo-
gens Moe, Juristen & @konomen 1981, p. 228 ff.

The next question is if the Board of the Stock Exchange has exercised the
powers conferred on it by the Act to issue rules that seek to bind the citi-
zens. The focus is, in other words, on the contents of the rules.

Perhaps some commentators would argue that, at least, the Rules of
Ethics merely constitute a recommendation and do not attempt to impose
on citizens any obligations or restrictions. The very term, “Rules of
Ethics”, suggests that this point may have some merits. On the other hand,
however, the language used in the rules themselves leaves little doubt that
the rules do not merely seek to make recommendations.

See, for example, the words in Rule 3.1.1. ... “are under an obligation to ensure
...” and 3.1.2. ..."it is the responsibility of ... to ensure ..”. Also, Rule 4.2 uses the
word “must” when describing the obligation of the transferor of a controlling
shareholding to inform the acquiror of his duties pursuant to the rule.

It should be noted that these are only examples and that throughout the
entire set of rules terms are used which clearly reflect the intent on the part
of the Copenhagen Stock Exchange to regulate and not just to recommend.

But what if the rules issued by the Board of the Stock Exchange are vio-
lated? Natural persons or legal entities are only bound by the rules if fail-
ure to follow these can be sanctioned in some fashion.

Both issuers and stockbroker companies may be ordered by the Finance
Inspectorate to follow the rules discussed here. If they do not comply with
such order, they may be fined. In addition, issuers may experience that the
listing of their shares is suspended or discontinued, cf. 1.1. above. It is,
therefore, fair to conclude that the Rules of Ethics and the Rules on
Information Obligations are binding upon issuers and stockbroker com-
panies.

Since no sanctions are provided for in the Act aimed at violations made
by others, the rules are not legally binding on natural persons or entities
that do not belong to either of the two categories mentioned. It follows
from this that e.g. acquirors of shares are bound by no particular body of
regulation.

However, one may raise the question if acquirors could be viewed as
having a duty to adhere to the rules based on a contractual relationship.
Could we view the rules as terms of a standard contract which anybody
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participating in the activities at the Stock Exchange could be said to
submit to, simply by making use of the services and facilities provided by
the Exchange? It is frequently seen that contracts are entered into without
being signed by both parties but simply because the parties act in a way
which shows that a consensus exists between the parties to the effect that
the terms of the contract are to govern their relationship.

Under Danish law, a party may bind himself even though he does not explicitly
accept the terms of a contract if his acts (and sometimes his passiveness) can be
construed as an acceptance of the terms of the contract, see Gomard, Almindelig
kontraktsret p. 58 ff. and Ussing, Aftaler p. 393 ff.

Stating that anybody who purchases shares of a listed company by doing
so submits himself to the rules issued by the Board of the Stock Exchange
would be to stretch the concept of being bound by one’s acts very far,
however. Of those buying shares some have probably no knowledge of the
rules and even fewer are familiar with their contents. The Stock Exchange
is not a marketplace where those buying and selling meet in person to ex-
change their goods and have the opportunity to become acquainted with
rules aiming at regulating their trading.

We do not have a basis for concluding that acquirors are legally bound
by the rules at focus here.

The prime sources of motivation for them are the ethical or moral sanc-
tions attaching to violations. The publicizing of the failure to follow the
rules is likely to be considered embarrassing by many companies.

The notion of moral norms and moral sanctions, and the motivating effects such
sanctions may have, is further discussed by Alf Ross in Skyld, Ansvar og Straf p.
165 ff.

9.3.2. Decision-making. The second category of the functions of the
Copenhagen Stock Exchange encompasses specific decisions made to
ensure compliance with the above mentioned rules.%3

The threshold question here is whether such decisions should be viewed
as merely of guidance with no binding effect, or if they should be consid-
ered as binding and thus imposing on private parties restrictions in their
freedom (financially or otherwise) to act.

63 Decisions by the Board of the Stock Exchange made pursuant to the Stock Ex-
change Act regarding other matters, such as, e.g., the listing of shares (see
Chapter 4 of the Act) are not dealt with here.
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The Stock Exchange provides facilities and renders services which cre-
ate an organized, public market for shares of companies. Provided that the
listing requirements are met, any company can be listed at the Exchange.
Likewise, anybody may invest in the securities traded on the Exchange,
provided, of course, that the various requirements regarding trading are
observed. The Stock Exchange is thus public in the sense that the public
has access to the facilities and services of the Exchange.

Chapter 1 of the Stock Exchange Act states the purposes of the Stock
Exchange, while Chapters 2 and 3 contain provisions regarding the orga-
nization of the Exchange as well as the conduct of its operations.

The Board of the Copenhagen Stock Exchange and its acts and decisions
are part of the regime created by statute. An important part of the Board’s
function is to be a “watchdog”. The Board must thus seek to ensure obser-
vance of the body of regulation created by the Act, the ministerial orders
and the rules issued by the Board itself.

Altogether, the system set forth in the Stock Exchange Act could seem
to reflect an intent on the part of legislature to make the Board of the
Copenhagen Stock Exchange an instrument of the government.

However, legislature did not empower the Board of the Stock Exchange
to issue sanctions, should its decisions not be followed. The Finance In-
spectorate may order an issuer or a stockbroker company to comply with a
decision by the Board, and in the event that the violator fails to follow
such order he may be fined. But in such case it is the order of the Inspec-
torate — and not the decision by the Board of the Stock Exchange — that is
binding.

Against this background, my conclusion is that the decisions by the
Board of the Stock Exchange are not legally binding.

An analysis of the extent to which the Copenhagen Stock Exchange could be
considered a public authority in the various contexts this term is used falls out-
side the scope of this book.

For a general discussion of the definition of public authorities, see Poul An-
dersen, Dansk Forvaltningsret p. 61 ff., Lis Sejr in Forvaltningsret, almindelige
emner p. 60 ff., Asbjgm Jensen et al., Forvalmingsloven p. 28 ff. and Karsten
Loiborg in Juridisk grundbog, Vol. 4, Forvaltningen, p. 37 ff.

The Danish Central Bank ("Danmarks Nationalbank’) which could be said to
resemble, at least to a certain extent, the Copenhagen Stock Exchange, is for
many purposes considered to be a public authority, see, e.g. Poul Andersen,
Dansk Forvaltningsret p. 69 and Bent Christensen, Nationalbanken og Forvalt-
ningsret p. 15 ff. and Karsten Loiborg in Juridisk grundbog, Vol. 4, Forvaltnin-
gen, p. 39. The Danish National Radio ("Danmarks Radio”) is also considered a
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public authority in many regards, see e.g. Asbjgm Jensen et al., Forvalt-
ningsloven p. 28.

For a discussion of the similar issue in connection with the Danish Securities
Center ("Vardipapircentralen”), see Christen Boye Jacobsen, Lov om en verdi-
papircentral p. 31.

A discussion of the legal status of the Stockholm Stock Exchange may be
found in an article by Mats Tjernberg in Svensk Jurist Tidning 1/1991, p. 40 ff.

9.3.3. Some further aspects. Considering that the rule-making function
by the Board of the Stock Exchange is, at least in some respects, of a
binding nature, the question is how the general principles of administrative
law should be applied to such function.

A number of notions are found in Danish administrative law which serve to
protect the citizens. In addition to various formal rules, the aforementioned prin-
ciple of misuse of power and the principle of equal treatment are examples of
substantive rules that aim at protecting citizens. The notion of equal treatment is
discussed by Bent Christensen, Forvaltningsret, Hiemmelsspprgsmdl p. 107 ff.
and Poul Andersen, Dansk Forvaltningsret p. 426 ff.

The activities conducted by the Board of the Stock Exchange differ from
the activities by typical public authorities (such as, e.g., governmental
agencies under a Ministry). The fact that the Stock Exchange is a market
place where shares are traded entails that the Board of the Stock Exchange
will have to consider, for example, the impact that a rule adopted by the
Board would have on the willingness of investors to enter the market. Our
concern is if the principles of administrative law leave sufficient flexibility
with the Board.

We need not be too concerned about this, however. Administrative law
creates a framework within which bodies that are authorized to issue rules,
make acts or render decisions which are binding upon the citizens must
discharge their duties, but the framework is not so rigid that all the exer-
cise of authority must be carried out in a uniform fashion by all bodies.

Rather, when determining the legal criteria that a body should follow,
the paramount standard is the purpose of the regulation administered by
that body.%4

64 See Bent Christensen, Forvalmingsret, Hjemmelsspprgsmdl p. 91 ff. See also
Bent Christensen, Nationalbanken og Forvaltningsret p. 76 ff. regarding the
criteria of relevance for the Danish Central Bank when exercising its rights to
regulate the provision of funds.
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According to § 10 of the Stock Exchange Act, the Board of the Ex-
change must see to it that the operations of the Exchange are conducted in
an expedient and appropriate manner. § 11 of the Act adds that the Ex-
change must aim at having the trade and quotation conducted in a manner
which ensures that the trade and the pricing at the Exchange are performed
in a fair and “transparent” fashion, providing, within the framework of the
law, an equal treatment of all those involved.

This does not entail that the principles of administrative law are not
applicable, but rather that the Board of the Copenhagen Stock Exchange,
when administering the rules, has been granted a flexibility which makes it
easier for the Board to choose the means by which to pursue the goals set
forth in the Act. The purposes of the Stock Exchange as set forth in the
statute influence the substance of the general principles and rules of ad-
ministrative law.

For example, when stating that a principle of equality must apply (§ 11),
the Act fails to specify the criteria as to who should enjoy equal treatment
and, therefore, one will have to consider the purposes of the activities of
the Stock Exchange as expressed in the provisions of the Act. As a conse-
quence of this, the Stock Exchange would have to take into consideration,
when applying the equality standard in connection with its issuance of
rules, the impact that the rule will have on e.g. the trade and pricing in the
stock market.

In his book, Nationalbanken og forvaltningsret, Bent Christensen gives very il-
lustrative examples of how the Danish Central Bank may treat the Danish banks
differently, based on the particular objects that the Central Bank is expected to
pursue, see p. 89 ff.

9.4 Penalties. It is a fundamental principle under Danish law that no act or
omission can be punished, unless such punishment is provided for in a law
or in rules issued pursuant to powers conferred by law.5> The principle
“nulla poena sine lege” is set forth in § 1 of the Civil Criminal Code
("Borgerlig Straffelov”’)%6 but also applies to acts or omissions that are
made subject to punishment in special laws outside the Code, see § 2 of

65  See Vagn Greve et al., Kommenteret straffelov, alm. del p. 94 ff., Knud Waaben,
Strafferettens almindelige del p. 70 ff., and Stephan Hurwitz, Den danske krimi-
nalret, alm. del p. 80 f.

66  Consolidation Act No. 607 of September 6, 1986, as amended.
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the Civil Criminal Code.%” It is frequently seen — and fully recognized —
that legislature elects to provide for sanctions in a statute but leaves it up
to the relevant public authorities to lay down the rules the violation of
which may be penalized pursuant to the Act.68

The Stock Exchange Act is an example of how penalties may be set
forth in the Act whereas the right to issue rules the violation of which may
lead to the penalties is delegated to a separate body.

As outlined under 1.1., the existing penal system pertaining to violations
of the rules issued by the Board of the Stock Exchange only makes it pos-
sible to punish such violations in an indirect fashion. This is not a feature
inherent in the concept of having a non-statutory regulation. There is thus
nothing to prevent an Act from authorizing the Board of the Copenhagen
Stock Exchange to punish violations directly. The existing statute does not
provide for this, but the question is if there is not a need for direct penal-
ties.

The present regime with its two-tier sanction mechanism seems to be
unnecessarily complicated and slow. It would, therefore, be preferable if
the Board of the Copenhagen Stock Exchange were directly authorized to
punish violations of the Stock Exchange Act as well as ministerial orders
issued pursuant to the Act and rules issued by the Stock Exchange. Also,
there ought to be a clear indication in the rules issued by the Stock Ex-
change of the penalties applicable to violations.

We have already touched upon another clear flaw in the existing penal
system: the fact that violations made by, for example, an acquiror, may be
criticized but are not subject to any penalty by the Board. The Stock Ex-
change Rules of Ethics contain provisions, some of which deal with the
relationship among shareholders, e.g. rule 4, discussed further under
VIIIL.2.1. Therefore, it would seem appropriate, in connection with a future
revision of the Stock Exchange Act, to establish means by which vio-
lations made by shareholders or others may also be penalized.

The Draft Takeover Directive would require member states to adopt legislation
that gives the supervisory authorities, or those to which the powers of such au-
thorities have been delegated, “all the powers necessary for the exercise of their
functions”, cf. Article 6(2). Adoption of the draft would thus mandate a change
of the present Danish regime.

There is another issue which comes to mind in this connection. As de-
scribed in detail under VII.1.2., the Companies Act together with the rules

67 See also Knud Waaben, Strafferettens almindelige del p. 70.
68 See Vagn Greve et al., Kommenteret straffelov, alm. del p. 94.

138



VI. Sources of takeover regulation

issued by the Stock Exchange creates a system according to which acqui-
sitions and dispositions of major shareholdings must be notified to the
company, which, in turn, must notify the Stock Exchange. The problem,
however, is that since there are no sanctions if the rules issued by the
Stock Exchange are not complied with by acquirors, it may be very
tempting for acquirors not to follow these rules and thus not inform a tar-
get-company immediately (as is indicated in the Stock Exchange Rules)
about the acquisition of shares, but instead stick to the 4-week deadline in
the Companies Act (§ 28 b, Subsection 1). There clearly seems to be a
need for sanctions if acquirors fail to file notifications on a timely basis.

The Disclosure Directive changes this state of affairs and imposes on
member states to provide for a legal duty to disclose certain major acqui-
sitions/dispositions of shares within 7 calendar days, see Articles 4 and 15.
The latter provision states that “appropriate sanctions” should be provided
for in cases where the provisions of the directive are not complied with.
The recent amendment of § 161, Subsection 3, of the Companies Act
(effective July 1, 1991) has been adopted in order to establish the legal
basis for such a sanction system. For further details, see VII.1.2. and 1.2.1.

As suggested in Article 33(4) of an earlier proposed text for the Draft
Fifth Directive®®, one possibility to sanction failure to disclose share ac-
quisitions on a timely basis would be to suspend the rights to vote attach-
ing to the shares thus acquired.

A similar principle is reflected in Chapter 3 a of the Danish Act on Banks and
Savings Banks (Consolidation Act No. 740 of November 30, 1989, as amended
by Act No. 306 of May 16, 1990). According to § 7 c, Subsections 2 and 3, of
the Act, the Finance Inspectorate is empowered to “cancel” the votes attaching
to shares acquired in violation of § 7 b, Subsection 1, of the Act.

9.5 Conclusions. At least as a concept, there is an advantage in that the
body that has issued the Stock Exchange Rules of Ethics and the Rules on
Information Obligations, and which is authorized to amend these two sets
of rules, is one and the same body that also monitors compliance with the
rules. This system thus creates a high degree of flexibility by enabling the
Board of the Stock Exchange to adjust and amend the rules and the prac-
tice in connection therewith if and when it is deemed appropriate.

69 Prepared by the Council, 9128/89, DRS 45, October 16, 1989.
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On the other hand, there is no doubt that such a system with so much
power vested in the Board of the Stock Exchange also requires a very high
degree of professionalism and skills among the members of the Board.

In addition to the flaws of the present regulation already mentioned, the
main issue, as we shall see later, is if the substantive regulation provided
by the Board satisfies the needs of society.

As we have seen, neither the protection of the citizens created by the
application of administrative law nor our interest in creating an efficient
penal system mandates the use of statutory regulation of the takeover pro-
cess.
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1. The existing Danish regulation of stock acquisitions

1.1. Introduction. Though it has yet to be seen which transactional pat-
tern contested acquisition activity in Denmark will follow, it is reasonable
to assume that at least the main features of such transactions will follow
the pattern that we have seen in other European countries. Accordingly,
we should assume that contested acquisitions will frequently be initiated
by the purchase of shares or blocks of shares in the stock market by means
of privately negotiated transactions. Following such single purchases, the
acquiror should be expected to make a public offer for the shares of the
target-company.

The present Danish regulation pertaining to stock acquisitions is scarce.
Except for certain disclosure obligations and the duty to make a compul-
sory bid for the remaining shares when acquiring a controlling holding!,
no regulation exists as regards share purchases.

Although the regulation of takeovers does not make any distinction be-
tween the various kinds of share purchases it is useful for the purposes of
the following exposition to make a division between transactions resulting
from a private negotiation between a limited number of shareholders and
an acquiror, on the one hand, and a public offer made for the shares of a
company, on the other hand.

The Draft Takeover Directive only pertains to “takeover” and “other general
bids”. In Article 2 of the draft, such bids are defined as offers made to the hold-
ers of securities of a company to acquire all or part of such securities in return
for payment in cash or in exchange for other securities. The term “securities” is
defined in Article 2 as “transferable securities carrying voting rights in a com-
pany or conferring entitlement to obtain transferable securities carrying such
rights”.

1.2. Privately negotiated stock acquisitions. Leaving aside the special
obligations that are imposed on acquirors who acquire a controlling hold-
ing of shares of a company, the only obligations that are attached to ac-

1 See VIIIL.2.1. for a further discussion of the duty to make a compulsory bid.
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quisition of shares through privately negotiated transactions are disclosure
obligations.

§ 28 a and § 28 b of the Companies Act? entail that an acquiror that has
acquired stock representing at least 5 percent of the voting rights3 of a
company, or stock having a nominal value of at least 5 percent of the
company’s share capital, but a minimum of DKK 100,000, must notify the
company. As regards companies listed on the Copenhagen Stock Ex-
change, the 4-week “window period” in § 28 b, Subsection 1, has been
replaced by the requirement in rule 3.3 of the Rules of Ethics, according to
which notification must be effected immediately after the threshold has
been reached.* The effect of the word “immediately” is slightly diluted as
a consequence of the official comment to § 36 of the Information Obliga-
tions for Issuers of Listed Securities. While a shareholder must notify the
issuer when the Danish Securities Center (”Verdipapircentralen™)® or the
bank administrating his securities investments has informed him that the
threshold in § 28 a, Subsection 1, has been reached, he is allowed time to

2 The Companies Act was amended by Act No. 289 of May 8, 1991, inter alia, for
the purpose of implementing the Disclosure Directive. The amendment is effec-
tive from July 1, 1991. While § 28 a and § 28 b stipulate the disclosure rules
pertaining to all companies. § 28 c authorizes the Ministry of Industry to issue
additional rules regarding disclosure obligations in connection with listed shares.
As the Disclosure Directive mandates more extensive disclosure rules than those
implemented by § 28 a and § 28 b, it should be expected that the Ministry will
issue additional rules shortly.

Under § 28 b, Subsection 2, of the Companies Act, a company must keep and

continually update a list of notices filed pursuant to § 28 a. According to the ex-

planatory memorandum attached to the bill which introduced the new disclosure
requirements in 1991, the list must include treasury stock (“egne aktier”) to the
extent holdings of such shares reach the thresholds found in § 28 a. This is con-
sistent with the position taken by the Ministry of Industry under the former dis-
closure rules. See for a sceptical view on this, Bent Gresvenge & Niels Thom-

sen, Aktieselskabsloven med kommentarer p. 156. See also Niels Thomsen, A/S-

loven med kommentarer p. 175, where no such scepticism is voiced.

The original Danish text of rule 3.3 states that notification must take place

“straks”. The term “immediately” is probably the English word which comes

closest to “straks”.

5 In 1989 the traditional paper share certificates were abandoned and replaced by
an electronic trading, quotation and registration system. Approximately 45
stockbroker companies carry out the trading and report all transactions to the
Copenhagen Stock Exchange. Registration of all securities transactions are made
through the Securities Center.
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verify the information about the transaction, if necessary, prior to such
notification.

According to § 36 of the Information Obligations for Issuers of Listed
Securities, a company must notify the Copenhagen Stock Exchange im-
mediately upon receiving notification from a shareholder that has reached
the 5 percent threshold. The company has the right to verify the share-
holder’s notification prior to notifying the Stock Exchange.6

The purpose of having very short notices in connection with acquisition
of major stockholdings is to ensure that the public will be informed at all
times of the development in the composition and distribution of the share
capital of listed companies.”

Once the 5 percent threshold has been reached, a shareholder must no-
tify the issuer of changes in his stockholding. This continuing duty to no-
tify applies to additional stock purchases as well as dispositions of stock
that lead the holding to reach or fall below thresholds at 5 percent intervals
from 10 to 100 percent (i.e. 10, 15, etc.), as well as one-third and two-
thirds of the total number of votes or aggregate share capital.? It follows
from rule 3.3 of the Copenhagen Stock Exchange Rules of Ethics that such
changes must be notified within the same time limit as the one pertaining
to initial 5 percent acquisitions. Similarly, the issuer must in turn notify
the Copenhagen Stock Exchange immediately, cf. § 36 of the Information
Obligations for Issuers of Listed Securities.

Failure to comply with § 28 a and § 28 b of the Companies Act may be fined
pursuant to § 161, Subsection 1, while no legal sanctions exist in case the above
Stock Exchange Rules are not complied with, see V1.9.4. Once the Ministry of
Industry exercises its authority to issue rules pursuant to § 28 ¢ of the Compa-
nies Act as to when to disclose transactions in shares, penalty by means of fines
may be stipulated under § 161, Subsection 3.

It is not a requirement that an acquiror discloses the background for or the
purpose of his stock acquisition, including information on whether the
shares were purchased as a passive investment or in order to acquire con-
trol of the company. With the modification found in § 28 a, Subsection 2,
according to which shares, the votes of which are held by undertakings

6 See the official comments to § 36 of the Information Obligations for Issuers of
Listed Securities.

7 See the official comments on rule 3.3. of the Rules of Ethics.

8 Moreover, notification must be filed if the stockholding in question drops below
the 5 percent threshold triggering the duty to notify in the first place, cf § 28 a.
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controlled® by the acquiror, will have to be included when calculating his
holding of shares, an acquiror will not have to disclose if he controls other
persons or entities owning shares or cooperates with others for the purpose
of acquiring or consolidating control. As a result, it may be difficult for a
target-company and its shareholders to determine at an early point if an
acquiror plans to take over the target-company. !0

There is nothing to prevent an acquiror from silently acquiring the
shares of a company up to the 5 percent limit and then, while at the same
time filing the notification of his acquisition, initiating massive purchases
of shares of the target-company. When planning the stock purchases that
are made after the 5 percent threshold has been reached, the acquiror may
want to take advantage of the flexibility created by the 5 percent intervals
in § 28 a. Within each 5 percent interval the acquiror may acquire shares
without notifying the company right away.

1.2.1. The Disclosure Directive. The Disclosure Directive imposes on
member states a duty to enact legislation which requires natural persons
and legal entities to notify the issuing company and the competent national
authority in the event that the proportion of voting rights of that company
held by the person or legal entity reaches, exceeds, or falls below one of
the thresholds of 10 percent, 20 percent, one-third, 50 percent and two-
thirds, see Article 4(1) of the directive.

However, member states that apply a single threshold of 25 percent need
not apply the thresholds of 20 percent and one-third. Likewise, member

9 On the basis of any of the factors listed in § 2, Subsection 2, i.e.:

— the holding of a majority of the voting rights of a company;

— shareholdership in a company combined with the right to appoint or remove a
majority of the members of the board;

— shareholdership in a company combined with the right to exercise controlling
influence on the company on the basis of its charter or pursuant to an agree-
ment with such company;

— shareholdership in a company combined with control of a majority of the vot-
ing rights pursuant to an agreement with other shareholders; or

— the holding of shares of a company combined with the exercise of controlling
influence on such company.

For a discussion of § 2, Subsection 2, of the Companies Act, see Werlauff in Ju-

risten 1991, p. 114 ff.

As we shall see under 2, American federal law provides a much more extensive

regulation of share purchases.
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states that apply a threshold of 75 percent need not apply the threshold of
two-thirds.

Notification must be made within 7 calendar days from the time when
the shareholder in question learns of the acquisition or disposal or from the
time when, in view of the circumstances, he should have learned thereof,
cf. Article 4(1) of the Disclosure Directive.

The new Danish disclosure provisions more than satisfy the threshold
requirements found in the Disclosure Directive, cf. the discussion above
on § 28 a and § 28 b of the Companies Act.

As regards the 7 day deadline for disclosures provided for in the Disclo-
sure Directive, it will be recalled that the statutory 4-week period in § 28
b, Subsection 1, has been narrowed down to a duty to disclose
“immediately”, cf. Rule 3.3. of the Copenhagen Stock Exchange Rules of
Ethics. At first blush it could seem as if the time limits within which dis-
closure must be made-are tighter under Danish law than required by the
Disclosure Directive. “Immediately” typically means that disclosure must
be effected earlier than 7 calendar days.

Nevertheless, the Disclosure Directive imposes on the Danish legislature
a duty to adopt regulation which legally binds acquirors to disclose within
the 7 day deadline. In view of the fact that the rules issued by the Copen-
hagen Stock Exchange are not legally binding upon acquirors!!, it is nec-
essary to have provisions adopted which bind acquirors. The only deadline
binding on acquirors at present is the 4-week period set forth in § 28 b,
Subsection 1, of the Companies Act.

Another change that will have to be made in Danish law is the system
by which acquisitions and dispositions of shares are reported. At present,
shareholders notify the issuer, which, in turn, notifies the Stock Exchange,
cf. above. In the future, shareholders will have a duty not only to notify
the issuer, but also the competent authority, cf. Article 4 of the Disclosure
Directive.

A third change of Danish law would be mandated by the provisions in
Article 7 of the Disclosure Directive, which stipulates which interests
would have to be included when calculating if a threshold has been
reached. Article 7 thus states that, for these purposes, the following shall
be regarded as voting rights held by a person or entity!2:

11 See the discussion under V1.9.3.1. and 9.4.
12 For a discussion of article 7, see 4.2.1.2.
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“~  voting rights held by other persons or entities in their own names but on be-
half of that person or entity,

- voting rights held by an undertaking controlled by that person or entity,

- voting rights held by a third party with whom that person or entity has con-
cluded a written agreement which obliges them to adopt, by concerted exer-
cise of the voting rights they hold, a lasting common policy towards the man-
agement of the company in question,

—  voting rights held by a third party under a written agreement concluded with
that person or entity or with an undertaking controlled by that person or entity
providing for the temporary transfer for consideration of the voting rights in
question,

- voting rights attaching to shares owned by that person or entity which are
lodged as security, except where the person or entity holding the security
controls the voting rights and declares his intention of exercising them, in
which case they shall be regarded as the latter’s voting rights,

—  voting rights attaching to shares of which that person or entity has the life in-
terest,

—  voting rights which that person or entity or one of the other persons or entities
mentioned in the above indents is entitled to acquire, on his own initiative
alone, under a formal agreement; in such cases, the notification prescribed in
Article 4(1) shall be effected on the date of the agreement,

—  voting rights attaching to shares deposited with that person or entity which
that person or entity can exercise at its discretion in the absence of specific
instructions from the holders.”

1.3. Public offers. For the purposes of the following discussion, the term
“public offer” refers to offers made, through mass-media or otherwise, to a
large number of shareholders of a company with the object of acquiring a
major part of the company’s voting stock. This definition of public offers
is not limited to offers which, if accepted, would lead to the acquiror con-
trolling the target-company.

The special obligations pertaining to acquirors that acquire control are
not dealt with here but are discussed under VIII.2.1. below.

Initially it should be noted that the disclosure obligations discussed un-
der 1.2. above also apply to stock acquisitions by means of public offers.
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An acquiror need not inform the target-company or the Copenhagen
Stock Exchange prior to making a public offer for the shares of the target-
company.

Danish law is silent as to how a public offer should be communicated to
the shareholders of the target-company.

Since the shareholder list of a company is not available to its sharehold-
ers!3, public offers are ordinarily made through the daily newspapers.

There are no formal requirements under Danish law as to the contents of
a public offer, but in order to be contractually binding it must meet certain
minimum requirements, such as identifying the acquiror, specifying the
shares comprised by the offer, and setting forth the price offered.'* Also,
the offer must be drafted in such a way that there is no doubt that it is, in
fact, an offer and not merely an invitation to the target-shareholders to of-
fer their shares for sale.!5

Although it is probably not required for the offer to qualify as legally
binding, the offer should also stipulate when and how payment for the
shares is to take place, including if the tendering shareholders will receive
cash payment or shares of the acquiror.

Likewise, a reasonable period within which the offer is open for accep-
tance should be stipulated. No regulation exists prescribing such minimum
opening period.!®

No particular requirements exist as to what a public offer document
must include as a minimum. Typically, the above mentioned terms of the
offer will be set forth in the offer document.

13 The target-company, however, must comply with requests from any shareholder
for a transcript of the list of notices regarding transactions in major stockhold-
ings, cf. § 28 b, Subsection 3, of the Companies Act.

14 See Ussing, Aftaler p. 33 ff. and Stig Jgrgensen, Kontraktsret, Vol. 1, p. 67 ff.

15 The distinction between an offer and an invitation to make an offer was one of
the issues dealt with in Fona v. Rabuchin (U1985.877, Sup. Ct.). See also the
comments on the case by Else Mols in Ugeskrift for Retsvasen 1986.B. p. 43 f.
Also, see Gomard, Almindelig kontraktsret p. 27 f. and 78 f. and Lennart Lynge
Andersen & Jgrgen Ngrgaard, Aftaleloven med kommentarer p. 50 ff. The Dutch
Merger Rules distinguish between a “firm” offer (vast bod”), i.e. an offer which
stipulates the price or exchange ratio offered, and an “invitation to tender”
("tenderbod”) where no price or exchange ratio is indicated by the offeror, cf.
Article 1. Both the firm offer and the invitation to tender are regulated by the
Merger Rules.

16 The Copenhagen Stock Exchange in its practice for a while recommended a 3
week minimum opening period, but recently seems to accept 2 week opening pe-
riods as well.
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It is possible for an acquiror to make his offer conditional on the ac-
quisition of a certain minimum percentage of the target-company’s shares.
Since acquirors ordinarily want to be sure that they are only committed to
buy shares tendered if the acquisition leads to a controlling interest in the
target-company, it is likely that public offers will always be conditional
upon the acquiror receiving a minimum percentage of shares of the target-
company. Moreover, the right to cash out minority shareholders under §
20 b of the Companies Act only pertains to shareholders owning more
than 90 percent of the company’s share capital and votes, which means
that some acquirors may want to make 91 percent ownership/votes a
condition.

In connection with § 20 b of the Companies Act it should be noted that the right
to cash out only applies in the relationship between a (parent) company and its
subsidiary, as defined in § 2 of the Act. If the acquiror is a natural person, this
condition, if nothing else, would give him an interest in establishing a company
that would have the purpose of acquiring the target-company. After the takeover,
the acquisition-vehicle becomes the parent company and the target-company be-
comes its subsidiary so that a right is established for the parent to cash out the
minority shareholders of the subsidiary. For a general discussion of § 20 b of the
Companies Act, see Thomsen, A/S-loven med kommentarer p. 148 ff. and Go-
mard, Aktieselskaber og anpartsselskaber p. 168. For a discussion of the
particular problems that arise when the charter of the subsidiary contains a “cap”
on the voting rights, see Jgrgen Ngrgaard & Erik Werlauff, Ugeskrift for
Retsvasen 1988.B 377. The correlate to this right to cash out on the part of the
acquiror is a right on the part of the minority shareholders to require that their
shares be cashed out if the majority shareholder owns more than 90 percent of
the share capital/votes of the company, cf. § 20 d of the Companies Act.

However, once an acquiror has acquired a controlling interest, his obliga-
tion to make a bid for the remaining shares of the company pursuant to
Rule 4 of the Copenhagen Stock Exchange Rules of Ethics cannot be sub-
ject to conditions, e.g. be contingent upon the receipt of a certain percent-
age of acceptances. This problem may be avoided by making the entire
initial public offer conditional upon receipt of the desired percentage of
shares so that the acquiror runs no risk of getting stuck with a controlling
interest but without having the possibility to eliminate minority share-
holders.

It follows from what has been said above that partial offers for the
shares of a company are only viable if they do not, if accepted, result in
the acquiror gaining control.

Save for the above situations, in the absence of regulation with respect
to conditions, Danish contract law is based on a principle of “freedom of
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contract”, which means that an acquiror may, generally speaking, make his
offer subject to any conditions he deems desirable.!” Accordingly, it is
possible for an acquiror to make his bid contingent upon e.g. the provision
of the necessary financing once a sufficient number of target-shareholders
have tendered their shares or upon the “dismantling” by the shareholders
of shark repellents!® in the company’s charter.

Once an offer is made public or has otherwise come to the knowledge of
the shareholders of the target-company, it is binding upon the offeror as
long as it remains open.!® Ordinarily, Danish contract law will only allow
an acquiror to withdraw an offer made if the offer contains a reservation
providing for such right of withdrawal20 or if a condition of the offer is not
met.

There is a difference under contract law between reserving a right of withdrawal
in an offer and making the offer contingent. In the former case the offeror has a
right to pull out even though a final agreement has been entered into. In the latter
situation, acceptance by the offeree does not make the agreement final; the ef-
fectiveness of the agreement is suspended until the conditions are met.2!

Changes or revisions of a public offer already made by the acquiror would
under Danish law generally be subject to the same limitations as those
applying to withdrawals of an offer.

1.4. Preliminary observations. A special feature of the Danish regulation
pertaining to stock acquisitions is the summary nature of the disclosure
obligations. These obligations are triggered when the 5 percent threshold
is reached, but only include an obligation to state the size of the acquiror’s
holding, whereas no background information or information about the
acquiror’s plans is required. The question here is if these disclosure
obligations are sufficient or if we need more extensive regulation.

17 The freedom of contract concept is discussed by Gomard, Almindelig kon-

traktsret p. 18 f., Ussing, Aftaler p. 186 f., and Stig Jorgensen, Kontraktsret, Vol.

I, p. 25 ff. For a historical background, see also Gomard in Danske og norske lov

i 300 dar, p. 537 ff. (Copenhagen, 1983).

See XI.2. for a discussion of this device.

19 See Gomard, Almindelig kontraktsret p. 68 f., Ussing, Aftaler p. 45 ff. The ac-
quiror is free to withdraw his offer provided that notice of such withdrawal
comes to the knowledge of the offerees prior to or simultaneously with the offer
being withdrawn, cf. § 7 of the Act on Contracts (Consolidation Act No. 600 of
September 8, 1986) and Ussing, Aftaler p. 46 f.

20 See Ussing, Aftaler p. 50 and Stig Jgrgensen, Kontraktsret, Vol. 1, p. 67 f.

21 For a description of such suspensive effect, see Ussing, Aftaler p. 447 ff.
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Another point of interest is the absence of a distinction between differ-
ent types of acquisitions. No distinction thus exists on the basis of the
“private” nature of a transaction as opposed to a “public” offer. Save for
the special mandatory offer requirements that apply when a controlling
holding is acquired, all stock purchases are treated uniformly. The ques-
tion one may raise is if this state of the law is desirable.

Before we consider these two main issues further it may be useful, by
way of illustration, to examine the legal system of a jurisdiction where
takeover regulation is far more extensive. Therefore, we will take a closer
look at the federal takeover regulation of the United States, which contains
very detailed disclosure obligations and, moreover, acknowledges a dis-
tinction between “privately” negotiated share purchases, on the one hand,
and “public” offers, on the other.

2. Regulation of stock purchases under the United States federal law

2.1. Introduction. The American Williams Act contains provisions that
apply to any acquisition of stock and, in addition, includes rules which are
restricted to tender offers.

2.2. Rules pertaining to all stock purchases. According to Section 13(d)
of the Williams Act, any person who directly or indirectly (for instance
through a “dummy”) is the beneficial owner?? of more than 5 percent of
the shares of a class of equity securities registered pursuant to Section 12
of the Securities Exchange Act of 1934, must disclose his holding of such
shares to the issuer, the SEC, and each exchange where the security is
traded. Disclosure must take place within 10 days after any acquisition
which led the acquiror to cross the 5 percent threshold.23

When disclosing his ownership of shares under Section 13(d), an ac-
quiror must follow the requirements set forth in Schedule 13 D. While
Section 13(d) contains the main principles, Schedule 13 D sets forth in

22 The Williams Act does not include a definition of beneficial ownership. How-

ever, Rule 13 d-3, promulgated by the SEC, determines that a beneficial owner of
a security includes any person who, directly or indirectly, through any contract,
arrangement, relationship, or otherwise, has or shares voting power and/or in-
vestment power. This means that if a person has the power either to vote, or to
direct the voting of, a security, or if he has the power to dispose of such security,
he will be considered a beneficial owner for the purposes of Section 13(d).
Certain exemptions apply to the disclosure requirement. Since these exemptions
are not relevant for our purposes, we will not deal with them here.

23
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detail the disclosure obligations. An acquiror must thus disclose informa-
tion about his identity and background as well as the source and the
amount of funds or other consideration used or to be used in making the
purchases. Moreover, the acquiror must state the purpose of the transac-
tion, such statement to include any plans which the acquiror may have re-
garding, inter alia, the acquisition by any person of additional securities of
the target-company, extraordinary corporate transactions such as merger,
reorganization or liquidation, sale or transfer of a material amount of the
issuer’s assets or any of its subsidiaries and changes in the present board
of directors or management of the target-company.2* The acquiror must
indicate the aggregate number and percentage of the class of equity secu-
rities beneficially owned by him. Finally, the acquiror must describe any
contracts, arrangements, understandings, or relationships between himself
and any other person with respect to any of the target-company’s securi-
ties. Consequently, the acquiror will have to disclose, inter alia, any voting
arrangements and any proxies given.

Persons — including legal entities — who act as a group and cooperate in
order to acquire, hold or dispose of shares will be considered as one per-
son in this respect.2’ This means that the 5 percent limit will be crossed if
two persons as part of a joint cooperation agree each to acquire 2.6 percent
of a company’s shares.

After having crossed the 5 percent threshold, any person who has filed a
disclosure statement under Section 13(d) of the Williams Act must
promptly file an amendment to such disclosure statement if a material
change occurs in the facts set forth in the statement. According to Rule
13d-2, any acquisition or disposition of securities in an amount equal to 1
percent or more of the class of securities is deemed to be “material” in this
context.

24 In addition, the acquiror must state his plans with respect to any material change
in the present capitalization or dividend policy of the target-company, any other
material change in the target-company’s business or corporate structure, changes
in its charter or by-laws, causing a class of securities of the company to be
delisted from a national securities exchange, a class of equity securities of the
target-company becoming eligible for termination of registration pursuant to Sec-
tion 12(g)(4) of the Securities Exchange Act of 1934, or any action similar to any
of those enumerated.

25 See Section 13(d)(3).
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2.3. Rules pertaining to tender offers only.

The Congressional Research Service has prepared a report to the American
congress on the level of contested takeover activity, dated June 16, 1987. Ac-
cording to the report, tender offers have amounted to between 2.9 and 4.5 per-
cent of the total number of published mergers and acquisitions in the period
1982-1986. The study is based on information about “friendly” as well as
“hostile” transactions involving at least 10 percent of a company’s shares or as-
sets and provided that the payment for such shares or assets has been at least
USD 500,000 and further provided that at least one of the parties to the transac-
tion is an American company. Computed on the basis of the values involved,
tender offers represented 44.4 percent of the total merger and acquisition activity
in 1985 (which was the most recent figure available at the time when the study
was prepared). Of the total number of tender offers, contested tender offers
amounted to 42.6 percent in 1982 and 26.7 percent in 1986. However, based on
the values involved, contested tender offers have increased from 36.2 percent in
1982 to 52.2 percent in 1985 (the most recent figure) of the total tender offers. It
seems that there is a trend towards contested tender offers decreasing in number
but increasing in terms of the value involved. However, as to the most recent
trend, see II.1.

The advantage for acquirors associated with tender offers as opposed to
privately negotiated acquisitions is that the acquiror can acquire shares,
perhaps even control, without being dependent on the management of the
target-company being cooperative. Another advantage for acquirors is that
tender offers may be made at very short notice, which to a certain extent
can prevent other prospective acquirors from making competing bids.
However, the time element subjects the shareholders of the target-com-
pany to considerable pressure to sell their shares. Even if the acquiror of-
fers a premium price for the shares compared to the market price, the
shareholders may wish to ascertain if there are other potential buyers
willing to pay an even higher price. The time pressure often leaves the
shareholders without this option. The desire to protect the shareholders of
the target-company in this situation has led to special provisions in The
Williams Act applying to tender offers only.

2.3.1. What is a tender offer? Neither the Williams Act nor the regula-
tions issued by the SEC pursuant to the Act contain any definition of a
tender offer. The absence of such a definition has led to some uncertainty
with respect to the area to which the particular tender offer regulation
applies. This uncertainty is reflected not only in the practice of the SEC,
but also in the practice of the courts.
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In a number of court cases, the SEC has proposed the use of a so-called
“8-factor test” in order to determine when a purchase offer is a tender of-
fer. The 8 factors that characterize a tender offer have been described as
follows26:

1)

@
3
@
&)

(6)
)
(8

active and widespread solicitation of public shareholders is made for the
shares of an issuer;

solicitation is made for a substantial percentage of the issuer’s stock;
the offer to purchase is made at a premium over the prevailing market price;
the terms of the offer are firm rather than negotiable;

the offer is contingent on the tender of a fixed (minimum) number of shares
and is often subject to a fixed maximum number of shares being purchased;

the offer is open only for a limited period of time;
target-shareholders are subject to pressure to sell their stock; and

public announcement of a purchasing program concerning the target-company
precedes or accompanies rapid accumulation of target-stock.

Far from all American courts have applied the 8-factor test.2” However,
the test gives a useful indication of the typical features of a tender offer.

In Hanson Trust plc v. SCM Corp.?® the court, when determining
whether a tender offer had been made, evaluated if, based on the facts,
there would be a likelihood that the shareholders of the target-company
would not obtain all relevant information in order to make a fully in-
formed sales decision, unless the disclosure requirements under the
Williams Act pertaining to tender offers were observed. Rather than apply-
ing the 8-factor test, the court’s analysis is based on an evaluation of the

26

27

28

See SEC Proposed Rules on Substantial Securities Acquisitions during and fol-
lowing a Tender Offer (Release No. 34-24976; File No. S7-33-87), October 1,
1987, Note 16. See also Ralph Ferrara, Meredith Brown & John Hall, Takeovers
— Attack and Survival p. 23.

In the following cases the 8-factor test was applied, although the courts did not
make it a requirement that all of the eight conditions were met in order to reach
the conclusion that a tender offer had been made: SEC v. Carter Hawley Hale
Stores, Inc., 760 F.2 945 at 950 (9th Cir. 1985), Wellman v. Dickenson, 475 F.
Supp. 783 at 823 ff. (S.D.N.Y. 1979), aff’d, 682 F.2d 355 (2nd Cir. 1982), Cert.
denied 460 U.S. 1069 (1983). Brascan Ltd. v. Edper Equities Ltd., 477 F. Supp.
773 (S.D.N.Y. 1979) is an example of a court being sceptical as to whether the 8-
factor test should be applied at all.

774 F.2d 47 at 56-57 (2nd Cir. 1985).
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purpose which the Williams Act serves and, in particular, a determination
of whether there is a need for protecting the shareholders of the target-
company as provided for in the Williams Act.

According to the Hanson Trust-case, the decisive factor in the analysis
is if, based on the particular facts of each case, there is a need to apply the
protective provisions governing tender offers in the Williams Act. If, as is
often the case, a publicly announced offer is made, aimed at all the com-
pany’s shareholders, with the purpose of acquiring a controlling block of
the company’s shares, containing a premium price compared to the market
price, conditional upon the acquisition of a certain minimum percentage of
the company’s shares and with a short acceptance period, the offer would
qualify as a tender offer under the 8-factor test. However, the same result
would probably follow if the purpose test is used.

If a transaction is made with the participation of an acquiror and a lim-
ited number of shareholders of which all are sophisticated and professional
investors, or at least have experience and knowledge in the area of
securities trading, no demand for protection exists, provided that the
shareholders receive all relevant information regarding the offer to pur-
chase their shares. Similarly, single transactions which are made in the
open market and without the use of public offers to the shareholders, for
instance through newspapers, will ordinarily not be comprised by the ten-
der offer rules, still provided that the tendering shareholders are experi-
enced and knowledgeable in this area and receive all relevant information
in order to make an informed decision. In other words, it is likely that the
analysis expressed in the Hanson Trust-case and the 8-factor test men-
tioned above will often lead to similar results.

2.3.2. Disclosure obligations in connection with tender offers. If a ten-
der offer upon consummation would lead to an acquiror being the bene-
ficial owner of more than 5 percent of the equity securities of any class of
such securities, Section 14(d) of the Williams Act imposes on an acquiror
certain disclosure obligations which go beyond the obligations under
Section 13(d) of the Act. Schedule 14 D-1, which sets forth the informa-
tion to be included in such a tender offer statement, must be sent to the
target-company, the SEC, and other persons who have made an offer for
the target-company’s shares, on the day when the tender offer is made. In
addition to the disclosure requirements resembling the requirements under
Section 13(d), a person making a tender offer will have to disclose, inter
alia, any transaction between the acquiror and the target-company or any
of its affiliates within the target-company’s three most recent fiscal years.
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However, no disclosure need be made with respect to any transaction if the
aggregate amount involved in such transaction was less than 1 percent of
the target-company’s consolidated revenues for the fiscal year in which the
transaction occurred. Also, any contacts, negotiations or transactions
within the target-company’s three most recent fiscal years between the
acquiror or its subsidiaries and the target-company or its affiliates
concerning merger, consolidation, or acquisition, a tender offer, election of
directors, sale or other transfer of a material amount of assets, must be
described in the tender offer statement.?’ The acquiror must identify all
persons employed, retained, or to be compensated by the acquiror or by
any person on the acquiror’s behalf, to make solicitations or
recommendations in connection with the tender offer.3® Where an acquiror
is not a natural person but e.g. a company, particular disclosure require-
ments apply regarding the acquiror’s financial condition3!. Finally, an ac-
quiror must disclose additional information if material to a decision by the
shareholders of the target-company when deciding whether to tender their
shares. The obligation to furnish such additional information includes:

(a) any present or proposed material contracts, arrangements, understandings or
relationships between the acquiror or any of its executive officers, directors,
controlling persons, or subsidiaries and the target-company or any of its ex-
ecutive officers, directors, controlling persons, or subsidiaries;

(b) to the extent known by the acquiror after reasonable investigation, the appli-
cable regulatory requirements which must be complied with or approvals
which must be obtained in connection with the tender offer;

(c) the applicable antitrust laws;

(d) the applicability of the margin requirements of Section 7 of the Securities Ex-
change Act of 1934 and the regulations promulgated thereunder3;

(e) any material pending legal proceedings relating to the tender offer;

29 Item 3 of Schedule 14 D-1.

30 Item 8 of Schedule 14 D-1.

31 Ttem 9 of Schedule 14 D-1.

32 Section 7 of the Securities Exchange Act of 1934 authorizes the Federal Reserve
System to issue rules which limit the amount of credit that may be obtained on
the basis of collaterized securities. The Federal Reserve has promulgated
regulations U, T, and G regarding loans or credit granted by banks, brokers, and
other lenders, respectively. In addition to these margin requirements, the Federal
Reserve has promulgated regulation X, which prevents U.S. citizens from obtain-
ing loans or credit from foreign lenders if a similar loan or a similar credit
granted by an American lender would violate the margin rules.
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(f) such additional material information, if any, as may be necessary to make the
required statements, in light of the circumstances under which they are made,
not materially misleading.33

As will be seen, an acquiror is subject to very elaborate disclosure require-
ments when acquiring the target-company by means of a tender offer.

2.3.3. Substantive protection of the shareholders of the target-com-
pany. In addition to the disclosure obligations to which an acquiror is
subject, The Williams Act contains provisions which ensure the share-
holders of the target-company a certain substantive protection.

According to Section 14(d)(5), shareholders of the target-company who
have tendered their shares have the right to withdraw shares deposited pur-
suant to the terms of a tender offer at any time during the offering pe-
riod.3*

If an acquiror makes a tender offer for less than all the outstanding
shares of a class (a partial bid), he must, if he receives acceptances for
shares exceeding the number he wishes to buy, make his acquisitions from
the shareholders on a pro rata basis, cf. Section 14(d)(6).35

Tender offers must be open to all shareholders of the target-company or
of the relevant class of shares; offers may not be restricted to certain
shareholders (the so-called “all-holders”-rule). Moreover, all shareholders
of a class must be offered the same price for their shares, cf. rule 14d-10.

An acquiror who, after making a tender offer, increases the price offered
must pay all shareholders the highest price paid to any shareholder. This
means that also shareholders who tendered their shares prior to the in-
crease of the offer must receive the higher price.36

Pursuant to the authority granted in Section 14(e), the SEC has issued
rule 14e-1, according to which a tender offer must be open for acceptance

33 Item 10 of Schedule 14 D-1.

34 Pursuant to Section 14(d)(5), the right to withdraw shares deposited pursuant to a

tender offer is limited to a 7 day period after the tender offer is made. However,

this time limitation has been abandoned by the SEC in connection with the pro-

mulgation of Rule 14d-7, as a consequence of which the right to withdraw may

be exercised during the whole acceptance period of the tender offer.

Section 14(d)(6) is limited to shares which are deposited pursuant to a tender

offer within 10 days after the offer is made. However, the SEC has abandoned

this time restriction, cf. Rule 14d-8.

36 Compare rule 4 of the Danish Stock Exchange Rules of Ethics discussed under
VIIL2.1.

35
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for at least 20 business days.3” If the acquiror makes any changes in the
price offered to the shareholders of the target-company, or if he changes
the number of shares he wishes to acquire, the tender offer shall be open
for acceptance for an additional 10 business days, calculated from the time
of the change. The question of what constitutes a change has, in some in-
stances, given rise to doubt.

In Allied Stores Corp. v. Campeau Acquisition Corp.3® an acquiror announced
via the Dow Jones Information Tape on the moming of the day when a tender
offer was to expire that the acquiror would use his voting rights in the target-
company to give the shareholders of that company a $3 dividend, provided the
acquiror was successful in obtaining the number of shares desired. The court
deemed that this information was, in effect, an increase in the price offered in
the tender offer. Accordingly, the court ordered the acquiror to extend the tender
offer for 10 business days.

The SEC has indicated that even abandoning a minor condition for a ten-
der offer by the end of the opening period must lead to an extension of the
offer.39

While a tender offer is open for acceptance, the acquiror may not ac-
quire shares in the company or of that particular class of shares in any
other fashion, including on different terms, cf. Rule 10b-13.40 A tender
offer may, for example, be made contingent upon the acquisition of a cer-
tain minimum number of shares of the company, and this is virtually al-
ways the case. Tender offers are frequently also conditional upon the neu-
tralization of the target companies’ defensive mechanisms*!, provision of

37 According to section 14(e) it is unlawful to make untrue statements of material
facts or to omit to state any material fact necessary in order not to make the state-
ments, in the light of the circumstances under which they are made, misleading,
or to engage in any fraudulent, deceptive, or manipulative acts or practices, in
connection with any tender offer. The fact that a crucial provision like Rule 14e-1
is not found in the Williams Act itself but issued pursuant to the above authority
illustrates the considerable powers which have been vested in the SEC.

38 86 Civ. 7837 (S.D.N.Y., October 10, 1986).

39 Cf. Exchange Act Release No. 24296 (April 3, 1987). According to this release,
the acquiror cannot avoid an extension by reserving in advance the right to make
changes in the tender offer.

40 Rule 10b-13 has not been issued pursuant to authorities granted in the Williams
Act but pursuant to the authority provided in Section 10(b) in the 1934-Act.

41 See also XI.3.1. about neutralization of “poison pills”.
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the necessary financing#?, or the necessary permissions being granted by
the relevant authorities, e.g. with respect to antitrust issues.

The fact that an acquiror obtains control of a company does not trigger
an obligation for the acquiror to make an offer to the other shareholders to
buy the remaining shares.43

3. Preliminary deliberations

3.1. Introduction. The American stock market, which is the world’s
largest, provides for the trading of volumes of shares that cannot be com-
pared to the Danish stock market.

While Denmark has only 1 stock exchange, the Copenhagen Stock Exchange,
and a small over-the-counter (OTC) market, there are 10 stock exchanges in the
United States, of which the New York Stock Exchange (NYSE) is the largest
and the most prominent. However, a considerable part of the trading in securities
takes place over the counter and in particular via the NASDAQ-system. NAS-
DAQ is an abbreviation of the National Association of Securities Dealers Auto-
mated Quotation System. In 1984, NASDAQ’s share volume amounted to two-
thirds of the share volume of NYSE and nearly ten times the volume of the
American Stock Exchange (Amex), see Deborah A. De Mott, Comparative Di-
mensions of Takeover Regulation, in Knights, Raiders and Targets p. 398 ff. at
425, note 9.

Generally speaking, regulation of a “thin” market with limited trading
volumes and a small number of listed companies cannot carry the burden
of very extensive regulation which may be suited for a market with vast
volumes of trading and a large number of listed companies. It is, in other
words, important to avoid a regulatory framework which impedes in-
vestments in the market because investors perceive that it is too burden-
some to invest or trade compared to the prospects offered by the market.
Nevertheless, there is a basis for making certain preliminary assump-
tions with respect to the need for further regulation, and, in this connec-

42 In Newmont Mining Corp. v. Pickens (1987-1988 transfer binder) Fed.Sec.L.Rep.
(CCH) 93,519 (9th Cir. November 6, 1987), the court stated that an acquiror may
make a tender offer even if the financing of the acquisition is not in place at the
time of the offer. See also Cities Service Co. v. Mesa Petroleum Co., 541 F.
Supp. 1220 (D. Del. 1982).

43 As will be seen under VIIL.2.1., rule 4 of the Danish Stock Exchange Rules of
Ethics imposes on an acquiror an obligation to make an offer to all the other
shareholders in such a situation.
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tion, the need to consider the impact of private (negotiated) purchases ver-
sus public (tender) offers.

From a purely economic viewpoint it can be argued that any further
regulation of stock acquisitions will increase transaction costs and thus
constitute a barrier to efficiency, cf. the discussion under IV.3.4. This may
not be quite correct, however, since adequate regulation is likely to be
perceived by investors as an advantage with the result, ceteris paribus, that
larger quantities of funds flow into the stock market, thereby making
financing cheaper for companies.

In addition, it should be considered if — save the efficiency aspect — a
desire for equity or equality suggests that certain aspects of takeovers need
to be further regulated.

3.2. Disclosure obligations. As opposed to Danish law, the Williams
Act’s provisions on disclosure obligations are very extensive and aim at
creating a high degree of “transparency”.

In this connection it is noteworthy that the disclosure obligations under
the Williams Act are not limited to identifying the acquiror and the com-
pany in which he holds shares as well as the number of shares held by
him. The Act contains very detailed requirements that give the public in-
formation about the fashion in which the acquiror has financed his acqui-
sition, his plans with respect to the target-company and its incumbent
management, and any kind of relationship and cooperation between the
acquiror and others regarding the shares in question.

Much has been said about the rationale for mandating disclosure in con-
nection with corporate transactions.** One can say that there are two rea-
sons for imposing disclosure obligations. First, that it is desirable to have
a stock market which is as transparent as is required to achieve maximum
efficiency. The more knowledge investors have about the market and the
securities in the market, the more likely it is that capital will be allocated
to uses whereby the maximum value is obtained. On the other hand, if
disclosure obligations are too elaborate and extensive, transaction costs
will reach a level where the net effect will be counter-efficiency. The other
reason is a desire to ensure that all investors receive what is considered to

44 See e.g. William H. Beaver, The Nature of Mandated Disclosure, Report of the
Advisory Committee on Corporate Disclosure to the SEC, 95th Congress 1st
Session 618-656 (House Comm. Print 95-29, 1977) and Homer Kripke, Can The
SEC Make Disclosure Policy Meaningful?, Journal of Portfolio Management,
Vol. 2, No. 4, p. 32 ff. (1976).
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be an “equal” treatment. If disclosure is made selective, some investors
will benefit at the expense of others.

§8 10 and 11 of the Danish Stock Exchange Act, that contain the major
principles for the stock exchange’s operations, reflect a desire to achieve
efficiency as well as equality.

While the notion of efficiency is not defined in the Act, the general un-
derstanding of the word is perhaps the one described under 1.2.2.

It is more troublesome to determine the exact meaning of the principle
of equality set forth in § 11. In the disclosure context it is, however, likely.
that it has been the intention of the legislature to create a “level playing
field” in the sense that all investors who invest in the stock market receive,
or have equal access to, identical information about the companies listed
on the exchange and their securities. It is probably right to determine the
category of persons who must be treated alike as all investors because they
all act on the basis of information available and are equally harmed if in-
formation is conveyed selectively or manipulations are made. This con-
struction is supported by § 39 of the Act dealing with insider trading
which states that purchase or sale of listed securities may not be effected
by anybody in possession of non-public information, provided that such
information must be assumed to be material for the pricing of the securi-
ties involved.*3

Against this background it is fair to conclude that adequate disclosure
obligations are of vital importance to efficiency as well as equality. When
evaluating the Danish disclosure obligations, the focus should, therefore,
be on these two purposes.

3.3. The need for separate regulation of public offers. The American
model suggests that public (tender) offers should be made subject to more
rigid and extensive regulation than “private” stock purchases.

Public offers addressed to all or a large number of shareholders of a
company will, by their very nature, involve shareholders with very varied
backgrounds. Some shareholders may be large institutional investors or
sophisticated and professional individuals who are in a strong position to
evaluate a public offer. Others may be persons whose knowledge and de-
gree of sophistication are limited. The categories of shareholders, in other
words, represent a heterogeneous group of people, some of which need
more protection than others. A public offer made to all or a large number
of shareholders does not give some shareholders special treatment but of-

45 See also § 3 of the Information Obligations for Issuers of Listed Securities.
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fers to any and all shareholders the same terms and conditions on a *‘take-
it-or-leave- it”-basis.

The same demand for protection does not exist if the shareholders in-
volved in a transaction are a limited number of sophisticated and/or pro-
fessional investors, who are themselves able to assess the value of their
shares and negotiate for the sale of the same.

Put differently, the two different concepts of share acquisition raise dif-
ferent questions.

In this connection it should be noted that shareholders who are parties to
a negotiated sale of their shares are, on average, likely to be in a stronger
position than the average shareholder who receives a public offer. Typi-
cally, negotiated transactions involve blocks of shares that are not insignif-
icant, for which reason it should be expected that the selling shareholder,
even though he may not always be sophisticated and professional himself,
has access to the advice of professional advisors and, therefore, does not
need the same kind of protection as smaller shareholders. Assuming that
this line of thought is correct, it is right to assume that shareholders who
sell their shares pursuant to a privately negotiated agreement, generally
speaking, need less protection than shareholders who receive a public offer
for their shares. It is, in other words, more important to ensure that the
terms and conditions of a public offer are acceptable than it is to focus on
the process and contents of a privately negotiated transaction.

It is not possible, on a general basis, to give an answer to the question if
a distinction between various types of stock acquisitions and the existence
of special requirements pertaining to public offers can be reconciled with
the notion of maximum efficiency. Obviously, the answer depends on the
special requirements made with respect to public offers. Some require-
ments may obstruct while others would promote efficiency. For the pur-
poses of our analysis I will, however, at this point consider such a distinc-
tion “neutral” in terms of efficiency.

While the plurality in Edgar v. Mite Corp. (457 U.S. 624 (1982)), arguably, con-
sidered the American Williams Act to be “neutral” as regards the relationship
between acquirors and target-companies, several financial economists disagree,
see e.g. Daniel Fischel, Efficient Capital Market Theory, the Market for Corpo-
rate Control, and the Regulation of Cash Tender Offers, 57 Texas Law Review
1 (1978) and Jarrell & Bradley, The Economic Effects of Federal and State
Regulations of Cash Tender Offers, 23 Journal of Law & Economics 371 (1980).
It is a fact that the Williams Act imposes on acquirors disclosure obligations and
also establishes minimum acceptance periods for public offers, for which reason
there seems to be little basis for arguing that the Williams Act is neutral.
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Establishing two different “classes” of acquisitions can easily be recon-
ciled with the equal treatment standard set forth in § 11 of the Stock Ex-
change Act since shareholders in identical situations would be treated
alike.

3.4. Minority protection issues. There is another aspect on which the
American experience as outlined has not shed light and that is the impact
on other shareholders of a change of control of a company resulting from
one or a few negotiated stock transactions or from a partial bid. This issue
is tied to the notion of minority protection, and will be further discussed
under VIIL

4. Danish regulation — revisited

4.1. Introduction. On the basis of the assumptions set forth above, we
will now consider how stock acquisitions in Denmark may be regulated,
still disregarding the obligation to make a mandatory bid pursuant to the
Copenhagen Stock Exchange Rules of Ethics, Rule 4.

First, we will focus on the regulation pertaining to all share acquisitions,
including disclosure obligations. Second, we will consider which special
regulation is required as regards public offers in particular.

4.2. General requirements regarding stock purchases
4.2.1. Disclosure obligations
4.2.1.1. Thresholds. According to § 28 a and § 28 b of the Companies
Act, and rule 3.3. of the Copenhagen Stock Exchange Rules of Ethics, an
acquiror must disclose his stockholding when he reaches 5 percent of the
votes of the company or of its total share capital, however, a minimum of
DKK 100.000. After reaching the 5 percent triggering point, changes in
the shareholder’s stockholding that lead it to reach or fall below any of the
thresholds specified in § 28 a, Subsection 1, must be disclosed to the
company.46

It is of importance for the shareholders of a company as well as the
market, to become acquainted with major share transactions as early as
possible. Not only does the transfer of shares indicate to the market that
the shares attract investor interest, but it may also signal a change of the
ownership structure of the company. Such changes are relevant for the

46 See 1.2. for further details.
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shareholders and the market since they may be followed by changes affect-
ing the value of the company.

However, the question is at what level the thresholds should be fixed to
accommodate our desire to achieve increased transparency in the market,
on the one hand, and to avoid excessive regulation, on the other.

When we look at other jurisdictions we get a somewhat varied picture.

The United States and Great Britain, both with large and sophisticated financial
markets, use low thresholds. We saw under 2.2. above that the triggering point
under U.S. federal law is 5 percent and that once this threshold has been crossed,
any purchase or disposal of shares equal to one percent or more of the class of
shares must be disclosed. In British law the triggering point used to be 5 percent
but was reduced to 3 percent in 1989 (cf. Section 134 of the Companies Act
1989). Moreover, increases of at least 1 percent will have to be reported.

Among the Continental European countries some use fixed thresholds, such
as, e.g., France (fixed at S, 10, 20, 33.33, 50 or 66.66 percent, cf. Article 356-1
of the Companies Act), and the Federal Republic of Germany (25 and 50 per-
cent, cf. Section 20 of the Stock Corporation Act), whereas others (e.g. the
Netherlands and Switzerland) do not impose disclosure obligations except in the
event that a public offer is made. As regards EC member states, the thresholds
set forth in the Disclosure Directive constitute the minimum requirements that
must be imposed on acquirors of shares after January 1, 1991.

Until the coming into force (on July 1, 1991) of the Danish disclosure
obligations referred to above, the duty to disclose was triggered when the
holding of a shareholder would reach 10 percent of the votes/share capital
of the company.*” In many companies listed at the Copenhagen Stock Ex-
change, 10 percent of the votes represents a considerable influence, but not
control. Depending on the spread of a company’s shares even 5 percent of
the votes would give the holder some influence. With this in mind and
taking into consideration that early disclosure of major stockholdings in-
creases market transparency, the lowering of the triggering point from 10
to S percent is definitely an improvement. However, for the same reasons,
it may be considered to add to the 5 percent interval system applying to
changes once the disclosure obligation has been triggered, an obligation to
disclose which is tied to changes which represent 2.5 percent of the
votes/share capital already held by the shareholder. Lowering such a sup-
plementary threshold even further would probably lead to disclosure re-
quirements in events where stock purchases have little or no impact on the

47 See the former version of § 28 a.
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other shareholders and the market. In that case we should not burden ac-
quirors with additional duties to disclose.

4.2.1.2. Interests to be included when calculating the threshold. Except
for the aforementioned provision in § 28 a, Subsection 2 (on shares the
voting rights of which are held by undertakings controlled by the ac-
quiror), the existing Danish rules do not contain anything about shares
held by natural persons or entities who are controlled by the acquiror or
who cooperate or act in concert with him. When determining if the duty to
disclose is triggered, we generally look at the shares of each shareholder
individually without regard to relations that he may have with others.

Frequently, acquirors may, by means of ownership or otherwise, be able
to control votes regarding shares held by others. Also, cooperating or act-
ing in concert entails that the parties involved are, for all practical pur-
poses, to be considered as one shareholder. In such cases the shares in
question should be regarded as being owned by one and the same share-
holder for the purpose of determining if the disclosure threshold has been
crossed. As just stated, the existing Danish regulation, with one exception,
does not provide for this, but the changes following the transformation
into Danish law of the Disclosure Directive will, see 1.2.1. above.

The troubling aspect of Article 7 of the Disclosure Directive (dealing
with the voting rights which should be regarded as voting rights held by
the person or entity in question) is that it does not include cooperation or
concerted practice (“samordnet praksis”) where no written agreement ex-
ists between the parties to such cooperation or practice.

It is likely that there will frequently be no written agreement in these
cases although the impact of the cooperation or concerted practice may be
as strong as if a written agreement had been concluded.

Article 7 read in conjunction with Article 8 of the Disclosure Directive
addresses the situation where the cooperation or concerted practice arises
out of the control by a natural person or entity over an undertaking.*8

Article 8 states that for the purposes of the directive “controlled undertaking”
shall mean any undertaking in which a natural person or legal entity:

(a) has a majority of the shareholders’ or members’ voting rights; or

48 Compare the text under 1.2. dealing with the notion of controlled undertakings
under the Danish Companies Act.
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(b) has the right to appoint or remove a majority of the members of the ad-
ministrative, management or supervisory body and is at the same time a
shareholder in, or member of, the undertaking in question; or

(c) is a shareholder or member and alone controls a majority of the share-
holders’ or members’ voting rights pursuant to an agreement entered into
with other shareholders or members of the undertaking.

For the purposes of the above, “a parent undertaking’s rights as regards voting,
appointment and removal shall include the rights of any other controlled under-
taking and those of any person or entity acting in his own name but on behalf of
the parent undertaking or of any other controlled undertaking”.

However, we still face problems in the event that cooperation or concerted
practice exists but where no control can be said to exist.

The British City Code may be a source of inspiration in this respect.
When defining the concept of “acting in concert”, the definition section of
the City Code states:

“Persons acting in concert comprise persons who, pursuant to an agreement or
understanding (whether formal or informal), actively co-operate, through the ac-
quisition by any of them of shares in a company, to obtain or consolidate control
(as defined below*?) of that company”.

This definition of “acting in concert” provides a useful model for the simi-
lar problem under Danish law. It includes not only agreements but also
understandings — formal as well as informal — and thus goes further than
the Disclosure Directive. On the other hand, by making it a requirement
that some kind of joint activity must exist and by stating that the purpose
of the joint activity must be to obtain or consolidate control, the definition
does not go too far to make it a useful criterion.>?

The City Code provides further guidance by stipulating that certain scenarios
create a presumption that the natural persons or entities involved act in concert
with other persons/entities in the same category, unless the contrary is estab-
lished. Such presumption exists among the following:

“(1) acompany, its parent, subsidiaries, and fellow subsidiaries, and their as-
sociated companies, and companies of which such companies are asso-

49 In the definition section of the City Code “control” is defined as “a holding, or
aggregate holdings, of shares carrying 30 per cent or more of the voting rights ....
of a company, irrespective of whether the holding or holdings give de facto con-
trol”.

50 Compare the discussion of the similar concept in the Draft Takeover Directive
under 4.3.4.5.
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ciated companies, all with each other (for this purpose ownership or con-
trol of 20 percent or more of the equity share capital of a company is re-
garded as the test of associated company status);

(2)  a company with any of its directors (together with their close relatives
and related trusts);

(3)  acompany with any of its pension funds;

(4)  a fund manager (including an exempt fund manager>!) with any invest-
ment company, unit trust or other person whose investments such fund
manager manages on a discretionary basis, in respect of the relevant in-
vestment accounts;

5) a financial or other professional adviser (including a stock broker) with
its client in respect of the shareholdings of the adviser and persons con-
trolling, controlled by. or under the same control as the adviser (except in
the capacity of an exempt market-maker>2); and

6) directors of a company which is subject to an offer or where the directors
have a reason to believe a bona fide offer for their company may be im-
minent.”

See also the French Companies Act, Article 356-1-3 (inserted by the 1989-Act)
which stipulates that certain scenarios will give rise to a presumption that the
persons or entities involved are acting in concert (“agissant de concert”) if the
acts by such parties were made to carry out a common purpose (“politique
commune”).

4.2.1.3. Contents of obligation to disclose. The existing Danish rules
only require that an acquiror who reaches the threshold discloses his name
and address, the number of shares held as well as their nominal value, and
the class to which they belong, cf. § 28 b, Subsection 1, of the Companies
Act. He need not disclose anything else. The Disclosure Directive does not
mandate a change of the law as it is.

In order to create an adequate protection of the interests of the target-
shareholders and the market it is probably necessary to extend the duty of
an acquiror to disclose beyond merely stating the above information.

We have seen under 2.2. that the Williams Act imposes very extensive
disclosure obligations that include the financing of and background for the
transaction, information regarding persons with whom the acquiror has

51 As defined in the definition section of the City Code.
52 As defined in the definition section of the City Code.
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entered into agreements, understandings etc. with respect to the target-
shares, as well as the plans of the acquiror regarding purchase of addi-
tional shares, extraordinary corporate transactions involving the target-
company, etc.; but are these very extensive disclosure obligations adequate
in a “thin” stock market like the Danish?

It is material for both target-shareholders and the market as such to
know if there are persons or entities that hold shares on behalf of, cooper-
ate or act in concert>3 with the acquiror. Information of this nature may
help to show the purpose of the acquiror’s share acquisition and may, at
least sometimes, give an indication of his chances of acquiring control of
the company, should he wish to do so.

Also, acquirors ought to have a duty to disclose if share purchases have
been made merely as passive investments or if the acquiror is planning to
acquire control. In order for the system to provide adequate disclosure
while operating smoothly, it would probably be advisable not to require a
great deal of details when having acquirors disclose their plans. It would
suffice if they include a brief statement in connection with the disclosure
of their stockholding, indicating whether or not they have developed plans
for acquiring control. Such information would indicate to the target-share-
holders and the market whether or not to expect further steps on the part of
the acquiror, and they may thus on an informed basis assess the possible
impact and prospects in connection with the acquiror’s share purchases.

It would, of course, be possible to require disclosure of additional in-
formation, for example, whether the acquiror, if he were to acquire con-
trol, has plans to merge, reorganize, liquidate, or sell the company’s as-
sets, or change its dividend policy. Also, disclosure could include possible
plans to remove incumbent management, lay off employees, or to have the
company delisted from the Stock Exchange.

However, such additional disclosure requirements would probably not
be desirable in connection with all disclosures of stock acquisitions.

There are two reasons for this.

First, this kind of information would not be very useful as to acquisition
of small blocks of shares at an early point in time where it is premature to
assume that the acquiror has developed detailed plans or where plans de-
veloped by him are likely to be changed subsequently. Also, to make a
disclosure system meaningful we should not devise a concept which is
virtually impossible to enforce. Typically, attempting to verify the plans of

53 For a discussion of the notion of “acting in concert”, see 4.2.1.2.

167



VILI. Stock acquisitions

an acquiror in detail at an early point is impossible. It is difficult to
“scrutinize the heart and kidneys” of a person3.

Mandating detailed disclosure requirements in such events would often
be more misleading than providing guidance.

Second, the more detailed the disclosure requirements, the more com-
plex and thus expensive the system will be to operate. Although disclosure
to a certain point creates transparency, we do not want to establish a sys-
tem which is so elaborate that it reduces efficiency.

On the other hand, if an acquiror reaches a substantial percentage of the
target-company’s voting rights, e.g. 20 percent, the picture changes. In
that case his ability to influence and the likelihood that he has developed
definite plans will be so considerable that it is adequate to impose on him
to disclose his plans in such detail as is outlined above. In other words, it
is likely that the information that would be disclosed at this point is more
reliable and useful and thus justifies more extensive disclosure require-
ments.

Compared to the existing system of disclosure I have proposed that ex-
tensive disclosure requirements should apply once acquirors reach e.g. 20
percent of the voting rights of a company. Also, I have suggested that the
present content of the duty to disclose is hardly sufficient even in situa-
tions where the acquiror has not reached such a high percentage. The point
made here is thus that even though the duty to disclose is triggered when a
5 percent threshold is reached, target-shareholders and the market need to
know if there are persons or entities holding shares on behalf of or coop-
erating or acting in concert with the acquiror. Moreover, an acquiror ought
to have a duty to disclose if he has purchased the shares as a passive
investment or if he is planning to get control.

4.2.1.4. When to disclose. Rule 3.3 of the Rules of Ethics states that stock
acquisitions comprised by the disclosure rules must be notified to the is-
suer “immediately” upon reaching the relevant threshold.

It is important for the other shareholders as well as the market to receive
information on stock transactions as soon as they have been effected.

54 See the discussion by Jgrgen Trolle of the difficulties in determining the plan or

purpose of a transaction in the context of allegations of tax evasion in Ugeskrift
for Retsvesen 1973.B 317 ff. at 318. Jgrgen Trolle here comments on Sejer
Sorensen v. Ministry of Finance (U1973.651, Sup. Ct.).
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By means of illustration, the 10 day “window period” under the Ameri-
can Williams Act has enabled acquirors to use so-called ‘“creeping acqui-
sitions”.

Frequently, an acquiror will commence his attempt to take over the target-com-

pany by acquiring shares up to the 5 percent threshold stipulated in the Williams

Act. Often such acquisitions take place through companies or persons which

cannot be directly identified as connected with the acquiror.3 Prior to crossing

the 5 percent threshold the acquiror will prepare for further acquisitions of
shares, including the financing of such purchases. When these preparations have
been completed, the 5 percent threshold will be crossed and the acquiror will
initiate extensive purchases of shares to accumulate the largest possible number
of shares prior to the expiry of the 10-day notification period in Section 13(d) of
the Williams Act. Experience has shown that acquirors are sometimes able to
acquire up to 20 percent of the shares of a company within the 10-day period.

Obviously, this creates a possibility for the acquiror to put himself in the best

possible position prior to making a tender offer.

One of the consequences of acquirors using creeping acquisitions is that the
board of the target-company will not be informed about the takeover attempt
until a very late point in time. This means that the board will have very little
time to evaluate the takeover attempt and the effect of such attempt on the
shareholders’ interests and even lesser chances of contacting other prospective
stock purchasers. It has also been argued that creeping acquisitions are unfair to
those shareholders of the target-company who tendered their shares to the ac-
quiror before it became apparent that he planned to take over the company. Had
such shareholders known that the acquiror intended to gain control of the com-
pany and not just wanted to acquire a limited number of shares, they might have
asked a higher price for their shares. Also, creeping acquisitions entail that
shareholders who tender their shares at a point in time when no disclosure has
been made, do not enjoy the full protection provided for in the special rules of
the Williams Act dealing with tender offers.

Sometimes creeping acquisitions are used for a different purpose than just de-
scribed. By initiating purchases of a company’s shares an acquiror may bring the
company into “play”, i.e. he demonstrates to the stock market that he is inter-
ested in acquiring the company’s shares. This kind of share purchases, which
will often constitute an illegal manipulation, will lead a number of arbitrageurs
to start acquiring shares of the company. As a consequence, the share price will
rise and, at a convenient time, the acquiror will start selling his shares at a higher
price than he paid for the same shares a short time ago. In the interval between

55 This kind of activity sometimes involves what is known as “parking stock”
which may, depending on the means used and the circumstances, constitute a
violation of the federal securities laws, cf. Ralph S. Janvey, Parking of Stock, 16
Securities Regulation Law Journal 164 (1988).
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the purchase and sale of the acquiror’s shares it is sometimes seen that the
shares are “parked” with companies or persons who do not readily appear to be
connected with the acquiror.

In view of the inherent risks of abuse connected to creeping acquisitions a
number of bills have been proposed with the purpose of eliminating this phe-
nomenon.>%

The disclosure requirements under the Rules of Ethics are tighter than the
disclosure obligations under the Williams Act.

However, as touched upon earlier, the problem is that the only binding
time limit within which relevant acquisitions/dispositions must be notified
is the 4-week period in § 28 b, Subsection 1, of the Companies Act.

When adopting the relevant rules for the transformation of the Disclo-
sure Directive into Danish law, the legislature’’ need only impose on ac-
quirors a 7 calendar day deadline, cf. Article 4(1) of the directive. How-
ever, rather than relaxing the principle set forth in Rule 3.3 of the Rules of
Ethics, the legislature ought to keep the contents of the rule and merely
transform it into a legally binding provision.

Consistently with the concerns expressed above, British law requires that noti-
fication is filed within 2 days after reaching the relevant threshold, cf. Section
134 of the Companies Act 1989. In French law, notification must take place
within 5 business days, cf. Article 356-1 of the Companies Act.

4.2.2. Is there a further need for regulating stock acquisitions by
means other than public offers? It may be queried if disclosure require-
ments are a sufficient means to protect shareholders and investors in a sit-
uation where no public offer has yet been made.

In the British SAR a “speed limit” has been established in connection
with stock acquisitions.

56 See, for example, a bill introduced by senator D’ Amato, pursuant to which stock
purchases in the open market would be limited to 2 percent of a company’s stock
if the acquiror already owns 20 percent or more of the shares of the company, S.
227, 100th Cong., 1st Sess. (1987). Senator Metzenbaum has proposed that any
purchase of more than 15 percent of a company’s shares must be made by means
of a tender offer, and that the acquisition of more than 35 percent of a company’s
shares triggers an obligation for the acquiror to make a tender offer for all the
shares of the company, such offer to be open for acceptance for at least 6 months,
cf. S. 678, 100th Cong., Ist Sess. (1987).

57 In casu the Ministry of Industry, see § 28 ¢ of the Companies Act.
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Thus, acquirors are prevented from acquiring shares in any period of 7
days carrying voting rights in a company representing 10 percent or more
of the voting rights if such shares, together with any shares already held by
the acquiror, carry 15 percent or more, but less than 30 percent, of the
voting rights of the company.’® An exception to this rule applies if the
shares in question have been acquired from a single shareholder and it is
the only such acquisition within any period of 7 days.>® Likewise, shares
acquired pursuant to a tender offer are exempted.60

In this connection, the term “tender offer” is used to describe a cash pur-
chase offer made through two national daily newspapers for the purpose of
acquiring shares which would lead the acquiror to hold a maximum of
29.99 percent of the voting stock of a company, having a minimum open-
ing period of 7 days, and including a fixed price or a maximum price.5!

Finally, share acquisitions made immediately before the acquiror an-
nounces a firm intention? to make an offer are exempted, provided that
the offer will be publicly recommended by, or is made in agreement with,
the target-board, and the acquisition is conditional upon the announcement
of the offer.

After reaching the 15 percent threshold, the acquiror must notify the tar-
get-company and The International Stock Exchange (who will inform The
Take-over Panel). Moreover, the 15 percent threshold triggers a duty for
the acquiror to notify about any increase of his shareholding in the com-
pany exceeding 1 percent of the company’s share capital. Notification
must take place not later than 12 o’clock noon on the day following the
transaction.63

However, while disclosure requirements serve a clear purpose, it is far
from certain that there are any beneficial effects in having share purchases
slowed down as has been done in Great Britain. The desire to avoid “dawn

58 Rule 1 in the SAR.

39 The SAR Rule 2(a).

60 The SAR Rule 2(b).

61 See the SAR Rules 4.1 and 4.2 as well as the notes to the two rules. As it ap-
pears, the tender offer concept in British law is limited to a very specific type of
offer and is substantially different from the corresponding term under American
law, cf. 2.3.1.

62 As indicated in the text, Rule 2 of the SAR uses the words “firm intention”. Ac-
cording to Rule 2.5 of the City Code, the announcement of a firm intention to
make an offer should be made only when an acquiror has every reason to believe
that he can and will continue to be able to implement the offer.

63 The SAR, Rule 3.
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raids” is probably most efficiently accommodated by imposing on ac-
quirors of shares a duty to disclose their plans at a very early point. It
should be borne in mind that mechanisms whereby stock acquisitions are
slowed down are likely to lead to reduced efficiency since it complicates
the regulation of the takeover process and thereby makes the process more
expensive. Such complication is only acceptable if it leads to definite ben-
efits for the target-shareholders or the market. It is not obvious that bene-
fits of this nature are connected to “speed limits”.

4.3. Public offers

4.3.1. Introduction. While particular requirements are triggered the mo-
ment that an acquiror obtains control of a company, no other distinction
exists between various types of acquisition techniques.

Public offers® are subject to no particular regulation in Denmark. Typi-
cally, when public offers are made, this is done after agreement has been
reached between the acquiror and the management of the target-company.
Ordinarily, the parties will, prior to making a public offer, discuss the
necessary steps to be taken with the Copenhagen Stock Exchange in order
to ensure that the Exchange can accept the proposed plans. So far, there
has perhaps only been a limited need for specific rules set forth in writing
rather than expressed in the practice of the Stock Exchange.

However, it is a weakness of the current system that there is so little
guidance to find in writing. The need for clarity is further underscored by
the fact that in the future corporate acquisitions may increasingly take the
shape of contested takeovers. Where breach of the relevant rules may be
decisive for the outcome of an attempt to acquire a company, the demand
for clarity and predictability stands out. Against this background, it would
be preferable if the requirements pertaining to public offers were set forth
in, for example, the Copenhagen Stock Exchange Rules of Ethics63.

The following comments specifically address public offers, including
competing public offers.

There are no persuasive reasons for, generally, giving new offers which compete
with offers already made a special treatment, cf. the principle set forth in Article
20(1) of the Draft Takeover Directive. However, according to Article 20(3) of
the draft, persons acting in concert with the acquiror, or on his account, should
not be permitted to make a competing bid, unless they obtain the authorization
from the relevant competent authority. This seems to be a reasonable restriction

64 As defined under 1.3.
65 See also the discussion under VI.
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in order to avoid manipulations harming target-shareholders. Also, as we will
discuss later, the occurrence of a competing offer may justify changes in the le-
gal position of the original acquiror and the target-shareholders. Under French
law, competing bids based on consideration in cash, which compete with a cash
bid must be made at a price that exceeds the initial bid by at least 2 percent, cf.
Article 5-2-26 of the General Rules. Such a requirement is probably superfluous
since it is likely that virtually any competing offer will be made on terms that
exceed the terms of the initial offer.

4.3.2. Before an offer is made. Under present Danish law an acquiror has
no obligation to announce in advance his plans to make a public offer.
Moreover, he has no duty to contact the Copenhagen Stock Exchange or
the target-company prior to making a public offer. In the following we
will discuss if there is a need to impose obligations on acquirors in these
two respects.

There are various reasons why it is desirable to have an acquiror who
wishes to make a public offer announce this publicly as early as possible.
One is the fact that there is an increased risk of insider trading in the pe-
riod between the decision to make a public offer and the actual publication
of the offer®. Another reason is that the target-shareholders as well as the
market have an interest in being informed about possible changes of large
stockholdings so that they can make their investment decisions on the ba-
sis of up-to-date information.

The rules of the British City Code constitute a useful source of inspira-
tion as to how to achieve early disclosure on the part of acquirors. When a
potential acquiror has reached the point where he has a firm intention to
make an offer, the City Code imposes on him a duty to announce this,
provided, however, that he has a real reason to believe that he can and will
continue to be able to implement the offer.6’ This announcement is bind-
ing on the acquiror in the sense that he must proceed with the offer, unless
the posting of the offer is subject to prior fulfilment of a specific condition
and that condition has not been met, or The Take-over Panel has granted
an exemption from the obligation to make an offer.8 An exemption may,

66 This concern is expressed in the preamble to the Draft Takeover Directive.
67  See the third of the general principles and Rule 2.5(a) of the City Code.
68  See Rule 2.7 of the City Code.
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for example, be granted if it turns out that the offer was made on the basis
of incorrect information.%?

The announcement of a firm intention to make an offer must contain information
regarding a number of facts, including the terms of the offer, the identity of the
acquiror, details of any existing holding in the target-company which the
acquiror owns, controls, or which is controlled by a person acting in concert with
the acquiror, or in respect of which he has received an irrevocable commitment
to accept the offer, or in respect of which he (or any person acting in concert
with him) holds an option to purchase, all conditions to which the offer or the
posting of it is subject, and details of any arrangement that exists with the target-
company or with an associate of the acquiror or the target-company in relation to
the shares of the target-company. Also, the announcement must include confir-
mation by the financial advisor or by another appropriate third party that re-
sources are available to the acquiror sufficient to satisfy full acceptance of the
offer, see Rule 2.5(b) and (c) of the City Code.

The Swedish Recommendation regarding Public Offers for Shares (1988) uses
a somewhat similar concept by requiring an acquiror to issue a press release im-
mediately after he has decided to make a public offer, see II.1. of the Recom-
mendation.

The press release must contain the prime terms of the offer, including possible
conditions. Moreover, the release must include the number of votes that the ac-
quiror holds or otherwise controls. The acquiror must also state if or to what ex-
tent he has been assured acceptance of his offer by target-shareholders. He must
indicate the motives for his offer and, to the extent practically possible, the ef-
fects of the offer on the target-company, expressed in the effect on each share,
where appropriate. Finally, the press release must include a time schedule for the
implementation of the offer, see I.2. of the Recommendation.

Similarly, pursuant to article 7(1) of the Draft Takeover Directive, an acquiror
should inform the relevant supervisory authority as well as the target-board as
soon as he decides to make a bid and then make public his intention of doing so.
Article 7(1) refers to Article 11(1)(a) as to the means of publication. Article
11(1)(a) gives an acquiror the option to choose between publication in one or
more national or mass-circulated newspapers; or in the national gazette; or in
any other fashion affording wide circulation of the information and approved by
the relevant supervisory authority.

The system of imposing on acquirors an obligation to announce their in-
tentions once they “firmly” intend to make an offer is very well fit to serve
the purpose described above. The particular advantage connected to the
British model is that it binds an acquiror, with certain exceptions, to make

69 See e.g. statement on Combined English Stores Ltd. and David Greig Ltd., 309
Journal of Business Law (1974).
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an offer once he has announced his intention to do so. This is probably an
important point since, if no such obligation existed, it would be possible to
manipulate the market by stating that a public offer would be made, which
would then not happen.

As regards the particulars of the announcement, the provisions referred
to above of the Swedish Recommendation represent an adequate balance
between the desire for a high level of information, on the one hand, and an
interest in avoiding excessive disclosure obligations, on the other.

In some jurisdictions, e.g. France and Great Britain, an acquiror must
submit his offer document to an authority in advance for approval.

French law provides for various ways of acquiring large stockholdings. The pro-
cedure touched upon here is the so-called “procédure normale”. This procedure
stipulates detailed requirements according to which any public offer must be
submitted to the Stock Exchange Council in advance for approval. A potential
acquiror cannot himself submit a request for approval to the Council, but must
do this through a financial institution that must issue a guarantee for the obliga-
tions of the acquiror pursuant to the offer, see Article 5-2-1 of the General Rules
and Article 8 of the COB-rules. The request must include information regarding,
inter alia, the objective of the offer, the minimum and maximum number of
shares that the acquiror wishes to acquire, and the price or exchange ratio of-
fered, see Article 5-2-5 of the General Rules.

In connection with its assessment of a proposed offer, the Stock Exchange
Council will, among other factors, examine the price offered in order to deter-
mine if it is fair, see Article 5-2-7 of the General Rules. For a discussion of
principles of valuation in connection with corporate acquisitions, see Didier
Martin, Les Critéres d’Evaluation et le Droit des Acquisitions, Revue de Droit
des Affaires Internationales, p. 301 ff. (1988). In addition to the approval re-
quired by the Stock Exchange Council, the COB must approve the prospectus
("note d’information”) before an offer can be made, see Article 5-2-8 of the
General Rules and Articles 7-9 of the COB-rules.

As to British law, see Section 6, Chapter 2, paragraph 2, of the Yellow Book.

Article 7(2) and (3) of the Draft Takeover Directive would impose on an ac-
quiror an obligation immediately after making public his plans to draw up an of-
fer document that must be communicated to the supervisory authority and to the
board of the target-company prior to being made public.

The Draft Takeover Directive leaves it up to the member states to decide
whether their supervisory authority must approve a bid in advance before it is
made, cf. Article 6(2)(a), but if approval is required under national law prior to
publication of an offer, the authority’s decision must be made within 3 working
days from lodging of the document, cf. Article 6(2)(a).

The question is if requirements to obtain a pre-offer approval are desirable.
On the one hand it would ensure that the offer document complies with the
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relevant regulation and thus benefit the shareholders of the target-
company. On the other hand, the duty to have offer documents reviewed in
advance by e.g. the Board of the Copenhagen Stock Exchange complicates
the regulatory system and, moreover, is a time-consuming device. The
question, therefore, is if the best solution would not be to create a clear
and predictable regulatory framework leaving little doubt about the re-
quirements pertaining to public offers. If the regulatory framework had
these features, it would probably be sufficient to impose on acquirors an
obligation to file offer documents with the Copenhagen Stock Exchange
simultaneously with making the offer. Acquirors would know then that the
Stock Exchange would monitor and perhaps review the materials filed
with the Exchange, which would give acquirors a strong incentive to ad-
here to the relevant rules. Also, they would know that failure to follow the
rules would easily be detected by one or more shareholders who would
probably then involve the Stock Exchange. Altogether it is likely that
clarity of regulation and monitoring by the Copenhagen Stock Exchange
would make it unnecessary to require pre-offer involvement by the Stock
Exchange.

In connection with the Draft Takeover Directive, the requirement (under Article
7(3)) that draft offer documents must be communicated to the supervisory au-
thority and the target-board prior to publication should be read in conjunction
with the powers of the supervisory authority under Article 6(2). The latter pro-
vision would give the authority powers to prohibit or impose on acquirors to
change an offer document that does not comply with the directive.

Under French law’9, the quotation of shares of the acquiror (assuming it is
a listed company) and the target-company are suspended temporarily once
the application for an offer has been filed with the Stock Exchange
Council. While such a system may be adequate where the takeover process
is extended because a pre-bid approval is required and an increased risk
exists of insider trading or speculation, we probably should not introduce a
general mechanism of this kind if we elect not to have a pre-bid approval
system.

The next question is if it is desirable to make it a requirement that the
acquiror inform the target-company in advance about his plans and per-
haps even invite target-management to discuss his acquisition plans.

70 See Articles 5-2-1 and 5-2-11 of the General Rules.
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According to the British City Code, an acquiror who wishes to make a public of-
fer must in the first instance forward the offer to the board of directors of the tar-
get-company or to its advisors, see Rule 1(a) of the City Code.

The German Guidelines and the Dutch Merger Rules provide for a similar
duty, see Clause B.2. of the Guidelines and Article 4 of the Merger Rules, re-
spectively. The Dutch rules state that the acquiror must invite the target-board to
discuss the offer within a 7 day period.

The interests of target-management, like the interests of target-sharehold-
ers and the market as such, are properly protected by making it a require-
ment that acquirors announce their plans once they have decided to make a
public offer. The moment such plans become public knowledge, every-
body, including target-management, may prepare for the acquiror’s further
steps. It is difficult to see why an acquiror should have an absolute obliga-
tion to inform or talk to the target-management in advance. If he finds it
appropriate to inform or talk to target-management, he may elect to do so
but he should have no duty in this regard.

4.3.3. Communicating the offer. There are no mandatory means by
which public offers must be communicated to target-shareholders under
Danish law.

It is important that publication of a public offer is made in a manner that
ensures that all target-shareholders as well as the stock market are in-
formed about the offer at the same time and in an efficient manner. To
achieve this, the Copenhagen Stock Exchange Rules of Ethics ought to
include requirements with respect to publication of offers.

Although the details of the regulation of how to communicate public of-
fers varies in different jurisdictions, the basic principles of regulation are
quite similar.

For example, under U.S. law, an acquiror may make the terms of a tender offer
available to target-shareholders by means of a so-called “long-form publication™
(in 2 newspaper or newspapers) or by means of a so- called “summary publica-
tion”, i.e. a brief advertisement that contains a summary of the tender offer and
indicates where copies of the full offer may be obtained, see Rule 14d-6, issued
by the SEC under the Williams Act. Ordinarily, summary publications are used.

According to the Dutch Merger Rules, public bids must be announced by
means of an advertisement in the Stock Exchange Gazette or in the nationwide
press. The advertisement may be brief and merely indicate the price or exchange
ratio offered, provided that the advertisement contains information indicating
that the full terms and conditions of the offer may be obtained from the acquiror,
see Article 5 of the Merger Rules.
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The Swedish Recommendation sets forth that the terms and conditions for a
public offer must be included in a prospectus which must be sent to all holders
of shares comprised by the offer whose addresses are known, and, likewise, the
Stockholm Stock Exchange and the media must receive copies of the prospectus,
see II.1. of the Recommendation.

Article 11(1) of the Draft Takeover Directive sets forth that member states
shall select at least one out of three categories of forms of disclosure. If the first
category (a) is selected, the offer document must be published either in one or
more national or mass-circulated newspapers; or in the national gazette; or by
other means affording wide circulation of the information and approved by the
supervisory authority. The second category (b) mandates that the offer must be
made available to the target-shareholders at addresses announced in notices in
the newspapers and/or the gazette referred to above or by equivalent means ap-
proved by the supervisory authority. However, where all the shares covered by
the offer are registered, the offer may be published by circulation to all ad-
dressees of the offer (this is the third category, (c)).

In our search for a suited model for Danish regulation we may want to
look at the system found in the Prospectus Order issued by the Danish
Ministry of Industry, which in Chapter 4 prescribes publication of
prospectuses to be published before the listing of securities at the Copen-
hagen Stock Exchange.

In § 18, Subsection 2, it is stated that publication may be made either through an
advertisement in a Copenhagen newspaper and, as to companies domiciled in
Denmark but outside Copenhagen, also in at least one local paper, or in the form
of a leaflet made available free of charge to the public at the Copenhagen Stock
Exchange and at the issuer’s domicile as well as with the financing bodies han-
dling the financing operations of the particular issuer relating to its application
for admission for listing. Moreover, Subsection 3 of § 18 stipulates that steps
shall be taken to have either the complete prospectus or a notice stating where
the prospectus has been published and where it may be obtained by the public
inserted in the Danish Official Gazette (”Statstidende”).

The requirements under § 18 represent an adequate solution to how public
offers could be communicated to the shareholders of the target-company
as well as the market as such.

4.3.4. Terms and conditions of the offer

4.3.4.1. Basic requirements. Although this would probably always be the
case in practice, it ought to be a requirement that public offers are made in
writing. Moreover, the offer document should identify the acquiror and the
target-company, as well as stipulate the details regarding the shares of the
target-company that are comprised by the offer, including the minimum
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and the maximum number of shares to be acquired by virtue of it. In
addition, the offer document must include an indication of the price per
share and/or exchange ratio offered by the acquiror and the period within
which the offer must be accepted.

See also the Draft Takeover Directive, Article 10 (1)(a), (b), (d), (da), (g) and (j).
Article 10(1)(g) would require that the offer document should state how the con-
sideration will be given and, in the case of cash consideration, the arrangements
made or to be made for the payment of that consideration. In the case of consid-
eration consisting of securities, the document should give evidence that the ac-
quiror has such securities at his disposal or, if relevant, an undertaking to con-
vene a general meeting of shareholders of the acquiror where the issue of the se-
curities in question could be authorized.

4.3.4.2. The price. Unless a mandatory public offer is made pursuant to
Rule 4 of the Copenhagen Stock Exchange Rules of Ethics, no provisions
exist containing requirements with respect to the price to be offered or re-
garding the value of the consideration.

There are two main aspects of disclosure in connection with the price of
an offer. The first is whether there ought to be a duty to disclose the ra-
tionale or motives for the price/exchange ratio being fixed as it is in the
offer. The second is whether the acquiror should have an obligation to
state or document the value of the consideration offered.

With respect to the first aspect, the solutions found in foreign law do not
create a consistent picture.

Neither the Williams Act nor the City Code contains any provisions that require
an acquiror to state the basis on which he has computed the price (or exchange
ratio) offered.

As outlined under 4.3.2., the French takeover regulation entails that the Stock
Exchange Council evaluates the price offered to ensure its faimess. Neverthe-
less, the offer document must indicate how the price has been determined, cf.
Article 7 of the COB-rules.

The German Guidelines provide that the offer must include a statement of the
facts that were decisive for the determination of the price offered, see Clause
C.5. of the Guidelines.

Similarly, under Dutch law an acquiror must state in his offer document the
motives for the price/exchange ratio offered, see Article 6(1) h of the Merger
Rules.

Article 10(1)(g) of the Draft Takeover Directive states that acquirors must in-
dicate the basis of the valuation used in determining the consideration offered.
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This probably would entail that acquirors have to indicate the basis for the
price/exchange ratio offered.

Since the target-shareholders may be expected to be familiar with the
prices quoted for their shares prior to the offer, they would have little dif-
ficulty in evaluating whether or not the offer provides them with a pre-
mium on top of the market price. Although a statement by an acquiror of
the reason why he is willing to pay the price offered could sometimes sig-
nal changes or restructurings which are a prerequisite for the acquiror be-
ing successful in his business objectives, the question is if there is a true
need for such a requirement. Assuming that we impose on acquirors an
obligation to state previous dealings in target-shares, cf. 4.3.4.5., as well
as their plans and the expected effects of the acquisition, see 4.3.4.6., there
is probably no need to complicate the regulatory system further by man-
dating disclosure of the rationale or basis for the price offered.

Turning to the second of the above-mentioned aspects of disclosure, we
will first take a look at some of the jurisdictions that have focused on this.

The British City Code stipulates that when an offer involves the issue of unlisted
securities, the offer document and any subsequent circular from the acquiror
must contain an estimate of the value of such securities by an appropriate
advisor, see Rule 24.10 of the City Code. Furthermore, the City Code imposes
on acquirors extensive disclosure requirements regarding the financial position
of the acquiror, including, inter alia, turnover, net profits or losses and dividends
per share for the last S financial years, see Rule 24.2 of the City Code.

The Swiss Take-Over Code states that, in case of an exchange offer, the ac-
quiror must indicate details of the place where the last three annual reports of the
acquiror and a report on the current year are available. If listed securities are of-
fered as consideration, the acquiror must indicate details of the quotations for the
last three years; if non-listed securities are offered as consideration, he must in-
clude an estimate of the value of such securities by the firm of accountants su-
pervising the offer, see Article 4.5 of the Code.

According to the Swedish Recommendation, offers based on consideration
other than cash and/or listed shares must include a description of the considera-
tion, which enables the shareholders to evaluate this. In case alternative consid-
eration is offered, the description must enable shareholders to compare the alter-
natives, see III.1 and 2 and the exhibit regarding prospectus requirements, item
2, to the Recommendation where further details are set forth.

The Draft Takeover Directive, Article 10(1)(g), imposes on acquirors a duty
to state the method used in connection with the determination of the considera-
tion offered. Where the consideration offered includes securities which have
been admitted to listing at a stock exchange in one of the member states within
the last 12 months, the offer document shall be accompanied by listing particu-
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lars drawn up in accordance with Council Directive 80/390/EEC, see Article
10(3).

If the consideration offered includes securities other than those mentioned
above (i.e. non-listed), the offer document must contain all the information
equivalent to the information to be found in the aforementioned listing particu-
lars, enabling the offerees to make an informed judgment as to the assets and li-
abilities, financial position, record and prospects of the issuing company, see
Article 10(4).

The Swiss concept outlined above represents a suitable model with respect
to information pertaining to the value of the consideration of the offer. If
the consideration offered consists of cash and/or listed shares, it is likely
to present few problems for target-shareholders to evaluate the offer.
Consideration in cash is comparatively easy to handle. This is likely also
to be the case as to listed shares where information on the quotations for a
reasonable period prior to the offer provides a useful basis for evaluating
the current value of target-shares. Perhaps the three year period of the
Swiss Rules should be reduced to 12 months, since quotations further back
in time have limited interest only.

Things become more complicated where the consideration consists of
non-listed securities. In such cases it is important that the offer contains
the opinion of an expert stating the value of the shares and the method of
valuation used, thus enabling the target-shareholders to ascertain if the
value of the consideration offered is reasonable. Instead of having a firm
of accountants supervising the offer as it is seen in Switzerland, the con-
cept of impartial expert valuers could be used, as it is known from e.g. §
134 c of the Danish Companies Act regarding mergers, see also VIII.4.4.

To the extent that a public offer is based, wholly or partly, on consid-
eration consisting of securites, it should be stipulated from what date such
securities entitle the holders to dividends or interest, see also Article
10(1)(h) of the Draft Takeover Directive.

4.3.4.3. Offering period. We are concerned with two issues regarding the
offering period: should we have a minimum period and should we have a
maximum period in which an offer may be kept open for acceptance?

In the absence of Danish regulation in this area, it may be useful to ini-
tiate our query by having a look at foreign jurisdictions.

As to U.S. law, reference is made to 2.3.3.

The British City Code sets forth that an offer must initially be open for at least
21 days following the day on which the offer document is posted, see Rule 31.1.
In the event that an offer is revised, it must be kept open for at least 14 days fol-
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lowing the day on which the revised offer document is posted, see Rule 32.1. An
acquiror may not declare his offer unconditional as to acceptances, unless he
obtains the consent of The Take-over Panel, on the 60th day after the day the
initial offer document was posted, Rule 31.6 of the City Code. (The Take-over
Panel will normally only grant an exemption if a competing offer has been an-
nounced, if the board of the target-company consents to an extension, or if the
target-board announces trading results, profit or dividend forecasts, asset valua-
tions or proposals for dividend payments after the 39th day following the posting
of the initial offer document, cf. Rule 31.6(a) and Rule 31.9.). If the acquiror has
not received a sufficient number of acceptances after midnight on the 60th day
after the day the initial offer document was posted, and provided that The Take-
over Panel has not granted an exemption, the offer lapses.

Under French law an offer must be open for acceptance for at least 20 trading
days counted from the day of publication, see Article 5-2-9 of the General Rules.

The German Guidelines set forth that the opening period of an offer must be
at least 21 days and not more than 60 days, see Clause D.1. of the Guidelines.

Under the Dutch Merger Rules public offers that are made with the approval
of target-management need only be open for 20 days, whereas public offers
made in an attempt to take over the target-company on a “hostile”” basis must be
open for acceptance for a minimum of 30 days, see Article 7a(2) of the Rules.

Pursuant to the Swiss Take-Over Code a public offer can be accepted only af-
ter a period of 10 working days from the date of publication. It has to remain
open for acceptance for at least one month after this later date, but for no more
than two months, see Article 3.4. of the Code.

The Swedish Recommendation stipulates that offers must remain open for at
least 3 weeks and that the offering period does not commence until the prospec-
tus has been published, see I1.3 of the Recommendation.

Article 12(1) of the Draft Takeover Directive sets forth that the period for ac-
cepting an offer may not be less than 4 weeks or more than 10 weeks from the
date of publication of the offer document. Modifications of the offer period
would only be allowed with the permission of the supervisory authority, which
must indicate the grounds for its decision, cf. Article 12(2) of the Draft Takeover
Directive.

There are various reasons for imposing on acquirors the duty to stipulate a
minimum offering period in the offer. First, it ensures that target-share-
holders do not feel compelled to tender their shares without having suffi-
cient time to consider the price and other terms of the offer as well as the
impact that the offer may have on the target-company. Second, a mini-
mum opening period allows other prospective acquirors to make bids for
the target-shares, which may benefit target-shareholders. Third, having a
minimum opening period gives target-management time to consider the
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offer and provide adequate advice to target-shareholders regarding whether
to accept the offer or not.

It seems that a minimum opening period of one month provides a rea-
sonable opportunity for shareholders to consider and decide on an offer.
Within this time target-shareholders have opportunity to retain advisors
and, moreover, the market has time to respond to the offer. There appears
to be no particular reasons for having longer minimum opening periods for
contested offers than for other offers as is the case under the Dutch rules.

The second question is if there is a need for a maximum opening period
as is seen in e.g. Great Britain, Germany and Switzerland and as proposed
in the Draft Takeover Directive.

It is probably desirable to have a “cap” on the offering period in order to
encourage acquirors as well as target-shareholders to consummate changes
of corporate control within comparatively short spans of time in order to
avoid the uncertainty attaching to public offers for e.g. 3 or 4 months.”! It,
therefore, seems desirable to have e.g. a 2 month limitation on the opening
period of public offers.

4.3.4.4. Conditions of offers. In the absence of specific regulation, Dan-
ish law entails that an acquiror is free to make his offer conditional upon
the fulfilment of one or more conditions. The question is if we should
limit this right of acquirors.

A comparative outlook shows us that no consensus exists on this issue.

Neither the American Williams Act nor the German Guidelines contain restric-
tions with respect to the right of acquirors to state conditions.

The British City Code provides that public offers must normally not be sub-
ject to conditions which depend solely on subjective judgments by the directors
of the acquiror or the fulfilment of which is in their hands, see Rule 13 of the
Code. The official comments on this rule state that The Take-over Panel may be
prepared to accept an element of subjectivity in certain special circumstances
where “it is not practicable to specify all the factors on which satisfaction of a
particular condition may depend, especially in cases involving official autho-
rizations, the granting of which may be subject to additional material obliga-
tions” for the acquiror. It would also, the comments add, normally be acceptable
for an announcement of an offer to be expressed as being conditional on state-
ments or estimates being appropriately verified.

71 The preamble of an earlier version of the Draft Takeover Directive, prepared by
the Permanent Representatives Committee (10854/89, EF 105, DRS 67, Brussels,
December 15, 1989), emphasizes the desire to avoid target-companies remaining
“under siege” beyond a reasonable time.
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Similarly, under Dutch law conditions may only be inserted in an offer docu-
ment if they do not, in effect, give the acquiror an unlimited discretion to decide
whether the offer should be consummated or not, see Article 11(1) of the Merger
Rules.

The Swiss Take-Over Code follows the same line of thinking by stating that
an offer can only be subject to conditions that the acquiror himself cannot influ-
ence, see Article 3.2 of the Take-Over Code. As examples of such conditions the
Code mentions the acquisition of a given percentage of the relevant securities or
the registration of the acquiror’s shareholding.

The Swedish Recommendation does not impose on acquirors any restrictions
with respect to the nature of the conditions allowed. Instead, the Recommenda-
tion provides that the tendering shareholders may withdraw their acceptance of
the offer until the moment the acquiror announces that the conditions in the offer
have been met or, if such announcement is not made, until the moment when the
acceptance period expires, see I1.4. of the Recommendation.

Article 10(1)(i) of the Draft Takeover Directive provides that conditions must
be “beyond the offeror’s control” and authorized by the supervisory authority.

It seems reasonable to allow acquirors to make public offers conditional
upon, for example, the acquisition of a certain minimum percentage of tar-
get-shares or the dismantling of provisions in the target-company’s charter
that are meant to prevent takeovers. The minimum percentage requirement
has particular importance because of the right to cash out minority share-
holders pursuant to § 20 b of the Companies Act, which only applies if the
acquiror owns more than 90 percent of the target-company’s share capital
and votes.

A related question is if the use of public offers ought to be restricted to offers
which, if accepted, would lead to the acquiror holding a certain (significant) per-
centage of target-shares. On the one hand one may argue that public offers affect
the market price of target-shares and that such “turbulence” is only acceptable if
a large number of shareholders have the opportunity to sell their shares. Offers
for minor numbers of shares could be said to create too much “noise” compared
to the benefits inuring to shareholders. On the other hand it could be argued that
acquirors very rarely would make public offers for small numbers of shares
since this means of acquiring shares typically leads to the payment of a price
above the market price. Minimum requirements are thus likely to be of limited
practical importance. The latter point carries much weight and, when viewed
together with our interest in avoiding excessive regulation, supports the con-
clusion that no minimum requirements should be established in this respect.

Other conditions should also be allowed, provided that they are clearly
stated and do not leave too much uncertainty with respect to their fulfil-
ment.
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However, if a condition is very broadly stated, it may, in effect, leave it
to the acquiror’s sole discretion whether to proceed with the public offer or
not. This uncertainty should be avoided because it gives room for manipu-
lation that is harmful to target-shareholders as well as to the stock market.
Once a public offer is made, the price of the target-company’s shares will
increase and the players in the market will base their decisions on the in-
creased price. If, nevertheless, an acquiror were allowed to withdraw his
offer at his discretion, this would be harmful to investors who would be
left without protection.

Therefore, conditions ought to be allowed only to the extent that they do
not primarily depend on subjective judgments on the part of the acquiror
or the fulfilment of which is in his hands, cf. Rule 13 of the British City
Code mentioned above.

4.34.5. Information regarding existing shareholdings, dealings and
cooperation with others. The question here is if, or to what extent, it
ought to be a right for the target-shareholders and the stock market to re-
ceive information about the size of the acquiror’s existing holding of and
his recent dealings in target-shares as well as the existence and nature of
any cooperation between the acquiror and others.

Information regarding the percentage of target-shares and votes held by
the acquiror is material for the target-shareholders and the stock market as
information of this nature may give an impression of the strength of the
acquiror and the likelihood of him being able to acquire control of the tar-
get-company. Therefore, such information regarding the acquiror’s exist-
ing shareholdings should be made a mandatory part of the information that
must be set forth in the offer document.

The regulation of public offers in other jurisdictions is consistent with the view
expressed in the text, see, for example, 2.2. and 2.3.2. regarding U.S. law, Rule
2.5(b) of the British City Code (on announcement of a firm intention to make an
offer), Article 7 of the French COB-rules, Clause C.6 of the German Guidelines,
Article 4.3. of the Swiss Take-Over Code, and the Swedish Recommendation,
I1.2. See also Article 10(1)(e) of the Draft Takeover Directive.

The obligation to disclose holdings of stock ought to include convertible
securities, options and warrants giving the holder the right, on a unilateral
basis, to acquire or subscribe to target-shares. Also, shares owned by oth-
ers, but with respect to which the acquiror has the right to exercise the
voting rights, ought to be included. The Draft Takeover Directive provides
some useful inspiration in this regard.
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See Article 10(1)(e) of the Draft Takeover Directive, which defines in which sit-
uations shares are regarded as being “held” by the acquiror (or any of the other
persons or entities referred to in points (bb) - (dd) of Article 10(1)(e)). This is the
case as to the following:

(a) securities in which the acquiror has the life interest;

(b) securities which the acquiror is entitled to acquire, on his own initiative alone,
under a formal agreement;

(c) securities deposited with the acquiror to which voting rights are attached
which the acquiror can exercise at his discretion in the absence of specific in-
structions from the security holders.

Article 10(1)(ee) addresses the situation where the acquiror (or any of the other
persons or entities referred to above) hold shares that are lodged as security.
Such shares must be indicated in the offer document, unless the person or entity
holding the security controls the voting rights and declares his intention of exer-
cising these, in which case such shares are to be regarded as belonging to the lat-
ter.

It is perhaps less obvious why previous dealings in target-shares by the ac-
quiror must be indicated in the offer document. Foreign jurisdictions
sometimes impose requirements of this nature on acquirors.

If, for example, a person whose shareholdings are required to be disclosed pur-
suant to the City Code has dealt for value in the shares in question during a pe-
riod beginning twelve months prior to the offer period and ending with the latest
practicable date prior to the posting of the offer document, the details must be
stated, Rule 24.3(c) of the City Code.

Following a similar pattern, the Dutch takeover regulation provides that the
offer document must state if the acquiror has acquired shares of the target-com-
pany within the last 3 years prior to the announcement of the acquiror’s plan to
make an offer, see Article 6(1) of the Merger Rules.

Also, the Swiss rules stipulate that the acquiror must set forth in the offer
document the number of shares acquired and disposed of within the preceding
year, see Article 4.3. of the Swiss Take-Over Code.

See also the Draft Takeover Directive, Article 10(1)(e), which stipulates that
dealings in target-securities by any of the persons or entities referred to in Arti-
cle 10(1)(e) points (bb) - (dd) within the last 12 months preceding the an-
nouncement must be indicated.

Typically, target-shareholders and the market will be concerned with the
future, i.e. what is to be expected, and not the past. It may, nevertheless,
make sense to impose on acquirors a duty to indicate major dealings
within, for example, a 12 month period prior to the announcement of the
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public offer provided, however, that information is included about the
price paid in connection with such previous dealings. A duty on the part of
an acquiror to disclose the price paid per share in earlier transactions may
help to provide a picture of whether the price offered in the public offer is
reasonable.

Of material importance for target-shareholders and the market is infor-
mation on persons or legal entities acting on behalf of (but in their own
name) or in concert with the acquiror.

In this connection the concept of “acting in concert” known from the
British City Code provides a helpful tool.”2 It is thus important that not
only parties acting in concert pursuant to formal agreements (including
voting agreements) or arrangements but also concerted action based on
understandings aimed at obtaining or consolidating control should be
disclosed. Disclosure should be of such a kind as to give target-sharehold-
ers a true picture of the collective holdings and voting power of the ac-
quiror and his “fan-club”.

In Article 2 of the Draft Takeover Directive, persons acting in concert are de-
fined as persons “who, through concerted practices or pursuant to an agreement,
cooperate with one another in connection with a bid.” The words “in connection
with” makes this definition very broad, probably too broad. While the kinds of
practices that need to be focused on are those where parties act jointly for the
purpose of obtaining or consolidating control, the definition in the draft includes
situations where no such joint activity exists. In other words, this definition goes
beyond what is needed and thus complicates the system unnecessarily, see also
the discussion under 4.2.1.2.

In addition to the names of persons/entities belonging to the above-men-
tioned categories and, if applicable, the size of their holdings, the obliga-
tion to disclose should include the nature of the agreement, arrangement or
understanding.

See Rule 24.3 and 24.5 of the British City Code.

Article 10(1)(e), points (bb) and (dd), of the Draft Takeover Directive provide
that the offer document must state the target-securities held by persons or enti-
ties acting in their own name but on behalf of the acquiror or by any person act-
ing in concert with the acquiror. Such persons or entities will have to be identi-
fied, cf. Article 10(2).

The Draft Takeover Directive also prescribes that the offer document must
state all agreements to which the acquiror is a party or of which he is aware con-

72 See about this notion under 4.2.1.2.
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cerning the offer or the exercising of the voting rights attached to the securities
of the target-company, cf. Article 10(1)(n).

The disclosure by an acquiror ought also to include information on hold-
ings of target-shares held by companies controlled by the acquiror, or be-
longing to the same group of companies, as well as by persons who are
members of the board or managers of the acquiror and close family mem-
bers of such persons. Although neither the mentioned legal entities nor the
persons indicated necessarily cooperate with the acquiror, it may be fair to
presume that such cooperation frequently exists. In any event it is of
importance for the target-shareholders and the market to know the size of
the stake in the target-company held by the said entities and persons who,
at least, should be expected to sympathize with the acquiror. To avoid un-
necessary duties to disclose, the duty referred to here ought to be limited
to holdings of a certain size (e.g. 2 percent of the aggregate share capi-
tal/votes).

Most of what is recommended here may be found in Rule 24.3(a)(ii) and (iii) of
the British City Code and the definition of “acting in concert” in the Code.

The Draft Takeover Directive, Article 10(1)(e), point (cc), would oblige ac-
quirors to state target-securities held by undertakings controlled by the acquiror.
As to the definition of “controlled undertakings”, the draft refers to Article 8 of
the Disclosure Directive, discussed under 4.2.1.2.

The duty mentioned above to disclose previous dealings in target-shares
should include persons or entities who act on behalf of or in concert with
the acquiror or companies controlled by or belonging to the same group of
companies as the acquiror as well as board members and managers and
their close family members.

See also Rule 24.3(c) of the British City Code, Article 6(1) of the Dutch Merger
Rules, and Article 10(1)(e) of the Draft Takeover Directive.

For the purpose of creating a complete picture of the strength of the ac-
quiror and his likelihood of success, it ought to be a requirement that the
offer document contain an indication if, or to what extent, target-share-
holders have, at the time of the announcement of the public offer,
(irrevocably) committed themselves to tender their shares to the acquiror
or to persons or entities acting on his behalf or in concert with him.

For an illustration of this, see Rule 24.3(a)(iv) of the British City Code and Arti-
cle 6(1) of the Dutch Merger Rules. See also I1.2. of the Swedish Recommenda-
tion.
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In order to give target-shareholders an impression of the nature of the
transaction, it is desirable to impose on acquirors a duty to disclose
stockholdings of the acquiror held by the target-company (“cross-hold-
ings”).
The German Guidelines, Clause C.7, provides for such a duty to disclose cross-
holdings. Similarly, the Draft Takeover Directive provides that if the acquiror is
a company, the offer document must contain a statement about the securities of
the acquiror held by the target-company or by other persons on behalf of the tar-
get-company. This statement must include the votes attached to such securities,
where this is known to the acquiror, cf. Article 10(1)(f).

4.3.4.6. Information regarding the acquiror’s plans and expected ef-
fects of acquisition. No requirements exist under Danish law imposing on
an acquiror a duty to disclose his plans and the expected effects of his ac-
quisition in connection with the making of a public offer.

In order to allow target-shareholders to make an informed decision
whether or not to sell their shares, information regarding the plans and in-
tentions of the acquiror as well as the impact of his possible acquisition of
the company is material. Also, this kind of information is important for
the market to ensure that the pricing of the target-shares reflects current,
relevant information about the company.

To the extent that the acquiror has developed specific plans regarding
the future of the company, they should be stated. Plans for removing in-
cumbent management, making restructurings, mergers, sell-offs of assets
or subsidiaries etc. are important pieces of information.

Likewise, information about planned lay-offs of employees or closing
down of the target-company’s business or part thereof is crucial for target-
shareholders as well as the market.

Not only particular steps planned by the acquiror are important, but also
business plans regarding the long-term development of the target-com-
pany, including, for example, the expected impact of such plans on the
level of leverage and on the dividend policy, are relevant and ought to be
included in the offer document to the extent that such plans have been de-
veloped.

Along these lines, the Swedish Recommendation requires that the prospectus to
be prepared by the acquiror indicates the reasons for the offer, the deliberations
behind the same as well as the impact that the offer is expected to have on the
target-company, see the Exhibit to the Recommendation, item 3. Also, the
prospectus must include the acquiror’s views on the short-term and long-term
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prospects of the acquisition. As a basis for the discussion of the future of the tar-
get-company the acquiror must present his financial targets, item 10 of the Ex-
hibit.

Likewise, it follows from the British City Code that an acquiror will have to
disclose his intentions regarding the continuation of the business of the target-
company as well as his intentions regarding major changes to be introduced in
the business. Moreover, he will normally be expected to disclose the long-term
commercial justification of the proposed offer and his intentions with respect to
the continued employment of the employees of the target-company and of its
subsidiaries, see Rule 24.1 of the City Code.

While the American Williams Act (see 2.2.) and the French rules (see Article
7 of the COB-rules) provide quite detailed regulation, the German regulation
merely requires the acquiror to state his goals, see Clause C.4 of the German
Guidelines.

Pursuant to Article 10(1)(1) of the Draft Takeover Directive an acquiror must
set forth in the offer document his objectives in making the bid and his inten-
tions if the bid succeeds. The acquiror specifically would have to address issues
pertaining to the use of target-assets, continuation of its business, the intended
location of the registered office of the target-company, restructurings of the tar-
get-company and of companies controlled by it, continuation in office of incum-
bent board, and employment policy in the target-company and companies con-
trolled by it. Moreover, any “special arrangements” concerning employees’
rights of participation which the acquiror intends to maintain or introduce, any
amendments to the statutes or instrument of incorporation’3 of the target-com-
pany, any measures concerning the listing of target-securities and any policy on
return on capital must be stated.

We should probably not aim at a high degree of detail in connection with
statements regarding the acquiror’s plans and expected effects of acqui-
sition. The basic plans/expected effects are material for the target-share-
holders and the market, whereas the additional trouble and costs attached
to providing details can hardly be justified.

Obviously, there will be various degrees of uncertainty attached to in-
formation of the above nature. The acquiror’s plans may change, e.g. be-
cause the business environment changes, or it may turn out that the ac-
quisition has effects that differ from those expected and perhaps entirely
change the picture of the impact of the acquiror’s stock purchase.

73 The English version of the Draft Takeover Directive uses Anglo-Saxon corporate
law terminology. The provisions found in the statutes and instrument of incorpo-
ration, respectively, are found in one document under Danish law, known as the
“vedtegter”.
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However, for the reasons mentioned before, it makes sense to impose on
acquirors a duty to provide the information irrespective of the uncertainties
referred to above to the extent possible and based on their best knowledge
and good faith.

4.3.4.7. Other kinds of information. Under Dutch takeover regulation it
must be stated in the offer document whether there have been negotiations
between the acquiror and the target-board and, if so, the outcome of such
negotiations must be stated.”® A somewhat similar principle is found in
the German Guidelines which entails that the position of the target-com-
pany, if known to the acquiror, must be indicated.”>

It is probably useful, in order to enable target-shareholders to make their
decisions on a fully informed basis, to impose on acquirors a duty to indi-
cate whether the offer should be considered a “friendly” one, if the posi-
tion of target-management is unknown, or if the offer is or is likely to be
contested by target-management.

Similarly, and as proposed in the Draft Takeover Directive, Article
10(1)(m), it is appropriate to have a mandatory disclosure of any special
advantages which the acquiror grants or intends to grant to the target-
board. Information of this kind is material since it may give target-share-
holders and the stock market as such a full impression of the motivating
factors that affect the target-board’s attitude towards the offer.

The American Williams Act stands for the proposition that acquirors
should provide information on the source of financing in connection with
stock purchases, cf. 2.2. The Draft Takeover Directive also deals with the
issue of financing, however, focusing on the impact of debt. It would thus
be a requirement pursuant to Article 10(1)(ga) that the offer document
stipulate future indebtedness of the acquiror and, if relevant, of the target-
company, to finance the bid.

While there seems to be a limited demand for requiring that any source
of financing be set forth in the offer document, it is material for target-
shareholders to know if the debt-equity ratio will be affected by an ac-
quisition. Therefore, it is desirable to have acquirors indicate if, or to what
extent, the debt of the target-company will increase as a consequence of
the acquisition. In this connection it should be noted that the prohibition in
§ 115, Subsection 2, of the Companies Act against target-financed

74 See Article 6 (1) ¢ of the Merger Rules.
75 See Clause C.8. of the Guidelines.
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acquisitions puts a “cap” on the degree of leverage that a target-company
may be exposed to, see further under IX.2.

The Swedish Recommendation prescribes that the offer document must
include information regarding tax issues which may arise for the tendering
shareholders.”® Although information of this nature is very helpful for the
target-shareholders and may be included as a service to them, the
mandatory regulation of public offers we are concerned with should not
include issues which are not particular to the specific offer but connected
to the stockholding of each single shareholder.

An issue which may not attract too much legal attention but may, never-
theless, be useful in offer documents is a comment about how shareholders
who want to tender their shares should act in order to accept the offer. Ac-
cording to the Draft Takeover Directive, information to this end should be
included in the offer document, cf. Article 10(1)(k).

The question whether public offers addressed to shareholders of a com-
pany must contain identical terms to all shareholders or to all shareholders
belonging to the same class raises issues of minority shareholder protec-
tion and is, consequently, discussed further under VIII.

Another issue closely related to this is the impact and desirability of
partial offers, i.e. offers for only part of the shares of a company or of a
class of shares. A discussion of this also involves questions regarding the
interests of minority shareholders, for which reason this issue is discussed
further under VIIIL.

4.3.5. Role of advisors. Nothing in Danish law indicates a duty for ac-
quirors to retain advisors in connection with the making of a public offer.

When considering the role independent advisors should play, we may
want to approach the question with three issues in mind. The first issue is
the protection of acquiror-shareholders (assuming the acquiror is a com-
pany). The second is the protection of target-shareholders, and the third is
our interest in ensuring that the relevant regulation is complied with.

As regards the interests of the shareholders of the acquiror it is hard to
point out any reasons why the board of the acquiror (which is the corpo-
rate body authorized to act on behalf of the acquiror in these matters)
should have an obligation to retain independent advisors, except for situa-
tions where a conflict of interest exists. The British City Code provides
some useful guidance regarding this latter point.

76 See the Exhibit to the Recommendation, item 2.
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The British City Code provides that the board of an acquiror must obtain
“competent independent advice” on any offer when, inter alia, the directors are
faced with a conflict of interest. The substance of such advice must be made
known to the shareholders of the acquiror, see Rule 3.2 of the City Code. Exam-
ples of conflicts of interest include situations where there are significant cross-
shareholdings between an acquiror and the target-company, when there are a
number of directors common to both companies or when a person is a substan-
tial shareholder in both companies, see Note 3 on Rule 3.2 of the City Code.

If the consideration to be paid consists (in whole or in part) of new shares
to be issued by the acquiror, it is — as is the case with any issue of shares —
necessary to have the shareholders of that company approve a charter
amendment providing for an increase of the share capital, cf. further under
XI.2.1.2. and 8.2. There seem to be no compelling reasons why advisors
should be involved in this connection to a wider degree than already
provided for in the Companies Act, cf. Chapter 5 of the Act.

However, the scenario changes the moment the board of a company uses
an authority previously granted by the shareholders to issue new shares for
the purpose of acquiring the shares of another company as a defensive
device. In such event the board’s use of its authority has an unforeseen
impact on the shareholders’ opportunities to sell their shares, for which
reason there is a need to limit the board’s right to issue shares in such sit-
uation, and the question is if in such cases the duties of the board are sat-
isfied by merely retaining independent advisors.”’

From the viewpoint of target-shareholders the main problem is how to
evaluate an offer that consists of non-listed securities. In such events the
best approach would probably be to require that acquirors incorporate in
their offer an opinion by one or more impartial expert valuers, cf. 4.3.4.2.

The question left is whether we should require that public offers be
made through e.g. financial institutions to ensure compliance with
takeover regulation (see the French concept discussed under 4.3.2.).

See also the Swiss Take-Over Code which provides that acquirors must obtain a
report from a firm of accountants certifying that the offer complies with the
Code, see Article 5.2 of the Code. The acquiror must require the firm of accoun-
tants to undertake any particular verification exercises which might be requested
by the Commission for Regulation of the Association of Swiss Exchanges, Ar-
ticle 5.3.

77 The board’s use of an authority to issue shares in this situation is discussed fur-
ther under X1.8.2.
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The Draft Takeover Directive, Article 9, would prescribe that an acquiror
shall be represented either by a qualified person authorized to deal in the EC fi-
nancial markets or by a credit institution authorized within the EC.

However, the question is if compliance with the rules is not best achieved
by establishing an adequate sanction system, rather than making it
mandatory to involve advisors. Again, it should be borne in mind that
additional restrictions on acquirors lead to additional transaction costs.”8

The impact of increased transaction costs is also the reason why it
would not be advisable to impose on acquirors a duty to arrange for a fi-
nancial institution to guarantee the fulfilments of the acquiror’s obliga-
tions under the offer, cf. the French model.

4.3.6. Rights of withdrawal and revision of offer. The point of departure
under Danish contract law is that once an offer has come to the knowledge
of the offeree, it can only be withdrawn if one of the conditions set forth in
the offer is not met. Moreover, in such event an offer cannot be changed or
revised if such change or revision would be to the detriment of the offeree.

Likewise, the starting point as regards parties who tender their shares
pursuant to an offer is that such parties are bound if they accept the offer,
irrespective of whether or not the acquiror may be able to pull out with
reference to conditions of the offer not being met.

We will first consider the rights of the acquiror and the target-share-
holders, respectively, to withdraw. Then we will focus on the right of an
acquiror to revise an offer once it has been made.

Most jurisdictions only allow acquirors to withdraw their offers in spe-
cific circumstances while providing for a broader right to withdraw as re-
gards target-shareholders.

The Williams Act only allows acquirors to withdraw their offers if a stated
condition is not met. The target-shareholders, on the other hand, have a right of
withdrawal at any time during the offering period, see under 2.3.3. above.

While it is a principle under the British City Code that acquirors are bound by
their offers and may only withdraw the same in case of non-fulfilment of a
condition, target-shareholders may withdraw their acceptances from a date
which is 21 days after the first closing date of the initial offer if the offer has not
become or been declared unconditional as to acceptances by such date, see Rule
34 of the City Code.

The French takeover regulation allows acquirors to withdraw their offers not
only if a condition set forth in the offer has not been met, but also if a competing

78  As a practical matter, most acquirors would probably retain advisors.
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bid is made. Similarly, in the latter event, shareholders who have already ten-
dered their shares pursuant to the offer are automatically released from their
obligations to sell, see Article 5-2-17 of the General Rules. In addition, share-
holders who have tendered their shares always have a right of withdrawal during
the entire opening period of the offer, see Article 5-2-12 of the General Rules.

The Swiss Take-Over Code provides that an offer cannot be withdrawn unless
pursuant to a condition stated or in the event that a competing offer is published
or the target-company takes defensive measures. Target-shareholders, on their
part, may withdraw their acceptances prior to the closing date of the offer in the
event that a competing offer is published, see Article 3.5. of the Code.

While the Swedish rules do not address the right for an acquiror to withdraw
his offer, they tie the right for tendering shareholders to withdraw their accep-
tance of an offer to the acquiror’s right to make his offer conditional as outlined
under 4.3.4.4. This means that until the acquiror announces that the conditions
set forth in the offer have been met, the target-shareholders may withdraw their
acceptances. If no conditions were made, acceptances may be withdrawn until
the moment when the opening period lapses, see I1.4. of the Swedish Recom-
mendation.

Article 13 of the Draft Takeover Directive contains a detailed regulation of
the right for acquirors to withdraw offers made or declare them null and void. To
avoid abuses of the takeover process, Article 13 only allows this in certain cir-
cumstances.

A bid may thus be withdrawn if a competing bid is made, cf. Article 13(1)(a).

The Draft Takeover Directive also allows for withdrawal of offers based on
consideration consisting of securities where it turns out that impediments exist
for the issue or listing of such securities. Article 13(1)(b) thus states that if the
shareholders of the acquiror do not approve the issue of new securities offered in
exchange for the shares comprised by the bid, the acquiror may withdraw his
offer. Likewise, the failure to obtain an official stock exchange listing of such
securities to be exchanged for the target-company’s shares triggers a right to
withdrawal, cf. Article 13(1)(c).

An acquiror is also permitted to withdraw his offer if the necessary judicial or
administrative authorization for the acquisition of target-securities is refused or
is not obtained (this probably refers to events where no decision has been made
by the body in question), cf. Article 13(1)(d). In (d) particular reference is made
to events where the competition authorities have not approved the acquisition.

Of great practical importance is the rule that an offer may be withdrawn, or
declared null and void, if a condition (approved by the supervisory authority) has
not been met, cf. Article 13(1)(e).

The Draft Takeover Directive, Article 13(1)(f), contains a general provision
according to which the supervisory authority may allow a bid to be withdrawn or
declared null and void in “exceptional circumstances”, where an offer cannot be
put into effect for reasons beyond the control of the parties to the offer.
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The questions under what circumstances, if any, tendering shareholders
ought to have a right of withdrawal and if such a right should exist for the
acquiror at all, are conceptually two different issues. Irrespective of this, it
may be appropriate to establish a “link” between the tendering sharehold-
ers’ and the acquiror’s right to withdrawal.

If one follows the line of reasoning behind the Swedish Recommenda-
tion discussed above, it could be argued that a balance between the ac-
quiror and the target-shareholders would be achieved if the target-share-
holders are not bound by their acceptance to tender until the offer becomes
unconditional. An argument which supports this concept is that there is no
compelling reason for the tendering shareholders to be bound by their ac-
ceptance until the other party to the contract, the acquiror, is also bound.
This seems to be a stringent way of thinking, and it ought to be considered
if the Swedish concept would not be useful as a model for the Danish
regulation with respect to this issue.

As proposed under 4.3.4.4., conditions for public offers should not be
allowed if they depend primarily on subjective judgments on the part of
the acquiror or the fulfilment of which is in his hands.

The question is, however, if there are situations where acquirors ought
to be allowed to withdraw their offers although the cause of the with-
drawal is not to be found in the non-fulfilment of a condition made in the
offer document.

It is desirable to limit the degree of uncertainty connected to the making
of public offers. The interest in avoiding uncertainty to the extent possible
suggests that acquirors’ rights of withdrawal outside the situations where
conditions are not fulfilled should be limited as far as possible.

The rules under Article 13 of the Draft Takeover Directive allowing ac-
quirors to withdraw an offer if shareholder approval for the issue of secu-
rities or admission to listing of securities to be paid as consideration under
the offer is not obtained seem to leave the target-shareholders with too
much uncertainty. It would be preferable if requirements of this nature be
reflected in conditions set forth in the offer document. Similarly, if the ac-
quisition of the shares comprised by the offer requires approval from ju-
dicial or administrative authorities, this ought to be reflected in the offer
document and made a condition of the offer.

All of the above situations can, and should, be predicted by the acquiror
and be reflected in conditions set forth in the offer document. There is no
reason not to make this a requirement with the effect that failure to do so
entails that the offer cannot be withdrawn.
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One may query whether the fact that a competing offer is made should
lead to the acquiror having a right to withdraw his offer as is, inter alia, set
forth in the Draft Takeover Directive. Once a competing bid is made, the
prospective acquiror who already made an offer will, depending on the
circumstances, face a situation where it is likely that a substantial part of
the target-shares, if not all, will be acquired by his competitor since it
should be expected that the competing bid frequently contains terms and
conditions that are more favorable to target-shareholders than the original
bid. One could argue that there is no particular reason to be concerned
with this, since, if he has made it a condition that he acquires a certain
minimum number of shares and this condition is not met, his offer will be
null and void. On the other hand, there is hardly any reason to impose on
such an acquiror an obligation to leave the offer in place now that it is
subject to much doubt whether he will receive the number of acceptances
required. In other words, it seems appropriate to allow acquirors to with-
draw their offers once a competing bid is made for the target-shares.

Should an acquiror facing a competing bid decide not to withdraw his
own bid, we want to ensure that target-shareholders have a reasonable op-
portunity to compare both bids. To achieve this, it should be a requirement
that in such event the period of acceptance set forth in the bid must be ex-
tended until the date of expiry of the period of acceptance of the compet-
ing bid as proposed in Article 20(4) of the Draft Takeover Directive.

The correlate of the right to withdraw on the part of the acquiror ought
to be that the shareholders who already tendered their shares should have a
right to withdraw their acceptances, thus allowing them to accept the
higher offer made by the competing bidder. By tying the target-share-
holders’ right to withdrawal to the right of acquirors to withdraw, a
“mirror” is created between the position of the acquiror on the one hand
and the target-shareholders on the other.

There are situations where an acquiror suddenly faces a situation where
his offer cannot be put into effect for reasons beyond his control or can
only be put into effect with serious difficulties which, in the circum-
stances, makes it fair to release him from his offer. However, in such sit-
uations withdrawal should be made subject to the approval of the supervi-
sory authority (i.e. the Copenhagen Stock Exchange), which would then
evaluate the facts of the matter and determine if withdrawal is acceptable
in the circumstances.

Some of our concerns with respect to withdrawals of offers by acquirors
we also have as regards revisions of offers.
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It is thus not surprising that many jurisdictions impose restrictions on
the right for acquirors to revise their offers.

The British City Code allows for revision of an offer, provided, however, that
the offer is kept open for at least 14 days following the date on which the revised
offer document was posted, cf. Rule 32.1. Consequently, an offer may normally
not be revised within the last 14 days of the opening period. Viewed in conjunc-
tion with the rule stating that offers may ordinarily not be declared unconditional
on the 60th day after the day the initial offer document was posted, this means
that offers may not be changed after the 46th day following the date of posting
of the initial offer document.

The City Code provides for an automatic revision in certain instances: if an
acquiror purchases shares of the class of shares for which he has made an offer
that is still open for acceptance, and assuming that he pays a price for the shares
that is above the offer price, he must increase his offer to not less than the high-
est price paid for the shares so acquired, see Rule 6.2 of the City Code.

The French regulation provides that until 10 days before the last day of the
opening period of an offer an acquiror may submit a revised offer to the Stock
Exchange Council for approval. To obtain approval it is a prerequisite that the
terms of the revised offer are more favorable than those of the initial offer, cf.
Articles 5-2-24 and 5-2-27 of the General Rules. Also, an automatic revision
mechanism is provided for, see Article 5-2-25 of the General Rules.

According to the Swiss Take-Over Code, an offer can, with few exceptions,
only be revised if the effect of such revision is that the consideration is increased
or the opening period extended, see Article 3.5. of the Code.

The Swedish rules contain an automatic revision system following the models
touched upon above, see I1.8. of the Swedish Recommendation.

According to Article 15(1) of the Draft Takeover Directive, an acquiror may
revise the terms of a bid at any time before the last week of the period of
acceptance. Article 15, viewed in conjunction with Article 13 concerning
withdrawals of bids, probably entails that bids may not be revised to the
detriment of the target-shareholders. Revisions of a bid must be publicly
announced pursuant to Article 7(1) and (3) of the Draft Takeover Directive, cf.
Article 15(1). In the event that a bid is revised, the period for acceptance is
automatically extended by one week, cf. Article 15(2). Also, the acquiror must
draw up a document setting forth the amendments to the offer document, such
“new” document to be made public by the means indicated in Article 11(1), cf.
Article 15(3). This must be done in “good time” before the expiry of the
acceptance period. Shareholders who have already tendered their shares on the
basis of the original bid must have the option to accept the revised bid, cf.
Article 15(4).

The supervisory authority would be authorized to modify the time limits
stated above on an ad hoc basis, stating its reasons to do so, cf. Article 15(5).
Also, member states are granted a certain degree of flexibility in that they may
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further regulate revisions of a bid to avoid that such revisions “improperly im-
pede” the operations of the target-company or the market, cf. Article 15(2)a.

There is nothing in the Draft Takeover Directive preventing an acquiror from
purchasing target-shares during the acceptance period at a higher price than the
price offered in the public bid, but according to Article 16 of the Draft Takeover
Directive such a purchase is considered a revision of the public bid already
made. Consequently, the consideration offered to those shareholders who have
already tendered their shares pursuant to the previous offer must be increased
accordingly. It is noteworthy that the right to receive a higher price in this sit-
uation applies not only if the acquiror purchases shares of the target-company at
a higher price but also if such purchase is made by others for his account or by
persons controlled by him or acting in concert with the acquiror, cf. Article 16 of
the Draft Takeover Directive.

Revisions of public offers ought only to be allowed if they contain terms
and conditions that, when viewed in their entirety, constitute an improve-
ment compared to the original offer. If this requirement is not made, ac-
quirors may be encouraged or tempted to subsequently change their offers
in situations where they feel that they may still be able to acquire the
number of shares desired even though the price is lowered (this could, in
other words, lead to the conduct of so-called “Dutch auctions”).

Moreover, it should probably be a condition to revisions of bids that the
period of acceptance is extended to allow target-shareholders to consider
what is, in effect, a “new” offer. The proposed automatic extension by one
week stipulated in the Draft Takeover Directive presents a satisfactory
model in this regard.

There is probably no need to prohibit acquisition of shares “outside” a
public offer at a higher price, provided, however, that such higher price is
also offered to the shareholders who already tendered their shares on the
basis of the offer. In this connection the automatic revision mechanism
provided for in Article 16 of the Draft Directive and the disclosure system
set forth in Article 17 provide useful means by which to ensure that all
shareholders who tender their shares pursuant to an offer receive equal
consideration.

Article 17(1) of the Draft Takeover Directive imposes on all “parties to a bid”79
a duty throughout the period of acceptance of a bid to provide the supervisory
authority, at any time and at its request, with all information in their possession

79 The term “parties to the bid” is defined in Article 2 as the offeror, the repre-
sentative of the offeror (as stipulated in Article 9), the directors (i.e. the board
members), the addressees of the bid and the directors (board) of the target-com-

pany.
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concerning the bid. In addition, Article 17(2) of the Draft Takeover Directive
provides that once a bid is publicly announced and during the acceptance period,
the acquiror as well as holders of five percent or more of the votes of the target-
company or of the acquiror must notify the supervisory authority immediately of
all acquisitions of securities of the companies concerned. Also, acquisitions
made by other persons or entities controlled by, on behalf of or in concert with
the above mentioned persons or entities must be disclosed. The disclosure
obligation includes the price paid for such securities and the votes already held.
Similarly, any person who acquires 0.5 percent of the votes of the target-
company (or the acquiror) must disclose this as well as subsequent acquisitions
of target-securities by him, persons or entities controlled by, or acting on behalf
of or in concert with him. This quite rigorous disclosure system creates the basis
for the automatic revision mechanism provided for in Article 16 of the Draft
Takeover Directive.
See also Article 5-2-21 of the French General Rules.

Both withdrawals and revisions of offers are acts which are material for
the decision-making of target-shareholders and the stock market. Conse-
quently, such acts should be announced as early as possible. As regards
revisions of offers it is probably advisable to have acquirors follow the
same procedure that would apply to offers made in the first place.

4.3.7. After the expiry of the offer period. Under Danish law nothing has
been said or assumed as regards the position of the acquiror in the time
after the expiry of an offer period.

To avoid uncertainty in the stock market, it is advisable to have ac-
quirors state, immediately upon the expiry of the offering period, whether
the terms and conditions of the offer have been met so that the offer will
materialize. If this is not the case, an announcement should be made to the
effect that the offer will not go forward and the shares tendered will not be
acquired.

Many jurisdictions provide for an obligation on the part of acquirors to announce
the outcome of their offer upon the expiry of the acceptance period, see e.g.
Article 5-2-14 of the French General Rules, Article 11(3)(b) of the Dutch Merger
Rules, Article 3.6. of the Swiss Take-Over Code, and II.13. of the Swedish
Recommendation.

The Draft Takeover Directive, Article 18, would require the result of a bid to
be made public immediately the period for acceptance has expired. Such publi-
cation must be made by the means set forth in Article 11(1).

Another question that arises is if there ought to be restrictions on the right
for an acquiror to acquire shares of the target-company if his offer proves
not to be successful.

200



VII. Stock acquisitions

The British City Code provides that where an offer has been announced or
posted but has not become or been declared wholly unconditional and has been
withdrawn or has lapsed, the acquiror may not within 12 months from the date
on which withdrawal took place or the offer lapsed make an offer for the target-
company or acquire any shares of the target-company that would trigger the
obligation for the acquiror to make a mandatory offer pursuant to Rule 9 of the
City Code. The same restrictions apply to persons who act in concert with the
acquiror or who have subsequently acted in concert with any of the persons
mentioned, Rule 35.1 of the City Code. However, The Take-over Panel may
consent to an exemption from this “quarantine” period. According to the official
comments on Rule 35.1, the Panel’s consent may normally be expected, inter
alia, when the new offer is recommended by the target-board or the new offer
follows the announcement of an offer for the target-shares by a third party.

In addition to the 12 month quarantine period, the City Code provides that if
an acquiror, together with any person acting in concert with him, holds shares
carrying more than 50 percent of the voting rights of a company, neither the
acquiror nor such other person may, within a 6 month period after the closure of
any previous offer, which became or was declared wholly unconditional, make a
second offer to, or purchase shares of the target-company from, shareholders at a
higher price than that made available under the previous offer, Rule 35.3 of the
City Code.

Other jurisdictions have rules that to a certain extent resemble the British con-
cept.

The Swiss Take-Over Code thus provides that an acquiror may not publish a
new offer for the target-shares for one year counted from the closing date of the
offer, except if such new offer is made as a competing offer, see Article 3.9 of
the Code.

There are no provisions in the German Guidelines restricting acquirors after
the expiry of the offer period, except that if within 18 months after the offer pe-
riod has lapsed the acquiror makes a public offer at a higher price, then the
shareholders who tendered their shares pursuant to the former offer must be
compensated for the difference between the two offers, see Clause C.20. of the
Guidelines.

The Dutch Merger Rules provide that if an offer leads to the acquiror acquir-
ing shares of the target-company, the acquiror will be restricted in his right to
acquire shares of the same class of stock of the target-company in a 3 year pe-
riod after the publication of the offer document. In the said period, the acquiror
may not acquire shares at a price higher than the price offered in the public offer,
unless the share purchases take place as ordinary transactions on the Amsterdam
Stock Exchange or the Merger Commission grants its exemption from the above
restriction, Article 12 of the Merger Rules.

According to the Swedish Recommendation an acquiror may not, for a nine
month period after he started to make payments pursuant to a public offer, ac-
quire shares of the target-company on terms that are more favorable than those
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set forth in the offer. This restriction does not apply if the acquiror increases the
payments to those shareholders who already sold their shares so that they re-
ceive the same price as is offered subsequently, see the Recommendation, IL.9.

The Draft Takeover Directive does not speak about any “quarantine” or re-
stricted period for acquirors.

It is hard to see why there should be a need to restrict acquirors from ac-
quiring shares or making new bids even though they have made a public
offer for the same shares before. Obviously, e.g. public bids typically have
an impact on the market price for the target-shares. But why should this
lead to the imposition of restrictions on acquirors? Acquirors buy shares or
make public offers if they have an interest in this and there seems to be no
compelling reasons for depriving them of the right to do so. If acquirors
abuse their “freedom” to manipulate or disturb the market, Rule 7.1 of the
Copenhagen Stock Exchange Rules of Ethics may be invoked.80

Rule 7.1 provides that any attempt to influence stock prices by
“dishonest means” is a violation of the Rules of Ethics. According to the
official comment on this rule, dishonest means may, for instance, be “the
publication or spreading of incorrect, misleading, exaggerated or biased
information on the company, its management or its relations to competi-
tors, markets or authorities”. Attempts on the part of an acquiror to bring a
target-company into “play” by indicating to the market that he plans to
acquire the company, thereby boosting the price of the company’s shares
with the purpose of selling his shares subsequently at a high price, would
probably constitute a violation of Rule 7.1.

Finally, one may ask if after making an offer that did not result in him
becoming the owner of all the shares, an acquiror ought to compensate the
shareholders who tendered their shares if he subsequently makes a new of-
fer at a higher price. However, it is difficult to see why such a requirement
should be made. The price of a company’s stock changes from time to
time. There are many reasons for this, e.g. the release of new financial in-
formation, the announcement of new policies or plans, or the occurrence
of other potential acquirors. The acquiror, on his part, typically has no in-
fluence on such events and developments. The target-shareholders who
disposed of their shares pursuant to the former offer do not expect addi-
tional consideration once they have sold their shares. Because of these fac-

80 As discussed under VI.9.4., the problems connected to the existing regime, of
which the Rules of Ethics are a part, include the lack of sanctions with respect to
violations made by others than issuers or stockbroker companies. This obviously
weakens the motivating effects of the Rules of Ethics.
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tors the desire to give all target-shareholders “equal” treatment hardly jus-
tifies a rule of the nature described here.
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VIII Protection of minority shareholders
in the takeover context

1. Introduction - The Companies Act

Frequently, public companies have a large number of shareholders, which
is in particular true of companies having their shares listed at a stock ex-
change.

If any shareholder of a company were able to veto any decision made at
a shareholders’ meeting, it would be impossible to have the company
managed in a satisfactory way and in the interests of most of the share-
holders. Unanimity may be feasible in connection with legal entities, e.g.
partnerships, having a limited number of participants who work closely
together and for whom is it crucial to be able to veto on decisions. The
entire concept of having a public company presupposes that several share-
holders join forces, invest their money in a business to be managed by a
management, and accept that they share their right to influence with other
shareholders. General veto rights would certainly paralyze the company.

Accordingly, the point of departure in Danish company law is that a
majority of shareholders are entitled to govern the company and dispose of
its capital and assets as they wish and within the framework of the Com-
panies Act.!

However, if no limitations applied, the majority of the shareholders of a
company might govern the company and render decisions which would
benefit themselves while causing harm to the interests of minority share-
holders. To be sure, this does not mean that the majority may not exercise
an influence to control the company. Certainly, it may. But when exercis-
ing control, the majority cannot act without considering the interest of mi-
nority shareholders. If decisions made at a shareholders’ meeting give the
majority shareholders disproportionate advantages by ensuring them a
share of the company’s benefit which is not shared by minority sharehold-
ers or of which only a comparatively small part inures to such sharehold-
ers, the decision may constitute an abuse on the part of majority share-
holders.?

I See Gomard, Aktieselskabsret p. 324 and Paul Kriiger Andersen, Aktie- og
anpartsselskabsret p. 212 ff.
2 See Gomard, Aktieselskabsret p. 324 ff.
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As these preliminary observations suggest, there are two assumptions
that explain why we are concerned with protecting the interests of minor-
ity shareholders. The first assumption, which is indisputable, is that mi-
nority shareholders have little say in connection with the governance of a
company. The second assumption is that, unless minority interests are
protected, there is a likelihood that majority shareholders will take advan-
tage of the voicelessness of minority shareholders. Although this is not
always the case, experience shows that majority shareholders often feel
tempted to take advantage of their stronger position, sometimes, but not
always, in abusive ways, to reap some benefits for themselves.

1.1. Specific provisions protecting minority shareholders. The Com-
panies Act contains a number of provisions, the purpose of which is to
protect minority shareholders. While protecting shareholders in situations
where an acquiror exercises his influence over the company, none of these
provisions specifically address the sequence of events that constitute the
process whereby a company is taken over.

The specific provisions of the Companies Act dealing with minority
protection can be divided into two categories, one which comprises provi-
sions that give each individual shareholder certain rights and one which
comprises provisions that protect the interests of minorities of a certain
size.

The first category includes provisions in § 79, Subsection 1, of the
Companies Act, according to which resolutions regarding charter amend-
ments whereby the shareholders’ right to dividend or to distribution of the
company’s assets is reduced for the benefit of others than the shareholders
of the company or the employees in the company or its subsidiary must be
adopted on a unanimous basis. As provisions of this nature give share-
holders the right to veto decisions, they are referred to as “negative”.

However, the Companies Act also grants each shareholder a right to
demand that the company take certain action. Any shareholder may thus
demand that an item be included in the agenda for a shareholders’ meet-
ing, cf. § 71. Also, each shareholder has the right to attend shareholders’
meetings (§ 65, Subsection 2) and cast his vote at such meetings (§ 67).
Moreover, such “positive” rights include the right to require information
about the company as well as the right to demand payment of dividends
duly declared at a shareholders meeting. Individual rights that specifically
seek to protect minority shareholders’ economic interests in a company are
set forth in § 20 d of the Act, pursuant to which a minority shareholder of
a company of which nine-tenths of the shares are owned by a parent com-
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pany may demand to be cashed out, and in § 134 f, which states that share-
holders in a company that is dissolved in connection with a merger may
claim damages if the consideration they receive for their shares is not rea-
sonable and grounded on facts.

Rights that only apply if shareholders represent a certain percentage of
the share capital of a company are provided for in § 78, according to
which charter amendments must be adopted by a majority of two-thirds of
the votes cast and the voting share capital represented at the shareholders’
meeting. In addition, § 79, Subsection 2, states that charter amendments
which entail that the shareholders’ right to dividends or to distribution of
the company’s assets is reduced but not in favor of any third party, are
subject to a majority of three-quarters of the voting share capital repre-
sented at the shareholders’ meeting. If charter amendments are made that
improve the legal status of certain shareholders at the expense of other
shareholders, the approval of the shareholders whose legal status is ad-
versely affected is required, cf. § 79, Subsection 3. In the event that a
company has more than one class of shares, these types of charter amend-
ments may be adopted by shareholders owning at least two-thirds of the
shares represented at the shareholders meeting belonging to the class of
shares whose legal status is being impaired. “Negative” protective provi-
sions are also found in § 116, dealing with liquidation of companies, § 134
e on mergers and § 172 regarding restrictions in the transfer of shares as
well as “ceilings” pertaining to voting rights.

“Positive” rights of minorities include § 70, according to which share-
holders representing one-tenth of the share capital of a company may de-
mand that an extraordinary shareholders’ meeting be convened. Also, ac-
cording to § 95 of the Act, shareholders who represent at least 25 percent
of the share capital have the right to have special inspectors appointed in
certain circumstances. Subject to the same threshold requirement, minority
shareholders may elect a co-liquidator in connection with the liquidation
of a company, cf. § 120 of the Companies Act.?

Some of the provisions of the Companies Act dealt with here are described
further under XI. in connection with the discussion of defensive techniques and
strategies.

3 For a general discussion of these issues, see Gomard, Aktieselskabsret p. 324 ff.,
Gomard, Aktieselskaber og anpartsselskaber p. 167 ff. and Paul Kriiger Ander-
sen, Aktie- og anpartsselskabsret p. 212 ff.
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1.2. The general standard in § 80. In addition to the specific provisions
aimed at protecting minority interests, a general standard was included in
the Companies Act in connection with a revision of the Act in 1973. The
general standard, set forth in § 80 of the Act, states that the shareholders’
meeting of a company may not pass any resolution which is obviously
likely to procure undue advantage to certain shareholders or others at the
expense of other shareholders or the company.

While § 80 was adopted quite recently, it is generally acknowledged that
the principle expressed in § 80 is chiefly a codification of principles that
have been known and acknowledged by courts and legal authors for a long
time*. The idea that the specific provisions of the Companies Act will
have to be supplemented by some additional protective principles is thus
not new.

Case law from before 1973 is still of importance in addition to the specific rules
set forth in the Companies Act. Gomard divides the notion of minority protec-
tion into 3 fundamental rules. a rule of “equality”, a prohibition against decisions
and acts which are clearly contrary to the interests of the company, and a
prohibition against decisions whereby a majority abuses its superior voting
power to achieve an undue advantage at the expense of the minority sharehold-
ers, cf. Gomard, Aktieselskabsret p. 343.

The language of § 80, and in particular the words “obviously” and
“undue”, indicates that shareholders may, to a certain extent, pursue their
own interests in connection with the exercise of their influence. Only
events where influence has clearly been used to give some shareholders or
others benefits which are not shared by the remaining shareholders, and
where the circumstances show that this is “unfair”, are covered by § 80.

§ 80 may be invoked by one or more single shareholders and thus be-
longs to the first group of protective devices mentioned above. Accord-
ingly, § 80 may be especially important where the usual minimum re-
quirements with respect to capital ownership or votes in the specific pro-
tective provisions of the Companies Act are not met.

Also, § 80 may be of particular interest in situations where the issue in
question is not governed by any particular protective provision of the Act.
The fact that § 80 is a general standard entails that the applicability of the
provision depends on the specific fact pattern of each individual matter.

§ 80 does not give shareholders a tool whereby they can prevent resolu-
tions which must be presumed to be in violation of § 80 being made.
However, shareholders that consider a given resolution to be in violation

4 See Gomard, Aktieselskabsret p. 342 ff.
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of the Act may file a suit against the company in order to have the resolu-
tion invalidated or altered by a court.

Also, § 142 of the Companies Act provides that a shareholder may be
held liable for damages caused to i.a. the company and other shareholders
as a consequence of a violation of the Companies Act or the company’s
charter provided that such violation was either intentional or grossly neg-
ligent. Depending on the circumstances, a shareholder may be required to
redeem the shares belonging to shareholders who suffered harm as a result
of his acts.

Deliberate violations of the Companies Act, including § 80, or of the
charter of a company, made by means of resolutions at a shareholders’
meeting may, in extraordinary circumstances, lead to the Registrar of
Companies dissolving the company if so requested by shareholders repre-
senting at least 10 percent of the share capital, cf. § 119 of the Act.

Legal steps that are initiated in order to have a decision invalidated or altered
pursuant to § 81 must be taken against the company and not its management, see
e.g. Petersen v. Korsgaard (U1925.511, E. Cir.) and Thomsen, A/S-loven med
kommentarer p. 333.

For a general discussion of § 80 of the Companies Act, see Gomard, Aktiesel-
skaber og anpartsselskaber p. 169 ff., Werlauff, Generalforsamling og beslut-
ning p. 201 ff., Werlauff, Revision & Regnskabsvasen 1983, p. 273, Thomsen,
A/S-loven med kommentarer p. 328 ff. and Paul Kriiger Andersen, Aktie- og an-
partsselskabsret p. 219 ff. See also Report No. 362/1964 on a revision of the
Companies Act, p. 162 f. and Report No. 540/1969 on a Joint Nordic Company
Law, p. 118 f. The applicability of § 80 in connection with abuses on the part of
minority shareholders is discussed by Werlauff in Revision & Regnskabsvasen
1983, p. 276 f. and in Generalforsamling og beslutning p. 204 ff.

Rule 7.2. of the Copenhagen Stock Exchange Rules of Ethics provides that
the management and shareholders of a company must abstain from any action
“which may prove detrimental to the normal and honest trade in the company
shares, and/or may prove detrimental to investors or is apt to give certain share-
holders an undue benefit at the expense of other shareholders or of the com-
pany”. There is probably an overlap between § 80 of the Companies Act (and §
63 of the Act which is the parallel provision pertaining to management) and Rule
7.2. of the Stock Exchange Rules of Ethics.

The problematic aspect of § 80 is that, for the purposes of our inquiry, it
only provides us with limited help. § 80 is thus restricted to resolutions
made at shareholders’ meetings and fails to address situations where the
issue is the minimum requirements applying to the treatment of minority
shareholders where, outside shareholders’ meetings, attempts are made to
take over a company.
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Neither do any other provisions of the Companies Act give us much
guidance in this respect. § 17 of the Act provides that all shares shall have
“equal rights” in the company. However, § 17 further states that the char-
ter of a company may provide for different classes of shares, thereby dilut-
ing the notion of “equal rights”, a term that may in itself cause some
trouble to define. While stipulating a principle of “equality”, § 17 fails to
define the contents of such principle and, therefore, provides little guid-
ance in connection with our inquiry. The equal-rights notion of § 17 is
further diluted by the provisions of the Companies Act which provide for a
right to deviate from the equal treatment principle, for example, the right
for a two-thirds majority to deviate from the shareholders’ preemptive
right to subscribe to new issues of shares, cf. § 30, Subsection 3.

2. The Stock Exchange Act and the rules promulgated thereunder

The Stock Exchange Act, § 11, states that the Copenhagen Stock Ex-
change must aim at having the trade and the quotation at the Exchange
conducted in a manner which ensures that the trading and the pricing at the
Exchange take place in an honest and transparent fashion and ensures an
equal treatment for all those involved within the framework of the law. As
will be seen, the latter part of this general standard contains the require-
ment that investors, stockbroker companies, and issuers must be treated
equally. What exactly is meant by “equal” in this context will have to be
determined by the board of the Copenhagen Stock Exchange and the Fi-
nance Inspectorate.

In the Information Obligations for Issuers of Listed Securities adopted
by the board of the Copenhagen Stock Exchange, the equal-treatment no-
tion is reflected in § 3, which states that the board and managers of a
company are responsible for ensuring that everybody has equal access to
information regarding the shares of the company. The official comment on
§ 3 explains that the principle of equal treatment is essential in the Stock
Exchange Act and is closely related to the general equal-rights tenet in §
17 of the Companies Act.

Similarly, the objectives clause (Rule 1) of the Stock Exchange Rules of
Ethics issued by the board of the Copenhagen Stock Exchange, stipulates
that the purpose of the rules is, in furtherance of § 11 of the Stock Ex-
change Act, to promote conduct which ensures that the trading and the
pricing of listed securities take place in an honest and transparent fashion
providing equal terms for all those involved.
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As a supplement to the general standards which express a demand for
equal treatment without stipulating exactly what is meant by this and how
this should be achieved, Rule 4 of the Copenhagen Stock Exchange Rules
of Ethics pertains to transfers of controlling stockholdings. The official
comment on Rule 4 states that shareholders are also entitled to equal
treatment when a controlling stockholding is transferred or established.
Since Rule 4 probably represents one of the rules of Danish takeover regu-
lation having the greatest impact on contested takeover activity, we will in
the following focus on this rule.

2.1. Rule 4 of the Stock Exchange Rules of Ethics
2.1.1. Introduction. Rule 4 of the Stock Exchange Rules of Ethics im-
poses on an acquiror an obligation to make an offer to all the shareholders
of a target-company in the event that the acquiror has acquired control of
such company. The offer to the shareholders must be made on terms equal
to those pertaining to the acquisition of the controlling interest.
According to the comments on the rule the general principle according
to which shareholders must be treated equally also applies when a change
of control occurs. Frequently, the comments go, “drastic changes in terms
and prospects” for a company occur when change of control takes place.®

2.1.2. Triggering events. The obligation to make an offer is triggered
when the acquiror, as a result of his acquisition, whether by privately ne-
gotiated transactions or a public offer, directly or indirectly, de jure or de
facto, gains control of a target-company. To ensure that acquirors are fa-
miliar with their obligation under Rule 4, it is stipulated that sellers of
shares that constitute a controlling interest must inform the acquiror of his
obligations under the rule.”

As is explained in the official comments on Rule 4, a controlling inter-
est need not be a majority of the company’s share capital or votes, defined
as more than 50 percent. Many companies may be controlled by a share-
holder owning less than 50 percent of the company’s shares or votes. Ac-
cording to the official comments on Rule 4, a typical manifestation of
control is where a stockholder is in a position to elect the majority of the
members of the board of directors. Based on this test, acquisition of 30 —
40 percent of a company’s votes would probably enable an acquiror to

5 Rule 4.1. of the Rules of Ethics.
6  For a criticism of this rationale, see 2.1.10.
7 Rule 4.2. of the Rules of Ethics.
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exercise control of most companies listed on the Copenhagen Stock Ex-
change.

Several companies listed on the Stock Exchange have included provi-
sions in their charters that put a “cap” on the number of votes that a share-
holder has, irrespective of the number of shares he owns. If, for example,
no shareholder may cast more than 1 vote, the acquisition of 51 percent of
the company’s shares is not sufficient to gain control. In such cases pur-
chase of a majority of the company’s equity capital will not trigger an
obligation to make a bid under Rule 4. An offer that does not lead to the
acquiror gaining control is not comprised by Rule 4, and no other specific
regulation applies to such offer.

The threshold for when acquisition of shares leads to de facto control
varies from company to company. If a company’s shares are widely
spread, the threshold may be relatively low, whereas it may be quite high
if a company has several large stockholders. Using a control criterion
without specifying what exactly constitutes control may be a means of
achieving a reasonably flexible standard. On the other hand, a mere con-
trol criterion creates some uncertainty with respect to the point at which
the acquisition of major stockholdings of a company triggers the obliga-
tion to make an offer to the remaining shareholders. This problem is un-
derscored by the fact that Rule 4 applies even though an acquiror has pur-
chased the shares of a company for passive investment purposes without
intending to acquire or exercise control. Rule 4 fails to distinguish be-
tween passive and active investments.

This uncertainty will probably in most cases be resolved through infor-
mal discussions between the acquiror or his advisors and the Copenhagen
Stock Exchange. However, the question remains if it would not have been
more desirable for the obligation to make an offer for all a company’s
shares to be tied to the acquisition of a certain minimum percentage of the
total votes of the company.

If a specific percentage threshold is used, there is always the risk that
some large shareholders, for instance by means of a shareholders’ agree-
ment, may arrange that a holding of shares, which does not trigger an
obligation to make an offer for the other shares, would nevertheless give
the owner de facto control of the company. It may, therefore, be necessary
to supplement a rule specifying a threshold with a rule protecting against
such shareholder arrangements leading to de facto control, the purpose of
which is to circumvent the threshold stipulated.

Rule 4 contains no distinction between single transactions where control
is gained and situations where such control is a result of a number of suc-
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cessive share purchases. Even successive acquisitions may trigger the
obligation to make a bid under Rule 4.

Rule 4 is not restricted to transactions directly resulting in a change of
control. The reference in 4.1 to transactions that indirectly result in a
change of control means that the obligation to make a compulsory offer
for the minority shares of a company is triggered in the event that a con-
trolling stockholding of such company is owned by a non-listed parent
company, the shares of which are being acquired. The official comments
on Rule 4 add that this “at any rate” applies if the holding of shares consti-
tutes the “most important activity” of the parent company. Otherwise, the
comments explain, these rules could easily be circumvented. Rule 4 and
the comments on the rule leave some uncertainty as to the indirect trans-
actions comprised by the rule. Assuming that the parent company’s own-
ership of the shares constitutes a substantial (but not necessarily the
largest) part of the parent company’s assets, acquiring control of the parent
company with the main purpose of controlling the subsidiary would
probably trigger the obligation to make a compulsory bid.

Paul Kriiger Andersen, Revision & Regnskabsvasen No. 7/1988, p. 23 ff.,, sug-
gests, on the basis of the practice developed in connection with the British City
Code, that the obligation to make a bid for the remaining shares applies if either
the holding of shares of the subsidiary constitutes a substantial part of the assets
of the parent company or one of the main purposes of acquiring control of the
parent company is to gain control of the subsidiary. It is hardly desirable to re-
quire a compulsory bid to be made unless it has been a prime purpose of the ac-
quiror when acquiring the parent company to gain control of the subsidiary. It is
frequently seen that a parent company owns a number of subsidiaries which
each constitute a substantial part of the parent company’s assets, but where an
acquisition of the parent company would not lead to “drastic changes in terms
and prospects” for the subsidiary, which, according to the official comments on
Rule 4, is the rationale for giving the minority shareholders the right to sell their
shares on equal terms. It, therefore, seems appropriate to add to the “substantial
test” a requirement that the prime purpose on the part of the acquiror must have
been to acquire control of the subsidiary through the acquisition of control of the
parent company.

If both the parent company and the subsidiary are listed on the Stock Ex-
change, the question is if a transfer of the shares of the parent company
triggers an obligation for the acquiror to make a bid not only for the re-
maining shares of the parent company but also to the minority sharehold-
ers of the subsidiary. The official comment on Rule 4 states that such a
transfer will “not necessarily” entail that an offer must be made to the
minority shareholders of the subsidiary. The comment, however, does not
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provide any guidance as to the events in which an acquiror would have to
make an offer to the shareholders of the subsidiary, but it is fair to assume
that principles similar to those outlined above would apply.

The Stock Exchange Rules of Ethics are, by their nature, limited to
listed companies. In other words, shareholders of a subsidiary are only
entitled to have their shares purchased as a result of a change of control if
the subsidiary is listed on the Stock Exchange. If this is not the case, no
obligations exist for an acquiror to offer all the minority shareholders to
buy their shares on equal terms.

2.1.3. The obligation to offer “equal terms”. The obligation to make an
offer on “equal terms” ordinarily means that minority shareholders must
receive the same consideration (per share) as is paid for the majority
holding.® It follows from the system laid down in Rule 4 that the fact that
shares only represent minority interests in a company is disregarded for
the purpose of fixing the price of shares under the rule.

Frequently, an acquiror acquires a controlling interest in a company
through a series of stock purchases in the market. According to the com-
ments on Rule 4, the offer to the minority shareholders must in such case
be based on the highest price paid.

However, the obligation of an acquiror having acquired control by
means of a series of transactions to offer the minority shareholders the
highest price paid probably does not apply in all events. If one or more
initial purchases are made at a point when no plans to acquire control ex-
ist, it is hardly fair to include such share purchases when determining the
highest price. While the obligation to make a compulsory offer under Rule
4 is not contingent upon an acquiror having the intention to acquire
control, subjective factors may play a role when determining which share
purchases to include when calculating the highest price paid for a com-
pany’s shares. Sometimes the circumstances help to show an acquiror’s
plans. It may, for example, transpire from the facts of the matter that pur-
chases of shares at a high price would only make sense from a business
point of view if the acquiror from the outset intended to acquire control,
which supports an argument that early stock acquisitions are part of a plan
to acquire control and, consequently, should be included when determin-
ing the highest price paid.

If a company has one class of shares only, the acquiror must offer to the
minority shareholders a price which is, at least, as high as the one he paid

8  See the official comments on Rule 4.
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for the controlling holding. In this connection it is immaterial whether the
latter is equal to or differs from the quoted price.?

The language “equal terms” gives rise to particular problems in connec-
tion with the use of dual or multiple class stock.!® Rule 4 entails that
shareholders must be treated equally, which does not necessarily mean that
all shareholders must receive the same price for their shares. However,
shareholders owning shares of the same class of stock must be offered the
same price for their shares.

If the rights attached to the different classes of stock lead to the stock
market valuing the shares of the classes differently, the shareholders that
own shares belonging to different classes cannot claim the same price for
their shares. If all classes of shares are listed and the holding acquired by
the acquiror includes shares of all classes, the price paid by the acquiror
for the shares in the respective classes will ordinarily provide guidance as
to the difference in value.

Such difference in treatment of classes of shares will normally be con-
sidered to be decisive, not only if the different prices paid correspond to
the differences in quotation, but also if the prices paid exceed the quoted
prices. However, if the price paid by the acquiror for the shares of one
class differs from (e.g. exceeds) the quoted price for the shares of that
class, then the minority shareholders of the other class or classes must also
be offered a proportionate increase.!! When determining the differences in
value between various classes of shares, the acquiror may consider the
quoted prices for a period of time prior to his acquisition of control.!2
Only in extraordinary situations will the Stock Exchange accept that the
A-shareholders receive more than 100 percent on top of what is paid to the
B-shareholders.!3

9 See the official comments on Rule 4.

10 Many companies on the Copenhagen Stock Exchange have shares designated as
class A-shares and class B-shares, respectively. Ordinarily, the shares of the A
class are high-voting shares (10 votes a share), while the class B-shares have
only limited voting rights (1 vote a share).

11" The official comments provide an example: if the shares of one class, A, are
quoted at a price of 300 while the shares of the other class, B, are quoted at 200,
then if the A-shares are acquired at 600, the B-shareholders must receive not less
than 400 so that the price of the A-shares remains 50 percent higher than the
price of the B-shares.

12 See the official comments on the rule.

13 See the official comments on the rule.
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If the acquiror has purchased shares of one of the classes only, similar
rules apply. This means that if, for example, the acquiror acquired A-
shares only and he paid a price exceeding the quoted price, then the B-
shareholders must receive a proportionate premium on top of the price
quoted for the B-shares.

Special problems arise when only one class of shares, e.g. the B-class, is
listed.!4 In order to meet the “equal terms” standard, shareholders owning
B-class shares must then receive at least S0 percent of the price that is paid
per share for the A-shares of a company.!3 The rule that the price for the
A-shares may not exceed the price paid for the B-shares by more than 100
percent applies no matter whether the acquiror has acquired shares of both
classes or not. The percentage-rule appears somewhat randomly chosen,
even though there are obviously administrative advantages connected to
using a specific figure. However, it would have been preferable if Rule 4,
or the comments on the rule, had contained some guidelines as to how to
determine the price of the B-shares, e.g. by providing a more useful for-
mula for the relative prices of A- and B-class shares or by means of an ex-
pert appraisal model providing for valuation based on acknowledged
principles of stock valuation.

It has been argued!® that only differences between classes of stock that
are related to economic rights should lead to a difference in the price to be
paid. According to this view, the fact that class A-shares ordinarily have
10 votes a share while class B-shares have 1 vote a share should not in it-
self lead to a different treatment, pricewise. The stock market, as a matter
of fact, ordinarily does appreciate a difference between shares carrying 10
votes and shares carrying 1 vote, and it is hard to see why one should dis-
regard this fact. While the important thing is that the stock market values
A-class shares and B-class shares differently, the reason for this different
treatment should not be decisive. The minority shareholders of different
classes of a company would argueable not be treated on “‘equal terms” if
the market mechanism were disregarded with reference to the argument
that little or no attention should be paid to the value of voting rights.
Therefore, problems with respect to determining the price of A-class and

14 Frequently, it is only the low-vote class of shares that is listed. The reverse situa-
tion: that only high-vote shares are listed, is never seen in practice.

15 See the official comments on Rule 4.

16 See Paul Kriiger Andersen, Revision & Regnskabsvasen No. 7/1988, p. 23 ff. at
28.
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B-class shares ought to be solved pursuant to the principles outlined above
and without regard to the cause of the price differentiation.!”

The existing disclosure obligations under § 28 a and § 28 b of the Com-
panies Act!® do not require that the notification contains information about
the price which the acquiror has paid for the shares purchased. Conse-
quently, it may prove impossible to control if shares acquired have been
purchased on equal terms.

Article 17(2) of the Draft Takeover Directive would resolve this problem since it
requires that an acquiror must declare to the competent supervisory authority all
acquisitions of shares of the target-company that are made after a bid is publicly
announced, such declaration to include the price paid for the shares and the num-
ber of votes already held by the acquiror.

Rule 4 of the Rules of Ethics does not indicate if an acquiror has the right
to purchase shares in the market in the event that a compulsory offer has
been made, which is still open for acceptance. However, there is probably
nothing to prevent the acquiror from making such market purchases, pro-
vided that all purchases of shares of the target-company are made on equal
terms. If the acquiror decides, after having made a public offer, e.g.
through the daily newspapers, to increase the price offered for the com-
pany’s shares, he will have to increase the payments already made to the
shareholders that have tendered their shares pursuant to the original public
offer.

Rule 4 only creates a floor for the price to be paid to the minority share-
holders. Nothing prevents an acquiror from paying a higher price for mi-
nority shares than the price paid per share for the controlling holding.

In the event that the duty to make a mandatory offer is triggered, the acquiror
cannot make his offer conditional on e.g. the receipt of a minimum percentage of
the target-company’s share capital, see also VII.1.3.

2.1.4. Exceptions to Rule 4. Danish insurance companies, The Danish
Labor Market Supplementary Pension Fund!®, The Employees Capital

17 The practice by the Copenhagen Stock Exchange is described by Poul-Erik
Skaanning-Jgrgensen, Erik Bruun Hansen & Lene Nielsen in Revision & Regn-
skabsvasen No. 3/1988, p. 33 ff.

18 See also Rule 3.3 of the Stock Exchange Rules of Ethics and § 36 of the Infor-
mation Obligations for Issuers of Listed Securities.

19 Arbejdsmarkedets Tillzgspension (ATP).
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Pension Fund?0 and others are subject to statutory regulation limiting their
right to hold shares.?! For this reason, those institutions will be prevented
from making an offer pursuant to Rule 4. Therefore, as is the case in con-
nection with other unintended acquisitions of controlling interests, such
institutions will have to dispose of their shares to the extent necessary for
their holding not to constitute a controlling interest any more, cf. the
comments on the rule.

The comments on Rule 4 also carve out certain other exceptions to the
rule. Persons acquiring controlling interests in listed companies by means
of inheritance are not subject to Rule 4. Moreover, the acquisition of a
controlling interest by the holder of an unsatisfied mortgage is not com-
prised by Rule 4.

In addition to inheritance and unsatisfied mortgages, the comments on
Rule 4 refer to “similar” events as being outside the scope of Rule 4. It is
likely that e.g. acquisition of a controlling shareholding in connection with
an insolvency reorganization of a group of companies would be outside
the scope of Rule 4. When evaluating what transactions should not trigger
the obligation to make a compulsory bid, the Board of the Copenhagen
Stock Exchange would probably consider if the transaction at focus is of
an “accidental” nature similar to the acquisition by inheritance or on the
basis of an unsatisfied mortgage. If, on the other hand, the transaction is
merely an ordinary acquisition of a controlling interest in disguise, no ex-
emption is likely to be granted.

Transactions within the same group of companies are also exempted
from Rule 4.

20 Lgnmodtagernes Dyrtidsfond (LD).

21 Restrictions apply to the right for insurance companies to acquire a controlling
interest in an undertaking, see the Act on insurance companies, Consolidation
Act No. 127 of March 23, 1984 (as amended by Act No. 325 of May 24, 1989,
and Act No. 305 of May 16, 1990), § 6, Subsections 1 and 2. The Act on The
Employees Capital Pension Fund, see Consolidation Act No. 42 of January 21,
1988, § 6, Subsection 5, entails that The Employees Capital Pension Fund may
not invest its funds in an undertaking to the extent that such investment will give
the Fund or the Fund together with The Danish Labor Market Supplementary
Pension Fund a controlling interest in the undertaking. A similar limitation ap-
plies to The Danish Labor Market Supplementary Pension Fund, see the Act on
The Danish Labor Market Supplementary Pension Fund, Consolidation Act No. 3
of January 5, 1988 (as amended by Act No. 267 of May 2, 1990), § 26, Subsec-
tion 6. In connection with the limitation in the Act, shares owned by The Em-
ployees Capital Pension Fund are included when determining if The Danish La-
bor Market Supplementary Pension Fund has a controlling stockholding.
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Apart from the exemptions specified in the comments on Rule 4, Rule
4.3. stipulates that the Board of the Copenhagen Stock Exchange may
grant an exemption from the obligations to make a compulsory bid if
“special circumstances” apply. The comments on Rule 4, again, do not
provide any guidance as to the situations in which exemption may be
granted. The Stock Exchange Rules of Ethics came into force on January
1, 1988, and so far the Board seems to be very reluctant to grant exemp-
tions.

There are certain kinds of transactions that are likely to lead to an ex-
emption, however. For example, this probably applies to accidental ac-
quisitions other than those explicitly mentioned in the comments on Rule
4. Another example might be events where a restructuring of a company
necessitates such exemption. If an acquiror injects capital into a company
in connection with the acquisition of the company and the injection would
be impossible financially if the acquiror were to make a bid for all the
outstanding shares of that company, it is possible that an exemption will
be granted. However, exemption will probably not be granted even in this
scenario, unless the restructuring would in some way benefit all sharehold-
ers and provided that the minority shareholders’ interests are protected.
Due to the desire to protect the minority shareholders which is the
rationale of Rule 4, it is likely that the Board of the Copenhagen Stock
Exchange will continue to be very restrictive in its exemption policy.22

Ordinarily, the purchase by an acquiror of the entire capital of a com-
pany would lead to a delisting of the company from the Copenhagen Stock
Exchange.?3 A solution of this problem is provided for in the comments
on Rule 4, which stipulate that no automatic delisting will take place in
such event; rather, the acquiror will be required to arrange for the spread
of his shares within certain time limits.

2.1.5. Cooperation. Rule 4 of the Rules of Ethics applies to any person —
natural or legal — as well as to two or more persons who cooperate in order
to acquire control of a company, cf. the comments to Rule 4. There is

22 See Poul Erik Skaanning-Jgrgensen, Erik Bruun Hansen & Lene Nielsen in
Revision & Regnskabsvasen No. 3/1988, p. 33 ff. at 42 f. See also Paul Kriiger
Andersen, Revision & Regnskabsvasen No. 7/1988, p. 23 ff. at 30, about possi-
ble situations where an exemption from Rule 4 is likely to be granted.

23 See § 5 of the Order on Listing Requirements, the attached Form A, II, 4, and
Chapter 7 of the Order.
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some uncertainty as to what kinds of cooperation that fall within the scope
of Rule 4.

In order to qualify under the rule, the purpose of the cooperation must
be to gain control and not merely, for example, to cooperate in order to
improve the financial position of the company. Frequently there is a very
fine distinction between cooperating to achieve a reasonable return on the
shareholders’ investment on the one hand, and exercising influence on a
joint basis that constitutes “control” on the other hand. It is probably fair
to construe the notion of “control” as requiring a desire on the part of the
persons acting together to exercise an active influence over the manage-
ment of the company, rather than just focusing on receiving a fair dividend
and protecting the value of the equity interest in the company. The latter
kind of cooperation would fall outside the scope of Rule 4.

If a cooperation is established at a point when the persons cooperating
have already acquired stockholdings that in the aggregate constitute a
controlling interest, this probably falls outside the scope of Rule 4. The
language of the comments on Rule 4 suggests that only cooperation in or-
der to acquire control qualifies under the rule.

Another difficult aspect of the cooperation issue is what acts or activities
actually constitute cooperation. Obviously, cooperation need not be re-
flected in a shareholders’ agreement or other kind of written agreement, an
oral agreement will do. It is not certain whether an informal common
understanding is sufficient. The term ‘“cooperating”, however, suggests
that some kind of active interaction, e.g. concerted action, is required. A
mere “meeting of the minds” without any joint activity does not fall within
Rule 4.

Even though Rule 4 does not require any formal cooperation or structure
between the parties involved, certain links between entities perhaps make
it more likely that such entities will be considered to cooperate. Such a
presumption may be fair in connection with, for example, companies be-
longing to the same group, for a further discussion of this, see VI1.4.2.1.2.

2.1.6. Interrelation between Rule 4 and § 20 b of the Companies Act.
An acquiror who owns more than 90 percent of a company’s share capital
and votes may want to cash out shareholders that do not tender their shares
pursuant to his offer in accordance with § 20 b of the Companies Act. If,
in such event, the acquiror and the minority shareholders cannot reach an
agreement with respect to the price applicable to the cash-out, experts will
have to be appointed pursuant to § 19, Subsection 2, of the Companies
Act. The task of the experts will be to determine the value of the shares to
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be cashed out. However, Rule 4 of the Stock Exchange Rules of Ethics
provides that the acquiror must give the minority shareholders an oppor-
tunity to sell their shares on “equal terms”. To the extent that there is an
overlap between the two provisions, the most appropriate thing to do
would be to have the value of the shares determined with reference to the
price paid for the controlling shareholding since this price presumably re-
flects the current market value of the shares of the company.

If the controlling stockholding was traded at a price that is significantly
lower than the price quoted for the shares on the stock exchange, which
will normally be the basis for determining the price pursuant to § 19, Sub-
section 2, of the Companies Act, it may be more appropriate to use the
price quoted rather than the price paid for the controlling shareholding.
The quoted price may, for example, be relevant where the controlling
shareholding was not acquired on an arm’s-length basis, or if the acquisi-
tion otherwise was not made on usual market terms and conditions.?*

In addition to the references already mentioned, Rule 4 is briefly touched upon
by Werlauff in Selskabsret p. 316 ff.

2.1.7. Preliminary observations. A fundamental question which we have
not dealt with so far is whether it is at all desirable to have a system im-
posing on acquirors an obligation to make bids once they acquire control.
The issue is, in other words, if there ought at all to be a mandatory bid
system, whether the trigger-mechanism is based on a control criterion or
the acquisition of a certain percentage of a company’s shares or votes. The
argument that has been made in support of a mandatory bid system is that
it protects minority shareholders and ensures them “equal” treatment.
However, there is no doubt, on the other hand, that mandatory bids lead to
increased costs on the part of acquirors and may thus affect efficiency ad-
versely.

24 Paul Kriiger Andersen, Revision & Regnskabsvasen No. 7/1988, p. 23 ff. at 32,
suggests that it should be decisive if the majority stockholding is acquired from a
large number of shareholders rather than a few. If the controlling holding was ac-
quired from a large number of shareholders the cash-out price should be equiva-
lent to the payment that was paid for the controlling holding, according to Kriiger
Andersen. On the other hand, if the controlling holding was acquired from one or
a few shareholders only, the value of the shares to be cashed out should be fixed
pursuant to § 20 b of the Companies Act if such valuation would lead to a higher
price than the price paid for the majority holding.
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Before we analyze these questions further it may be useful to consider
some other jurisdictions where the concept of mandatory bids is used.

2.1.8. Comparative aspects. Neither American nor German, Dutch or
Swedish takeover regulation imposes on an acquiror an obligation to make
a bid for the remaining shares of a company once he has acquired control
or reached a specific percentage of the votes of the company.

The British City Code contains very elaborate provisions dealing with
mandatory public offers.

Any person (natural or legal) who acquires, whether or not by a series of
transactions over a period of time, shares which — taken together with
shares held or acquired by persons acting in concert with him — carry 30
percent or more of the voting rights of a company must extend his offer to
the holders of any class of shares of which he or persons acting in concert
with him hold shares.

A similar obligation applies to any person who, together with persons
acting in concert with him, holds not less than 30 percent, but not more
than 50 percent of the voting rights, where such perspn, or any person
acting in concert with him, acquires in any period of 12 months additional
shares carrying more than 2 percent of the voting rights.2

An acquiror who crosses either of the above mentioned thresholds will
have to make an offer not only for the class of shares of which he has ac-
quired shares but also for the shares of any other class, and irrespective of
whether such shares are voting shares or not. Offers regarding different
classes of shares must be comparable.2® It is worth noting that ~ in addi-
tion to the acquiror — each of the principal members of a group or persons
acting in concert with him may, according to the circumstances of the
case, have the obligation to extend an offer.

Mandatory offers must be conditional upon the acquiror receiving ac-
ceptances in respect of shares which, together with shares acquired or
agreed to be acquired before or during the offer, will result in the acquiror
and any persons acting in concert with him holding shares carrying more
than 50 percent of the voting rights of the company.2’” Where an offer
comes within the statutory provisions for possible reference to the Mo-

25 Rule 9.1 (a) and (b) of the City Code.

26 Rule 9.1 of the City Code sets forth that The Take-over Panel should be con-
sulted in advance in such cases. Comparable offers are further dealt with in Rule
14 of the City Code.

27 See Rule 9.3 of the City Code.
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nopolies and Mergers Commission, it must be a term of the offer that it
will lapse if there is a reference before the first closing date or the date
when the offer becomes or is declared unconditional as to acceptances,
whichever is the later.28

A mandatory offer may be subject to no other conditions, unless The
Take-over Panel gives its consent.2? If an acquiror does not receive accep-
tances in respect of shares which, together with shares acquired or agreed
to be acquired before or during the offer, will result in the acquiror, and
any persons acting in concert with him, holding shares carrying more than
50 percent of the voting rights of the company, the offer will lapse auto-
matically.

The consideration to be offered must be in cash or be accompanied by a
cash alternative, and the price offered shall not be less than the highest
price paid by the acquiror or any person acting in concert with him for
shares of that class within the preceding 12 months. If an acquiror is of the
opinion that the highest price should not apply in a particular case, he
must consult The Take-over Panel, which has authority to agree to an ad-
justment of the price.30

A similar, but yet somewhat different, mandatory system is found in the
French regulation of takeovers.3!

The duty to make a bid is triggered when an acquiror, acting alone or in
concert with others, becomes the owner of more than one-third of the
share capital or voting rights of a company.3? Similarly, the obligation to
make a bid for the shares of a company is triggered if, directly or indi-
rectly, more than one-third of the share capital or voting rights is acquired
of a company that holds as an essential part ("part essentielle”) of its assets
shares of the aforementioned company.33

A third scenario where a bid must be made is in the event that the ac-
quiror holds between one-third and 50 percent of the share capital/voting

28 Rules 9.4 and 12 of the City Code.

29 See Rule 9.3 of the City Code. According to the notes on Rule 9.3, the panel will
not normally consider a request for a dispensation under the rule other than in ex-
ceptional circumstances. As examples hereof are mentioned where the necessary
cash is to be provided, wholly or in part, by a cash underwritten alternative which
is conditional on the obtaining of a listing for new shares, or when some govern-
mental, including EC, clearance is required before the offer document is posted.

30" Rule 9.5 of the City Code.

31 See Article 5-3-1 ff. of the General Rules.

32 See Article 5-3-1 of the General Rules.

33 See Article 5-3-3 of the General Rules.
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rights of a company and increases his holding of share capital/votes by
more than 2 percent within less than one year. The same applies if the ac-
quiror within the said period becomes the owner of more than 50 percent
of the share capital/votes.3*

When calculating the thresholds of ownership, the acquiror’s pre-bid
holdings must be included.

A mandatory bid need not include all target-shares but may be limited to
two-thirds of the aggregate share capital/ votes.33 In other words, it is not a
requirement that all shareholders must have the opportunity to sell their
shares.

There is another interesting aspect of the French mandatory bid system:
The price to be paid for the remaining shares is not tied to the price paid
for the controlling block of shares. Instead, the price will have to be ne-
gotiated with and approved by the Stock Exchange Council.3¢ This obvi-
ously gives the Council flexibility to consider the special facts of each
case when determining the price to be paid.

Similar to what we saw with respect to the Danish and British rules, an
acquiror who has a duty to make a bid cannot make such bid conditional
upon receipt of a minimum number of acceptances.

The Stock Exchange Council may grant exemptions from the mandatory
bid requirements discussed. However, contrary to what we saw as to Dan-
ish law, the right to grant exemptions is governed by special rules.3”

Exemption may be granted in situations where

(a) the crossing of the threshold is the result of a gratuitous transfer, or a
merger or partial merger, approved by the target-shareholders;

(b) the acquisition of shares/voting rights in excess of the one-third threshold
does not exceed 3 percent and the acquiror undertakes to resell the “excess
shares” within 18 months;

(c) the one-third threshold is crossed because of a reduction of the aggregate
number of shares/votes;

(d) the acquisition does not lead to control;

(e) the acquisition will trigger the so-called “block of control”-procedure.3®

34 See Article 5-3-4 of the General Rules.

35 See Article 5-3-1 of the General Rules.

36 See Article 5-3-1 of the General Rules.

37 See Article 5-3-6 of the General Rules.

38 This procedure applies to the acquisition of a controlling block of shares from
identified shareholders, cf. Article 5-4-1 ff. of the General Rules.
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The Swiss Take-Over Code applies a much simpler concept which provides that
if, after the acceptance period of his (partial) offer has expired, an acquiror owns
a total of more than S50 percent of the target-voting rights, he must buy all shares
offered for sale, see Article 3.8 of the Code.

2.1.9. The Draft Takeover Directive. Article 4(1) and (2) of the Draft
Takeover Directive applies to any natural person or entity who, as a result
of his own acquisition or acquisition by others on his behalf or who act in
concert with him, or by an undertaking which he controls3?, comes to
hold*? shares which, added to any existing holdings, give him a specified
percentage of the voting rights of a company. Such an acquiror must make
a bid for all of the remaining shares. Article 4 states that the threshold trig-
gering the mandatory bid may not be fixed at more than one-third of the
existing voting rights.

According to the official comments regarding Article 4, member states may pro-

vide in their legislation that the duty to make a bid arises when an acquiror in-

tends to exceed the threshold stipulated. This would shift the trigger-mechanism

from being tied to the votes actually held by the acquiror to being linked to the
votes he may come to hold if his bid proves successful.

Article 4 does not stipulate the price at which mandatory offers must be
made, so in this respect the Draft Takeover Directive differs from the
Danish regime. The notion of equal treatment — whatever that means,
specifically speaking — would apply, however, to mandatory bids under
the directive, cf. Article 6a (stating the principles applicable to the dis-
charge of the functions of the supervisory authority). Article 6a(a) thus
states that all holders of target-securities “who are in the same position”
shall be treated “equally”. This is probably meant to mean that all share-
holders (of the same class) must receive the same price per share, cf. the
discussion under 2.1.10 below, however.

39 As to the Directive’s definition of “acting in concert” and ‘“control”, see
VIL.4.3.4.5. and 4.2.1.2. (Article 4 in this regard is identical to Article 10(1)(e).

40 For a definition of shares considered to be “held” by a person, see VIL.4.3.4.5.
(Article 4 in this respect is a mirror of Article 10(1)(e)). As to voting rights at-
tached to shares owned by the acquiror but which are lodged as security, Article
4 follows the system found in Article 10(1)(ee), see VI1.4.3.4.5. Voting rights
which cannot be exercised pursuant to Article 22 of Directive 77/91/EEC shall
not be taken into account when calculating the threshold referred to in the text,
cf. Article 4(2)b.
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Under Article 4(2)c, member states would have powers to enact legisla-
tion which would exempt acquirors from making a bid, although they have
crossed the applicable triggering point. The categories of exemptions
mentioned in Article 4 are:

Transfer of shares without consideration, acquisition in connection with a
planned merger (which the acquiror has undertaken to carry out), acquisition re-
sulting from a division of a company, events where the acquiror has crossed the
triggering point but not by more than 3 percent of the voting rights and under-
takes to dispose of the “excessive shares” within one year, in cases where the
target-company is already controlled by the acquiror or undertakings controlling
him or controlled by him, in events where a shareholder or a number of share-
holders have given their formal undertaking not to transfer their securities to the
acquiror, and in events where the securities have been acquired following an in-
crease in the subscribed capital of the company and the acquiror has exercised
his preemptive rights. In addition to this list of possible exemptions, Article 4(3)
provides that the supervisory authority may grant exemption in other cases,
giving its reasons for doing so.

2.1.10. Evaluation of the mandatory bid requirement. In some in-
stances acquirors want to acquire the entire share capital of the target-
company. The reasons for this may be a desire to avoid possible conflicts
with smaller shareholders or to obtain a basis for having the target-com-
pany and the acquiror taxed on a consolidated basis.*!

Other acquirors may prefer to acquire only the majority of the shares of
a company. Because of Rule 4 of the Copenhagen Stock Exchange Rules
of Ethics, acquirors who come to own a controlling stockholding do not
have a choice: they must make a bid for the remaining shares on terms
equal to the terms applying to the acquisition of the controlling interest.
Obviously, the obligation to make such a mandatory bid makes it more
expensive for acquirors to gain control. They cannot limit themselves to
acquiring e.g. 35 or 45 percent of the votes of a company if this means
control, but must offer to buy the shares of the minority shareholders as
well.

There is probably no doubt that the increased costs connected to the
mandatory bid system are counter-efficient. The question is if Rule 4 is,
nevertheless, justified because of its attempt to achieve “equality”.

41 See IX.3.2. regarding the requirements for taxation of companies on a consoli-

dated basis.
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According to the comments on Rule 4, “drastic changes in terms and
prospects” frequently occur when the control changes. Owners of minority
shareholdings, the comments state, must therefore be ensured the oppor-
tunity to dispose of their shares at a price equivalent to the price that was
paid for the controlling holding. As stated in the comments on the rule, the
rule seeks to provide for equal treatment of shareholders in connection
with transfer of controlling stockholdings.

There are two elements of Rule 4: the duty to make a bid, and the obli-
gation to offer in such bid terms equal to those pertaining to the acquisi-
tion of the controlling holding.

The comments on Rule 4 do not explain further why minority share-
holders should have the opportunity to sell their shares once a change of
control occurs. Some guidance as to the rationale behind the imposition on
acquirors of a duty to make mandatory bids may be found in legal exposi-
tions dealing with the purpose of mandatory bids in other jurisdictions. In
Weinberg & Blank’s On Take-overs and Mergers the following comments
are made with respect to mandatory bids under the British City Code:

“The reason often given for the disfavour in financial and business cir-
cles of partial bids and private deals conferring voting control but not full
equity ownership, is that the remaining shareholders are left as a powerless
minority (or even, where the bidder acquires only effective control, an
effectively powerless majority). By a successful partial bid or private deal,
the new controller places itself in a position to exercise control over net
assets considerably exceeding in value the financial stake of the controller
in those assets; the new controller is in a position where it may well abuse
control and will be able to take advantage of the “neutral” or management
uses of control.”42

The question one may ask here is if it necessarily makes any difference
for minority shareholders who hold the controlling stockholding. Is the
fact of the matter not that minority shareholders have a limited say at the
shareholders’ meetings, or are perhaps virtually voiceless, and that this
will just remain unchanged even after a change of control? Also, is it at all
certain that the acquiror (the new controller) is in any way more abusive
than the old one was? Moreover, Weinberg & Blank fail to take into
account that the change of control may lead to improved management of
the company and thus lead to an increase in the value of minority-shares.
In short, it is not at all obvious that there are any particular rights of the

42 See M.A. Weinberg, M.V. Blank & A L. Greystoke, On Take-overs and Mergers
p. 116.
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minority shareholders that are exposed and need to be protected in con-
nection with the transfer of control.

Weinberg & Blank concede that the former controlling shareholders
were in a position similar to that of the new one but they emphasize that
“the fact that the new controller has seen fit to make the bid or purchase at
all, and in particular has seen fit to operate by way of a partial bid or pri-
vate deal, gives rise to suspicions as to its intentions regarding the use to
which control is to be put.”*3 However, there is hardly any reason to be-
lieve that acquirors who do not wish to acquire all the shares of a company
have less laudable motives than other acquirors. A desire not to make a bid
for the shares may be motivated by nothing else than an interest in avoid-
ing excessive costs.

Another argument made by Weinberg & Blank## is that the acquiror will
usually be a company while the former controllers would generally have
been individuals. As a consequence hereof this would, according to
Weinberg & Blank, lead to a danger that the interests of the target-com-
pany will be subjugated to the interests of the group. This assumption
made by Weinberg & Blank may be right or may be wrong. In the case of
many companies it is definitely wrong. Anyway, it is not very meaningful
to guess about the consequences of a transfer of control from the hands of
individuals to a company.

Since the minority shareholders’ legal or factual position does not nec-
essarily change as a result of the change of control, it is, at least, question-
able if giving the minority shareholders the right to have their shares ac-
quired on terms equal to those that pertain to the controlling shareholding
is really what we wanted to achieve when we stated that shareholders
should be treated equally. Surely, we cannot claim that Rule 4 violates the
notion of “equality” provided that the rule is applied correctly, cf. 1.2.3.4.,
but we might want to consider if the criteria for who should be treated
equally are adequate or if Rule 4 fails to acknowledge that majority and
minority shareholders are not in the same “boat”.

The stock market will ordinarily consider a controlling holding of shares
worth more than a minority holding. Rule 4 puts this pricing mechanism
out of force and, in effect, provides an unexpected opportunity for minor-
ity shareholders, who may suddenly elect to dispose of their shares at a

43 See M.A. Weinberg, M.V. Blank & A L. Greystoke, On Take-overs and Mergers
p. 116.

44 See M.A. Weinberg, M.V. Blank & A.L. Greystoke, On Take-overs and Mergers
p- 116.
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premium price because an acquiror presents himself. Rather than protect-
ing the interests of minority shareholders, Rule 4 helps to give them un-
expected benefits.

We have, so far, discussed the issue of mandatory bids focusing on the
impact of change of control. An alternative approach would be to consider
the nature of the notion of “control”. Adolf Berle has contended that con-
trol is an asset which “belongs” to the company.4> Consequently, if a con-
trolling shareholder sells his shares and thus his control, the premium he
receives as consideration for the control could be viewed as belonging to
the company or (perhaps) to all shareholders ratably.*6

Berle compares the shareholders’ position with that of a common law
trustee:

“After all, if the trustee of a common law trust realizes a side profit in connec-
tion with his transactions with the trust estate, even though it does not damage
that estate, he is liable to account for such profits on the theory that everything
growing out of the trust estate belongs to it and to the cestuis que trustent™*7.

Although Berle agrees that “the case is not quite so clear in the corporate
situation” where “the stockholder’s vote is given to him for his own ben-
efit”4%, he maintains that “aggregate voting power is a part of the corporate
mechanism, intended for the benefit of the entire corporation....“4%.

It is difficult to see, at all, the grounds for drawing parallels between
trustees of a trust and shareholders of a company, as is done by Berle. The
former are merely managing the funds and assets of the trust and are not
supposed to realize “side profits” when making transactions with the trust.
This is not what they have been hired to do. Shareholders, on the other
hand, after all own the company, and exercising their voting power is one
of the very features of corporate ownership upon which the entire concept
of companies rests.

45 See Adolf A. Berle, “Control” in Corporate Law, 58 Columbia Law Review
1212 at 1221 (1958), and in Berle & Means, The Modern Corporation and Pri-
vate Property p. 244.

46 See Berle, “Control” in Corporate Law, 58 Columbia Law Review 1212 at 1220
(1958).

47 Berle, “Control” in Corporate Law, 58 Columbia Law Review 1212 at 1221
(1958).

48 See Berle, “Control” in Corporate Law, 58 Columbia Law Review 1212 at
1221-1222 (1958).

49 See Berle, “Control” in Corporate Law, 58 Columbia Law Review 1212 at 1222
(1958).
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Considering control as a corporate asset is also very hard to reconcile
with the general perception of the notion “control”. There are various ways
of defining control, but many commentators would probably agree that
one adequate definition would be the power to elect and influence the
board of a company.30 If this definition is our point of departure, control is
not embodied in the company, rather, it comes from “outside” and, typi-
cally, can only be acquired if the “would-be” controlling shareholder pays
the premium required by those selling. Neither the company nor the other
shareholders participate in the payment of such premium and it is, there-
fore, difficult to see why they should have a share of the benefit that inures
upon a subsequent sale of control. It is, altogether, difficult to see how
Berle’s viewpoint could justify the existence of a duty to make a bid for
the remaining shares whenever control is acquired.

For a discussion of the position taken by Berle, see, for example, Alfred Hill,
The Sale of Controlling Shares, 70 Harvard Law Review 986 (1957) and Henry
G. Manne, Mergers and the Market for Corporate Control, 73 Journal of Politi-
cal Economy 110 (1965). In support of his point of view, Berle has referred to
the decision in Perlman v. Feldmann, 219 F.2d 173 (2nd Cir. 1955). This is
probably a very far-reaching understanding of the decision, see also Alfred Hill,
The Sale of Controlling Shares, 70 Harvard Law Review 986 at 990 (1957).

Because mandatory bid requirements, such as Rule 4, make it compara-
tively expensive to carry out corporate acquisitions, they are likely to have
an inhibiting effect on this kind of activity. The more costly it is to acquire
control, the fewer acquisitions, including “hostile” ones, will be consum-
mated. Due to the benefits attached to such takeovers it is fair to say that
Rule 4 defeats the interests of society in creating an environment where
takeovers may be consummated smoothly. In sum, there appears to be lit-
tle justification for maintaining the mandatory bid requirement under Rule
4.

In an earlier version of the Draft Takeover Directive, prepared by the Permanent
Representatives Committee, (10854/89, EF 105 DRS 67, Brussels, December
15, 1989), Article 4 would oblige an acquiror to make a bid, not for all remain-
ing shares, but only so that he becomes the owner of at least 50 percent of the
shares of a target-company once he has acquired a specified percentage of the
votes of the company. Likewise, the French takeover regulation allows acquirors
to limit mandatory bids to two-thirds of the share capital/voting rights, cf. 2.1.8.
Rules of this kind are, of course, less costly for an acquiror and consequently

50 See also Berle, “Control” in Corporate Law, 58 Columbia Law Review 1212
(1958).
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less inefficient. On the other hand, it is difficult to see the true need for imposing
partial mandatory offers, considering the position and expectation of the mi-
nority shareholders as discussed above. If, as concluded, there are no grounds
for giving minority shareholders the right to tender all their shares upon a change
of control, there are hardly any good reasons either for allowing them to tender a
part of their shares in such a situation.

For a criticism of Article 4 of the Draft Takeover Directive, see also Hans-
Joachim Mertens, Forderung von, Schutz vor, Zwang zu Ubernahmeangeboten?,
Die Aktiengesellschaft 6/1990, p. 252 ff. at 256 ff.

For a discussion of the desirability of introducing mandatory bid requirements
to Norwegian law, see Lucy Smith, Kampen pd aksjemarkedet, en rettslig studie
av selskapsovertak og forsvarstiltak p. 124 ff. The question of which authority
would be required under Norwegian law to introduce mandatory bids is
discussed by Morten Holmboe in Lov og Rett, 1989, p. 73 ff.

3. Alternative means by which to protect minority shareholders

3.1. Introduction. In other jurisdictions, not least in the United States, the
issue of protecting minority interests in the event of contested takeovers
has attracted much attention, and many efforts have been made to provide
a system which protects such minorities, on the one hand, while maintain-
ing a high degree of efficiency, on the other. Although the corporate sce-
nario differs from country to country, it may be useful to have a look at
the various methods of protecting minority interests developed in other
jurisdictions.

3.2. Target-shareholder approval as a condition for public offer. One
way of ensuring that minority shareholders’ interests are protected would
be to make it a requirement that public offers should be subject to ap-
proval by a certain minimum number or percentage of target-shareholders,
excluding the acquiror and persons or entities controlled by him or acting
in concert with him.

This concept is followed in the British City Code, which states that any
offer that could result in the acquiror holding shares carrying 30 percent or
more of the voting rights of the target-company must be conditional, not
only on the specified number of acceptances being received, but also on
approval of the offer being given by shareholders holding over 50 percent
of the voting rights of the target-company not held by the acquiror or per-
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sons acting in concert with him.>! This approval requirement may occa-
sionally be waived by The Take-over Panel if more than 50 percent of the
voting rights of the target-company are held by one shareholder.

By making it a requirement that 50 percent of the remaining sharehold-
ers must approve offers for large numbers of shares, corporate acquisitions
are delayed and a substantial impediment is created for change of corpo-
rate control. It is likely that requirements of this nature make changes of
control much more expensive than if no such requirement existed. In ad-
dition, it is not obvious that such an approval mechanism benefits target-
shareholders.

3.3. Eliminating or limiting the voting rights of the acquiror. A num-
ber of the American states have enacted state corporate statutes which
eliminate or severely restrict the voting rights of an acquiror.

Indiana is among the states which have chosen to regulate the voting
rights of the acquiror after an acquisition of a company.2 Any person who
acquires 20 percent or more of the voting stock of an Indiana corporation
cannot vote on his shares unless he first obtains the approval of the target-
company’s other shareholders. The acquiror may demand that a special
shareholders’ meeting be held with 50 days’ notice. At such meeting the
shareholders must decide whether to “reinstate” the voting rights of the
acquiror. If the acquiror subsequently acquires additional shares of the
company, he will have to obtain new approvals from the shareholders
when crossing 1/3 or 1/2 of the target-company’s aggregate voting stock in
order to be able to vote on such additional shares. If the acquiror does not
demand a special meeting within a certain time limit, the company has the
option to repurchase the shares belonging to the acquiror for a reasonable
price, provided that such right for the company has been stipulated in the
company’s charter. On the other hand, if the acquiror demands and obtains
the right to vote on his shares, the shareholders who voted against such
right for the acquiror may require that the acquiror buy their shares for a
price equivalent to the highest price which the acquiror paid when he ac-
quired his holding of stock in the target-company.

This type of takeover regulation protects the minority shareholders
against abusive steps on the part of an acquiror. However, it is obvious
that any acquiror, not only those that have “bad” motives, is virtually para-
lyzed, not only with respect to transactions which may harm the other

51 See Rule 36.5 of the City Code.
52 See Indiana Business Corporation Law § 23-1-42-1 ff.
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shareholders but also as regards any other exercise of influence over the
management of the company. Also, the prospects of acquiring a major
block of shares and then finding oneself without any voting rights is likely
to deter many acquirors from attempting to acquire companies. This effect
is hardly in the interests of shareholders or society, see V.2.7 and 3.

3.4. Business combination moratorium provisions. Many American sta-
tes have adopted statutes which prohibit or restrict business combinations
involving the acquiror, or a company controlled by the acquiror, and the
target-company for a certain period of time after a takeover.

The change in Delaware’s General Corporation Law adopted in 1988
constitutes an example of state regulation falling within the above men-
tioned category.33 The new Delaware statute provides that an acquiror who
becomes the owner of 15 percent or more of the outstanding voting stock
of the target-company may not engage in any business combination
involving the target-company for a period of 3 years following the date the
acquiror crosses the 15 percent threshold.’* According to the Delaware

53 Under American law, the regulation of a company’s management to dispose on
its own without shareholder approval varies from state to state. Delaware is
known to have a legislation which leaves great flexibility with the management
to dispose on its own. As it is management who decides in which state to incor-
porate, a number of the largest companies in the United States have incorporated
in Delaware (whereas corporate headquarters are often located in other states).
This concentration of large companies in Delaware has led to the Delaware
courts gaining a considerable experience within the area of corporate law. Conse-
quently, the development in the corporate practice of the Delaware courts is fol-
lowed by legislatures as well as courts in other states. New York State does not
give corporate managements the same degree of leniency as is the case in
Delaware. Still, New York is considered one of the key states with respect to the
development of corporate law, among other things because of the considerable
number of large companies having their headquarters in New York.

54 See Delaware General Corporation Law § 203. In addition to mergers and
consolidations, the term “business combination” includes any sale, lease, ex-
change, mortgage, pledge, transfer or other disposition of assets of the target-
company to or with the acquiror, provided such assets have an aggregate market
value equal to 10 percent or more of either the aggregate market value of all the
assets of the target-company or the aggregate market value of all the outstanding
stock of that company. The mentioned transactions do not constitute a business
combination if the acquiror is merely involved proportionately as a stockholder
of the target-company. Also, any Delaware company may elect not to be gov-
emned by the Delaware Takeover Statute.
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statute, there cannot be a merger of the target-company into the acquiror
for a 3-year period, unless the board of directors of the target-company ap-
proves either the business combination or the stock transaction which re-
sulted in the acquiror becoming a 15 percent stockholder. Another ex-
emption from the 3-year limitation applies if the business combination is
approved by the board of directors as well as by the affirmative vote of at
least 66 2/3 percent of the outstanding shares, excluding the shares belong-
ing to the acquiror. In addition, the 3-year delay of business combinations
does not apply if the acquiror owns 85 percent or more of the outstanding
voting stock of the target-company.

The Delaware Takeover Statute has been designed to protect the share-
holders of the target-company against abusive tactics on the part of the ac-
quiror, including use of two-tier tender offers, where shareholders who
decide not to tender their shares to the acquiror in the first place are
“squeezed out” at a much lower price than that offered to the shareholders
in the first step when the acquiror effects a second-step merger of the tar-
get-company into the acquiror after having acquired control.

However, the Delaware statute can be criticized because it imposes re-
strictions on an acquiror in a 3-year period, irrespective of whether there
are valid business reasons for effecting business combinations involving
the target-company and the acquiror. In its attempt to protect the minority
shareholders against being squeezed out at an unfair price, the statute
seeks to “kill” the “cause” of the problem by hampering business combi-
nations. By doing so, the statute not only creates impediments to business
combinations of which some are likely to benefit most shareholders but
probably also eliminates a large number of contested takeovers even
though at least some of such takeovers may be beneficial for Delaware
companies.’3

New York has adopted a takeover statute of the same type as the
Delaware statute. If an acquiror acquires 20 percent or more of the out-
standing stock of a New York corporation, the acquiror cannot effect a
second-step merger for 5 years. However, an exemption applies if, prior to

55 Among others, Indiana (Indiana Business Corporation Law 23-1-43-1 ff.), Ken-

tucky (Kentucky Business Corporation Act 271 B. 12-210 ff.), Minnesota
(Minnesota Business Corporation Act 302 A.673), New Jersey (New Jersey
Business Corporation Act 14 A: 10 A - 1 ff.), New York (New York Business
Corporation Law § 912), Washington (Washington Business Corporation Act
chapter 23.A 50), and Wisconsin (Wisconsin Business Corporation Law
180.726) have adopted similar statutes.

234



VIII. Protection of minority shareholders in the takeover context

acquiring the 20 percent holding, the acquiror obtains an approval of the
merger from the board of directors of the target-company.3%

3.5. “Fair price” provisions. Statutes which ensure that minority share-
holders of a target-company receive a fair price for their shares have been
adopted by a number of American states.

Maryland has thus enacted such a “fair-price” statute directly aimed at
preventing possible abuses in connection with two-tier tender offers.3” To
prevent such abuses Maryland has required that an acquiror pay at a mini-
mum as high a price to the minority shareholders in the second-step
merger as he paid to acquire control. A business combination following an
acquisition ordinarily requires 80 percent of all votes as well as a majority
of two-thirds of the votes which the acquiror does not control.’8 An
acquiror may avoid these special requirements with respect to business
combinations by offering the remaining shareholders a price for their
shares which is not less than the highest price paid for shares in the first
step of the acquisition. This means that an acquiror will, in effect, be com-
pelled to pay to the minority shareholders in the second-step merger a
price which is often higher than the average price paid for shares acquired
in the first instance.?®

The requirement that minority shareholders in the second-step merger
must receive as high a price as the acquiror paid for the controlling block
of shares disregards the fact that the minority shares are, ordinarily, worth
less than majority shares. By “dismantling” this mechanism, the Maryland
statute leads to the second-step merger becoming more expensive than
necessary. Also, it is hard to see the rationale for treating shareholders
who have securities of different values equally.

3.6. Disgorgement provisions. Recently, the legislature of Ohio adopted a
new statute which contains the first American state law imposing on an

56 See the New York Business Corporation Law § 912.

57 See the Maryland General Corporation Law § 3-601 ff.

58 In a number of American states, mergers may be approved by a majority of ail
shareholders.

59 The Maryland-version has, inter alia, been adopted by Connecticut (Connecticut
Stock Corporation Act 33 — 374 a ff.), Florida (Florida General Corporation Act
607.108), Illinois (Illinois Business Corporation Act 7.85), Louisiana (Louisiana
Business Corporation Law 12: 132 ff.), and North Carolina (North Carolina
Business Corporation Act 55 - 75 ff.).
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acquiror that obtains control a duty to disgorge profits.0 An acquiror who
obtains control must disgorge to the target-company any profit that he has
received from the sale of shares acquired during a period beginning 18
months before and disposed of within 18 months after a proposal or public
disclosure of acquisition of control of a target-company. However, the ac-
quiror is released from this obligation to disgorge if he can prove to a
court that when he disclosed his interest in the company he had reasonable
grounds to believe that he would succeed in acquiring control. Another
exemption applies if he can prove that his disclosure and other conduct
were not effected with the purpose of influencing market trading and his
acts did not materially affect the price or volume of trading in the market
of target-shares.

The problems in connection with the Ohio approach is that it is difficult
to state under what circumstances it is reasonable to impose on an acquiror
an obligation to disgorge his profits. Courts are not very well suited for
discussing, in hindsight, if acts by an acquiror were made not because the
acquiror believed he could acquire control, but because he wanted to affect
the trading in the market. If the purpose is to avoid manipulative acts, this
kind of provision is hardly very suited. In addition, due to the discretion
which is left with the courts by this type of provision, it is likely to deter
acquirors from attempting to make corporate acquisitions even though
such acquisitions are frequently desirable.

The principle found in the Ohio statute resembles what is known under Danish
law as the “doctrine of enrichment” ("berigelsesgrunds®tningen’), which is ana-
lyzed in detail by Anders Vinding Kruse in Restitutioner, et bidrag til under-
spgelsen af berigelsesgrundscetningen i dansk og fremmed ret.

4. Conclusions

4.1. Introduction. When drawing conclusions with respect to how to
strike the best possible balance between achieving maximum efficiency on
the one hand and adequate protection of minority interests on the other, it
is useful to consider the following three scenarios separately:

60  See Section 1707.043 of the Ohio Revised Code. The new statute came into force
on April 9, 1990.
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(a) the scenario where the acquiror accumulates shares by purchasing in
the market through privately negotiated transactions and without
having initiated attempts to acquire control,

(b) the scenario where the acquiror attempts to acquire control by means
of privately negotiated transactions or a public offer; and

(c) the scenario where the acquiror has obtained control and now exer-
cises his influence.

4.2. The acquiror accumulates shares by purchasing in the market
through privately negotiated transactions and without having initi-
ated attempts to acquire control. A high degree of transparency with re-
spect to share acquisitions is probably the best protection of the interests
of shareholders of a company, including minority interests. Transparency
is achieved by timely and adequate disclosure of relevant information re-
garding transactions in shares. Who should disclose, when disclosure
should be made and what should be disclosed are issues that are discussed
further under VII.4.2.

There is no reason for assuming that minority shareholders are exposed
to risks of being treated unreasonably in the situation dealt with here, and
there are thus no grounds for stating that further protection is needed.

4.3. The acquiror attempts to acquire control by means of privately
negotiated transactions or a public offer. Once an acquiror decides to
take over a company, an additional demand for protection of minority
shareholders arises.

Typically, acquisition of shares from minority shareholders will not be
based on privately negotiated transactions but rather on a public offer. Few
acquirors would bother to negotiate with shareholders owning only small
numbers of shares. Also, for the reasons discussed under VIIL.3.3., the
greatest need for protection exists when minority shareholders face public
offers. It is, therefore, important to ensure that such offers are made in a
fashion and contain elements that meet the requirements for adequate
protection. The requirements discussed and the conclusions drawn under
VII.4.3. suggest how adequate protection could be ensured while, at the
same time, aiming at achieving a high degree of efficiency. The protection
recommended under VIIL.4.3. benefits all shareholders, including minority
shareholders.
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However, there are certain issues which are so closely tied to questions
of minority protection that they have not been dealt with under VII.

Under 2.1.10. it was suggested that the mandatory bid requirement in
Rule 4 of the Rules of Ethics of the Copenhagen Stock Exchange ought to
be abandoned.

Another question is whether partial public offers should be allowed and,
if so, what requirements should apply to such offers. This discussion is not
quite the same discussion which we had with respect to mandatory offers,
although there are some resemblances. When analyzing the mandatory of-
fer concept we were concerned with the desirability of imposing on share
purchasers a duty, once they obtain control or reach a certain percentage of
target-shares, to make a bid for the remaining shares. By contrast, here we
are considering if public bids should be extended to include all shares once
the concept of a public bid is elected by an acquiror and irrespective of the
percentage of shares or voting power he already holds. At present, Danish
law allows partial offers, provided that they do not lead to the acquiror
owning a “controlling” interest.

The Dutch Merger Rules represent the only example among the jurisdictions
covered by the survey made here of a takeover regulation which disallows par-
tial public offers, see Article 6(1)d. A public offer for a Dutch company must
include all the shares of a class of stock.

Supposing no mandatory offer requirement existed, if all public offers
were to be made for all the shares of the target-company, it would be com-
paratively expensive for acquirors to use public offers rather than privately
negotiated purchases in order to acquire control of a company. En-
couraging acquirors to avoid public offers would be tantamount to slowing
down the takeover process, which is likely to lead to increased ineffi-
ciency. If acquirors, nevertheless, decide to make public offers, the result
is that they actually pay a higher price for the company than they would
otherwise do, which is also a consequence that is hard to reconcile with
the desire to achieve efficiency.

From the minority shareholders’ point of view a rule that would compel
acquirors to either buy 100 percent of the target-shares by means of a
public offer or abstain from using this vehicle has the negative effect, still
assuming that no mandatory bid requirement existed, that acquirors would
feel tempted to purchase large blocks of shares in the market instead of
focusing on minor shareholdings spread among a number of small
shareholders. Acquirors who would otherwise have acquired a certain part
of the minority shares may prefer only to buy large blocks and avoid
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public offers. The “all-or-nothing”-approach may, in other words, be
contrary to the interests of minority shareholders.

Some may feel tempted to ask, then, why not make it a requirement that
any attempt to acquire control of a company must be made by means of a
public offer for 100 percent of the shares. By doing so, acquirors would be
left with no choice but to make a public bid. However, such a requirement
would get us back to the problems discussed under 2.1.10. regarding the
mandatory bid requirement in Rule 4 of the Rules of Ethics. It would
make takeovers very expensive and deter many potential acquirors from
acquiring companies, a fact that would lead to inefficiency. Also, imped-
iments to contested takeovers would, at least in the long run, harm the
shareholders of a company, including minority shareholders, cf. V.2.7.

One could argue that the duty to make a bid for all shares whenever at-
tempts are made to acquire control would treat all shareholders “equally”
in the sense that any shareholder would have an opportunity to sell his
shares. As stated above, however, the price for achieving this “equality” is
very high, so high that minority shareholders may be better off having
changes of control take place and, at least sometimes, enjoying the fruits
of having the value of the company and their shares increase as a result of
a takeover. Not only majority shareholders but also minority interests will
benefit from increases in the value of the company. If it turns out that a
majority shareholder abuses his influence to obtain undue advantages at
the expense of the minority shareholders, § 80 of the Companies Act may
be invoked, cf. under 4.4. below.

If one agrees to the notion that public offers made for only a part of a
company’s shares should be allowed, the next question is what particular
measures are needed for the purposes of protecting minority shareholders’
interests, in addition to the general requirements that should pertain to
public offers.

It ought to be a requirement that all public offers are made to all the
shareholders of the target-company, or all the shareholders holding shares
of the same class of stock of that company. Also, all shareholders holding
shares of the same class should receive identical offers. To the extent that
the acquiror receives acceptances for a number of shares exceeding the
number he wants to acquire, his acquisition should be made on a pro rata
basis.

A public offer is addressed to a large number of shareholders with dif-
ferent holdings and different reasons for investing in the stock market, but
all having a common interest in the opportunity of receiving an offer for
their shares. Because of this nature of the public offer, it would seem diffi-
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cult to explain why acquirors should be allowed to e.g. purchase all the
shares of some shareholders while not buying any shares from others. The
concept of public offers here clearly supports the view that all shareholders
of a class should have the opportunity to sell their shares on the same
terms and that the acquiror should buy on a pro rata basis if there are more
shares for sale than he wants to buy.

It could be argued that since the various shareholders own holdings of
different sizes, and since the market frequently differentiates and attaches
higher values to larger blocks of shares, it is not quite appropriate to offer
all shareholders the same price per share. However, it would, as a practical
matter, be impossible to take into account all the factors pertaining to the
shares of each company that determine the price of a given stockholding.
Also, the market’s appraisal of the comparative value of different blocks
of shares may change from time to time. Last, but not least, the regulation
of public offers should be shaped in such a way that provisions which are
excessively complicated are avoided, especially if such provisions do not
serve any definite purpose.

As described under VII1.2.3.3., the regulation found in The Williams Act and the
rules issued thereunder provide for a system with the features proposed here.
The British Companies Act also states that partial offers may not be selective,
but must be made to all shareholders of the class. Moreover, the first of the
general principles of the City Code stipulates that all shareholders of a class
must be treated similarly. Likewise, a pro rata principle applies to shares ten-
dered in excess of the percentage stipulated in the offer, cf. Rule 36.7 of the
British City Code.

Similar principles are found in French law, see Article 15 of the 1989-Act and
Article 5-2-15 of the General Rules, and in the German Guidelines (Clauses A.1.
and D.7.).

Likewise, the Swiss Take-Over Code provides that an offer must “treat share-
holders in a comparable situation equally” and adds that the pro rata principle
applies to partial offers, cf. Articles 3.1 and 3.8 of the Code. The Swedish Rec-
ommendation follows the same line, see IL.5. and IL.10. providing for equal
treatment of shareholders owning shares of the same class and making it a re-
quirement that partial offers must be based on a pro rata principle, respectively.

4.4. The acquiror has obtained control and now exercises his influ-
ence. Acquirors who, after having acquired control, abuse their influence
to achieve undue advantages at the expense of minority shareholders, or
who try to eliminate such minorities by reducing dividend payments for
the purpose of “starving” minorities, would, like any other majority share-
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holder who abuses his influence, violate § 80 of the Companies Act. The
minority protection issue in this scenario is not different from any other
(potential) conflict between majority and minority shareholders.

In addition to the general standard set forth in § 80, the specific provi-
sions of the Companies Act providing minority protection, including in
connection with mergers and liquidations, apply to the acquiror’s acts, cf.
1.1.

We saw earlier how some of the American state statutes focus on pro-
tecting minority shareholders against two-tier tender offers where the ac-
quiror pays a premium above the market price for shares leading to his
control and then cashes out minority shareholders at a lower price in con-
nection with a subsequent merger of the target-company into the acquiror.

However, even states which have not adopted business combination
statutes or similar regulations have not left the minority shareholders
without protection in the event where the acquiror treats the minority
shareholders unfair, i.e. pays them an unreasonably low price for their
shares. All of the American states grant dissenting minority shareholders,
who have been cashed out in connection with a merger, the right to have
their shares appraised by a court. Even states which have otherwise pro-
tected the shareholders of the target-company have granted such a right of
appraisal, see, for example, Delaware General Corporation Law, § 262,
and New York Business Corporation Law, § 623. In connection with an
appraisal of shares, the court will ensure that the acquiror pays the differ-
ence between the amount already paid to the shareholders and the value of
the shares according to the appraisal, if any.®!

The concept of appraisal or valuation is also used in the merger chapter
(Chapter 15) of the Danish Companies Act, although in a different way
than by the American states. § 134 c thus states that each of the merging
companies must appoint an impartial expert valuer who must prepare a

61 The method of valuation is illustrated in the decision by the Delaware Supreme
Court in Weinberger v. UOP, Inc., 457 A.2d 701 (Del. 1983). In this decision the
Delaware Supreme Court abandoned the so-called “Delaware Block™ or weighted
average method of valuation as the exclusive method of valuation. According to
the Delaware block method, the valuation was based on a weighting of the
intrinsic value of the shares, the company’s earnings potential and the market
price of the shares. This concept was replaced by a more liberal approach, which
would allow the courts to use “any techniques or methods which are generally
considered acceptable in the financial community and otherwise admissible in
court”. This change in valuation method has provided the Delaware courts with
more flexibility than was formerly the case.
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written opinion including a statement as to whether the consideration for
the shares in the company to be absorbed is reasonable and grounded on
facts. Also, the valuation method or methods used must be indicated and
accompanied by an evaluation of their suitability. Furthermore, the state-
ment must reflect the values which each method will lead to and the im-
portance that should be attached to the various methods, based on a com-
parison. Possible difficulties must be indicated.

Many American legal authors have argued that the right to appraisal un-
der American law does not give the minority shareholders of a company
sufficient protection. It has thus been emphasized that the acquiror con-
trols the timing in connection with a squeeze-out merger and thereby also,
at least to a large extent, the timing of the appraisal, which gives the ac-
quiror the possibility of having the appraisal take place at a point in time
advantageous for him. The time aspect is of particular significance since
the acquiror can use his influence over the company to affect the price of
the company’s stock. Another alleged drawback in connection with the
appraisal remedy is the fact that the initiative to obtain appraisal lies with
the dissatisfied shareholders. The fact that the shareholders will have to
initiate legal steps in order to exercise their right to appraisal probably
means that the protection is not 100 percent efficient. Also, appraisal is a
rather slow and sometimes costly remedy.52

The Danish appraisal or valuation system laid down in the Companies
Act escapes most of this criticism. While acquirors of Danish companies
may use their control to “time” a merger for the purpose of achieving a
valuation favorable for them, the fact that the expert opinion must be ob-
tained “automatically” in all events significantly reduces the risk of abuses
on the part of the acquiror. Moreover, minority shareholders will not have
to pay for an appraisal. Rather, they may, upon receipt of the expert opin-
ion, decide if they wish to challenge the consideration offered, in which
case they have to make a reservation at the shareholders’ meeting and file
a suit for damages no later than 2 weeks after the passing of the resolution
on the merger, cf. § 134 f. Against this background, there is reason to be-

62 For a criticism of the right to appraisal, see Victor Brudney & Marvin A.
Chirelstein, Fair Shares in Corporate Mergers and Takeovers, 88 Harvard Law
Review 297 (1974) and Joel Seligman, Reappraising the Appraisal Remedy, Cor-
porate Practice Commentator, p. 3 (1985-86), emphasizing, among other things,
that the right to appraisal has only been used in relatively few instances in prac-
tice. A number of states, including New York, have made attempts to accommo-
date this criticism by stipulating rules that make the valuation proceeding more
smooth and less costly, cf. New York Business Corporation Law § 623.
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lieve that minority shareholders are sufficiently protected under the present
regime.

Another controversial aspect of the right to appraisal under American law is the
fact that it is considered an exclusive remedy in a number of states. This means
that the right to appraisal prevents the minority shareholders from, for example,
halting a planned merger where the acquiror abuses his controlling influence
over the company against the interest of the minority shareholders. In Wein-
berger v. UOP, Inc.%3 the court held that the right to appraisal is an adequate and
exclusive remedy, unless fraud, misrepresentation, self-dealing, deliberate waste
of corporate assets, or gross and palpable overreaching are involved. By limiting
the right to alternative remedies, the minority shareholders’ right to participate in
the company is converted into a purely economic interest, which the acquiror, if
he so wishes, can eliminate by cashing out the minority shareholders at the price
stipulated in connection with the appraisal. However, Weinberger v. UOP, Inc.
made it clear that an acquiror has a duty to all the other shareholders to disclose
all relevant information regarding the cash-out of the minority shareholders.
Also, the case promotes the view that an acquiror should take the initiative to
have an independent negotiating committee of the company's outside directors
appointed so that an arm’s length negotiation would be provided for. If such an
independent committee had been established, the faimess of the transaction
would probably not be challenged since the committee would negotiate on
behalf of and protect the interests of the minority shareholders. The issue of an
acquiror’s right to effect a squeeze-out merger under Delaware law is now
governed by the statute discussed under 3.4. However, the case contains a
fairness test which is still of major importance in Delaware. Pursuant to the
analysis used in this case, the notion of faimess can be divided into “fair deal-
ing” and “fair price”. While the former embraces the timing, structuring, nego-
tiation, approval and disclosure of the transaction, the latter relates to the eco-
nomic and financial considerations in connection with the cash-out of the mi-
nority shareholders. The case contains another interesting aspect: while it had for
a long time been a requirement that a merger have a business purpose, this pre-
requisite, the definition of which has caused the courts a great deal of trouble,
was abandoned by the Delaware Supreme Court. Instead, the court stressed the
importance of the acquiror acting in a fair and loyal fashion vis-a-vis the minor-
ity shareholders. States which have not enacted business combination statutes
like the statute enacted by Delaware in 1988 may still be influenced by the ra-
tionale of Weinberger v. UOP, Inc. when determining the effects of a right to
appraisal.

63 457 A.2d 701 (Del. 1983).
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1. Introduction

Although the principal focus of this book is on corporate law aspects, it is
hardly possible to have a meaningful description and discussion of con-
tested takeovers — or any other corporate acquisition for that sake — with-
out considering the impact of financial and tax issues.

2. The prohibition in § 115, Subsection 2, of the Companies Act
against target-financed acquisitions

2.1. Background. Danish public companies must have a minimum capital
of DKK 300,000, cf. § 1, Subsection 3, of the Companies Act. However,
as regards companies listed on the Copenhagen Stock Exchange a mini-
mum share capital of DKK 15,000,000 is required.! The minimum capital
requirement has as its purpose to provide that companies, at least from the
outset, have sufficient capital to operate and thereby creates a certain
protection of the creditors of the company.

Much too often it has been proven that minimum capital requirements do not
create sufficient protection of a company’s creditors. Once a company starts to
operate with losses, such minimum requirements may leave little or virtually no
protection of creditors. As a matter of fact, the use of a minimum capital require-
ment sometimes gives creditors a false feeling of comfort. American law does
not provide for any minimum capital requirements, instead the American courts
sometimes “pierce the corporate veil” by disregarding the corporate fiction. This
may be done, for example, if a subsidiary is a mere instrument of its parent
company, or if a company has been grossly undercapitalized, see the discussion
in Weisser v. Mursam Shoe Corp., 127 F. 2d 344 (2nd Cir. 1942). For a general
description and discussion of piercing the corporate veil, see Clark, Corporate
Law p. 71 ff. Piercing the corporate veil in the context of undercapitalization is
discussed in Note, Limited Limited Liability: A Definitive Judicial Standard for
the Inadequate Capitalization Problem, 47 Temple Law Quarterly 321 (1974).
Piercing the corporate veil is known in Denmark as “haftelsesgennembrud” or
“ansvarsgennembrud” but has gained comparatively limited practical

1" See Order on Listing Requirements, § 4, Subsection 1. Companies on stock mar-
ket III, however, must only have a minimum capital of DKK 2,000,000, cf. the
Stock Market III Order, § 1, Subsection 1.
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importance. For a discussion of this concept under Danish law, see Gomard,
Aktieselskaber og anpartsselskaber p. 42-46 (inter alia discussing case law in
this field) and p. 326, Gomard, Hovedpunkter af Selskabsretten p. 80-81,
Lennart Lynge Andersen & Erik Werlauff, Juristen 1989, p. 190 ff. (discussing a
Swedish proposal), Erik Werlauff, Ugeskrift for Retsvasen 1986.B 393 ff.,
Werlauff, Selskabsret p. 165-166, and H.V. Godsk Pedersen, Ugeskrift for
Retsvasen 1985.B 352 ff. at 355-356.

As a supplement to the general minimum capital requirements, § 115,
Subsection 2, of the Companies Act provides that a company may not
furnish loans for financing the acquisition of its shares or shares of its
parent company. Nor may a company make funds available or provide se-
curity in connection with such acquisition. § 115, Subsection 2, thus aims
at protecting target-companies against having their financial position dete-
riorated as a consequence of an acquisition.

The Companies Act, § 115, Subsection 1, first sentence, prohibits loans from
companies to, inter alia, their shareholders, irrespective of the purpose for which
a loan is granted. Notwithstanding this provision, § 115 a, Subsection 1, allows a
subsidiary to make loans or furnish security for the obligations of the parent
company. § 115 a, Subsection 1, only allows transactions which would
otherwise be prohibited by § 115, Subsection 1, first sentence, and not situations
where a company grants a loan or provides security for the financing of the ac-
quisition of its shares, cf. § 115, Subsection 2. Accordingly, it must be assumed
that § 115 a, Subsection 1, only exempts from the general prohibition loans to
shareholders made by subsidiaries to parent companies for purposes other than
those set forth in § 115, Subsection 2.

In a report prepared by a committee established by the Ministry of Com-
merce, the following comments were made in connection with the provi-
sion in the previous Companies Act that had a content similar to § 115,
Subsection 2:2

“The provision in § 115, Subsection 4, that prohibits a company from furnishing
loans (or establishing security) for the financing of acquisition of shares of the
company or its parent company, is a special Danish provision, which is found in
§ 47 of the 1964-draft, compare § 48. As a rationale for the provision it is stated
on p. 132 of report 362/1964: “The provision supplements the rules about
granting of loans to shareholders as well as the rules about acquisition of (a
company’s) own shares, and. thereby, particularly aims at events that have oc-
curred in practice where a purchaser — possibly a holding company established
for the same purpose — acquires all shares of a company on credit and simulta-
neously herewith obtains a loan in the company in question for the financing of

2 See Report No. 540/1969 On A Joint Nordic Company Law, p. 159.
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the acquisition subject to the express or implied agreement that after the ac-
quisition of the company the loan must be repaid by means of the assets of the
company acquired.” The proposed rule has gained increased actuality and im-
portance as regards Danish law as a consequence of the events that took place in
the “Boss”-case.”

The “Boss”-case3, or rather series of cases, has undoubtedly had an impact
on the desire by the legislature to provide a ban against target-assets based
acquisitions. One of the prime issues in the Boss-case was the fact that the
target-company was made to contribute to the financing of the acquisition
with its assets.

2.2. Scope of § 115, Subsection 2. § 115, Subsection 2, inter alia, pro-
hibits “loans” from the target-company to the acquiror. Loans include
various payments and credits that have the common denominator that the
lender (here: the target-company) must receive its money back at a certain
point.

A similar precondition does not apply with respect to the ban against
making funds available or providing security (“stille midler til radighed
eller sikkerhed”) for the acquiror. In other words, the language of the pro-
vision suggests that any participation by the target-company in the financ-
ing of the acquisition of its shares is prohibited. Not only mortgage-ar-
rangements or guarantees are banned, but also the provision by the target-
company of assets to assist in the acquisition of the target-company’s
shares.

The exact meaning of the prohibition in § 115, Subsection 2, has given
rise to much uncertainty.

2.3. Granting of loans and credits. A loan or credit may be comprised by
§ 115, Subsection 2, irrespective of whether the loan was granted prior to
or after the acquisition. The decisive fact is whether the loan was made for
the purpose of financing the stock purchase. If an acquisition was debt-
financed but the acquiror uses his influence on the target-company to

3 See Suder v. A/S De Danske Bomuldsspinderier (U1970.96, Sup.Ct.), Scandina-
vian Clothing Industries v. Haderslev Konfektionsfabrik A/S (U1970.795,
Sup.Ct.), Haderslev Konfektionsfabrik A/S v. Pantex Manufacturing (Holland)
A/S (U1970.803, Sup.Ct.) and Alexander Schoeller & Co. AG v. A/S B. Muus &
Co. (U1973.417, Sup.Ct.). The Boss-case is described in Ministerial Report No.
690/1973 on the Joint Venture of Boss of Scandinavia. The issue relating to §
115, Subsection 2, is discussed on p. 129 ff.
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make it grant a loan in favor of the acquiror, such a transaction would be
prohibited if the purpose of the loan is to finance the acquisition.

2.4. Making funds available and providing security. Obviously, cash
contributions by the target-company to the acquiror for the purpose of fi-
nancing the acquisition of the former are comprised by § 115, Subsection
2. Also, non-cash contributions by means of asset transfers in connection
with an acquisition are prohibited.

Similarly, assets transferred or assigned after an acquisition for the pur-
pose of paying the acquiror’s debt incurred in connection with the acquisi-
tion would probably be comprised by § 115, Subsection 2.

If the selling shareholders, for the purpose of financing the sale of a
company, take out assets belonging to that company having a total value
equivalent to (a part of) the price for the company, and the company, as
consideration for such asset transfer obtains a claim against the acquiror,
the arrangement would, in effect, entail that the company’s assets are used
as payment. Consequently, such a transaction would probably be
prohibited pursuant to § 115, Subsection 2.

The ban in § 115, Subsection 2, against provision of security probably
applies no matter whether the security consists of target-assets or it takes
the form of a banker’s guarantee established on the part and at the expense
of the acquiror.

2.5. Determining the purpose of a transaction. The restrictions provided
forin § 115, Subsection 2, do not apply unless the purpose of the loan, the
provision of funds or the establishing of security has been to finance the
acquisition of the target-shares. It is sometimes difficult to determine the
purpose of a transaction. Any transfer of assets or granting of a loan will
have to be considered in the specific context and on the basis of the facts
of each case.

Elements of importance when determining the purpose of a transaction
include the size or value of the loan or asset transfer compared to the con-
sideration to be paid for the target-company’s shares, the time between the
loan/asset transfer and the acquisition, and the financial structuring of the
acquisition.

The size of a loan or the value of assets taken out of the target-company
may indicate that such transactions in effect are made for the purpose of
financing the purchase of target-shares. However, it is often difficult to
find, at least a direct, relationship between the purchase price of the shares
acquired and the values involved in the subsequent transactions. In this
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connection the timing becomes an important issue. Although the fact that
a loan is made at a point in time close to the acquisition of the target-
company is not decisive in itself, it may, nevertheless, suggest a link be-
tween the two events. On the other hand, the fact that a loan is made sev-
eral months after an acquisition is not sufficient to create a “safe harbor”.
The structuring of the financing of a deal may show that e.g. a loan of a
certain size constituted a necessary part of the financing. In short, the
threshold question must be whether the transactions following an acquisi-
tion were a part of the acquiror’s plan to finance his purchase of target-
shares.

2.6. Subsequent merger of acquiror and target-company. In the event
that an acquiror has incurred debt, e.g. in the form of a loan from a bank,
in connection with the acquisition of shares of a target-company and the
acquiror and the target-company subsequently merge, the question is if or
under what circumstances, § 115, Subsection 2, applies.

If the target-company is the surviving entity, the merger will result in
the target-company being liable for the debt incurred as a part of the ac-
quisition. The language in § 115, Subsection 2, does not deal directly with
this question. However, such a transaction would have the same effect as
if the target-company had incurred the debt directly. It is, therefore, likely
that the Danish courts would consider the merger a violation of § 115,
Subsection 2, at least if it is clear that the merger was a part of the
acquiror’s plan from the outset. If it is established, for example, that the
acquiror or his acquisition vehicle is an undercapitalized company that
would not be able to, or would have difficulties in, financing the acquisi-
tion without additional funds, it may be assumed that the merger is a
planned step in connection with the line of transactions. If the acquisition
vehicle, on the other hand, is a financially very strong entity that would
have no difficulties in financing the acquisition even without a merger, an
improved basis exists for arguing that the merger is not tied to the financ-
ing of the acquisition.

In the reverse case, i.e. if the target-company and the acquiror merge
with the latter as the surviving company, no § 115, Subsection 2-question
ordinarily arises. The acquiror was and remains liable for the debt incurred
in connection with the acquisition while the target-company ceases to ex-
ist.

§ 134 c, Subsection 4, imposes on merging companies a duty to retain
impartial expert valuers who must prepare a statement showing if the
merger may be presumed to lead to a reduced possibility of satisfying the
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creditors of each company. Perhaps one could expect that the courts
would, as a practical matter, be reluctant to challenge transactions on the
basis of § 115, Subsection 2, if the procedure set forth in § 134 c, Subsec-
tion 4, has been complied with, unless the statement submitted by the ex-
pert valuers is clearly erroneous.

2.7. Relationship between § 115, Subsection 2, and other provisions of
the Companies Act. The Companies Act severely restricts the granting of
loans or credits by the company as well as the right for the company to
provide funds and security for the benefit of an acquiror. However, there
are other means by which an acquiror may withdraw funds from the com-
pany that are not mentioned in § 115, Subsection 2. He may thus exercise
his influence at the company’s shareholders’ meetings to pass resolutions
that lead to higher dividend payments and/or reduction of the company’s
share capital for the purpose of repaying to the shareholders a part of their
investment.

The Companies Act sets forth in detail the conditions for dividend pay-
ments as well as for reduction of share capital for the purpose of repaying
to the shareholders some of their money, cf. §§ 109-112 and §§ 44, 44 a,
and 46, respectively.

It has been argued that the mentioned provisions exhaust the conditions
pertaining to the payments dealt with here and that § 115, Subsection 2,
cannot be construed as resulting in further restrictions of this kind of pay-
ments.* This does not seem to be a very convincing point of view, how-
ever.

The provisions dealing with dividend payments and other payments in-
clude requirements that serve to protect the capital of the company. Typi-
cally, these specific provisions create adequate protection of a company’s
capital. However, there is probably no basis for concluding the other way
round and presume that it has been the intention of the legislature to allow
e.g. large dividend payments to take place even though such payments, in
effect, constitute repayment by the acquiror of loans obtained for the pur-
pose of financing his acquisition of the company. In other words, if divi-
dend payments or payments in connection with a reduction of the share
capital of a company are used as means to avoid the restrictions in § 115,
Subsection 2, such transactions probably cannot escape the ban by being
labelled “dividends”, for example. If this were possible, § 115, Subsection

4 See Jgmn Ankjzr Thomsen, Revision & Regnskabsvasen No. 2/1990, p. 40 ff.
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2, could easily be circumvented. The nature of a transaction is not changed
merely because it appears in disguise.’

2.8. Economic impact of § 115, Subsection 2. § 115, Subsection 2, has a
substantial impact on the costs to be paid by acquirors. The prohibition
against target-asset financing frequently means that other, more expensive
sources of finance will have to be exploited.

More expensive means of financing lead to reduced efficiency: higher
barriers in terms of financing result in increased costs which, in turn, tend
to inhibit corporate acquisitions otherwise desirable from an economic
viewpoint, cf. 1.2.2.

While there is obviously a desire to protect shareholders and creditors in
the event that an economically weak acquiror wishes to acquire the target-
company by using the target-company’s own assets as a basis for the fi-
nancing, § 115, Subsection 2, sometimes creates hurdles where it seems to
make less sense. If a transaction in its entirety is sufficiently capitalized
and thus financially safe, it is hard to see why the acquiror should be
prevented from using target-assets as a means of financing.

The problem inherent in § 115, Subsection 2, of the Companies Act is
that, because of the broad wording, the ban applies irrespective of whether
or not the shareholders or the creditors are exposed to an increased risk.

Rather than having the very broad language that § 115, Subsection 2,
contains, it would be preferable if the decisive test were whether the trans-
action could be presumed to involve a reduced possibility of satisfying the
creditors of the company, cf. the model used in Subsection 4 of § 134 ¢ of
the Companies Act. Instead of prohibiting any use of target-assets this
proposal would shift the focus so that the threshold question is not how a
transaction is financed but what is the impact of the transaction on the
company’s ability to meet its financial obligations.

As the provision reads now, transactions that may be desirable from a
financial point of view will frequently be banned because of the rigorous
testin § 115, Subsection 2. Provided that creditors and shareholders of the
target-company are sufficiently protected against an increased risk re-
sulting from a higher level of debt, there are no persuasive arguments for
eliminating transactions or restructurings of companies otherwise deemed
desirable.

5 The problem in connection with the question discussed in the text is that it is
frequently difficult to prove that e.g. a dividend payment is part of a line of trans-
actions that, when viewed together, violate § 115, Subsection 2.
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As to many of the points found in this chapter, cf. also Gomard, Aktieselskaber
og anpartsselskaber p. 226 ff., Thomsen, A/S-loven med kommentarer p. 357 ff.,
Paul Kriiger Andersen, Aktie- og Anpartsselskabsret p. 133 ff. and Johan
Giertsen, Lov og Rett, 1988, p. 421 ff. (on Norwegian law).

3. Tax issues of relevance for contested takeovers

3.1. Introduction - economic impact of tax laws. Although tax motives
are rarely the sole rationale for a corporate acquisition, the tax implications
of a transaction are of crucial importance for the decision whether or not to
acquire and, in the affirmative case, how to structure the transaction.

Frequently, the chief focus in tax discussions is on how much tax is in-
curred in connection with a given transaction and how this burden can be
avoided or reduced as much as possible. This angle, in other words, shows
the impact of tax laws on the private economies of companies and
shareholders. Assuming a rational behavior on the part of companies and
shareholders, it is right to presume that they will, within the borderlines
of what is legal’, seek to avoid or reduce their taxes as much as possible.

From a fiscal point of view reductions of taxes lead to losses of rev-
enues to society.

It could thus seem as if any step or transaction model by private parties
which lead to the reduction of taxes payable is an evil. Loss of revenues in
one field will have to be made up by increasing taxes in other fields.

However, not all kinds of tax planning are per se against the interests of
society. This is illustrated by the fact that the tax system is also used by
the legislature to create incentives for people to act in a certain way. For
example, the right to depreciate for tax purposes and carry forward taxable
losses (see below) are means by which the legislature seeks to stimulate
business activities. Moreover, tax reduction may sometimes lead to
companies employing funds saved for purposes that increase efficiency.8
In these events, the advantages from society’s viewpoint of increased
business activity and/or efficiency may, at the end of the day, exceed the
value of the lost revenues.

6 Seel2.2.

In the following the term “tax planning” will be used when describing legal ef-

forts to avoid or reduce taxes.

8  See also Alan J. Auerbach & David Reishus, Taxes and the Merger Decision, in
Knights, Raiders, and Targets p. 300 ff.
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It is probably impossible to state the “net” economic impact of tax
planning as such on the economy of society, and due to the scope of this
book we will in the following concentrate on whether the relevant tax
provisions tend to induce or to inhibit takeovers. An answer to this ques-
tion is important because it might give us an indication of the regulatory
impediments to changes in the market for companies that the tax laws may
constitute.

It should be noted that the following comments only serve to give an
overview of the tax issues of relevance for takeovers. No attempt is made
to give a detailed description of these aspects.

3.2. Taxation of the acquiror and the target-company on a consoli-
dated basis (carry-overs). Provided that certain conditions are met, a
Danish company and its wholly-owned subsidiaries have the right to elect
to be taxed on a consolidated basis. This option may, in some circum-
stances, be crucial for the decision by the acquiror whether to initiate a
takeover attempt.

The prime advantage connected to consolidated taxation is the possibil-
ity of deducting losses incurred by one company from the profits of an-
other company within the same group of companies. According to the Tax
Assessment Act ("Ligningsloven”)?, § 15, Subsection 1, a company may
carry forward and deduct operating losses from income during a period of
5 consecutive years. As a result of the time limitation, many companies
are not able to fully benefit from the right of deduction because they have
no income within the 5 year period against which the losses can be offset.
This problem may be solved by deducting the losses incurred by one
company from the taxable income of another company on the basis of
consolidated taxation (carry-over).

Even if taxation is made on a consolidated basis, the companies in-
cluded in the group that is taxed remain separate entities that are indepen-
dently liable for the tax each company must pay. However, consolidated
taxation entails that the taxable income of each company will be added,
thereby constituting the total taxable income subject to consolidated taxa-
tion.

The Act on Taxation of Companies (“Selskabsskatteloven”)!0, § 31,
contains the authority for the Tax Assessment Council ("Ligningsradet”)

9 Consolidation Act No. 660 of October 19, 1989, as amended.
10 Consolidation Act No. 623 of August 31, 1990, as amended by Act No. 217 of
April 10, 1991.
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to allow that two or more companies are taxed on a consolidated basis. §
31 states that the Tax Assessment Council may only give its permission to
such consolidated taxation if the companies involved use the same fiscal
year, and, as regards companies incorporated in Denmark, provided that
all shares of a subsidiary are held by the parent company.!! Under § 31 of
the Act, the Tax Assessment Council is also authorised to issue additional
conditions for the permission of taxation on a consolidated basis.

Pursuant to the authority granted in § 31 of the Act on Taxation of
Companies, the Tax Assessment Council has adopted a number of condi-
tions that must always be met in order to allow for consolidated taxation.
Also, the Tax Assessment Council has adopted various terms pertaining to
the granting of permission for consolidated taxation. The latter includes a
term known as “term 2.4.2.”.12 Term 2.4.2. deals with so-called “thin capi-
talization”. The term sets forth that, in the event that one of the companies
subject to the consolidated taxation has a negative taxable income, no
deduction will be accepted for an amount equivalent to the net financing
expenses from the profits from the other companies comprised by the con-
solidated taxation, provided that the company incurring losses directly or
indirectly owns shares of the companies generating profits.

The net financing expenses are computed as the sum of interest, fiscal
loss due to depreciation, exchange losses and recurring payments with a
deduction for the sum of interest received, taxable gains due to apprecia-
tion and gains due to exchange fluctuations.

The purpose of term 2.4.2. is to ensure that a certain ratio is maintained
between the acquiring company’s debt and equity capital. Term 2.4.2.
seeks to avoid that acquirors achieve benefits by having the transaction
debt-financed rather than having shareholders of the acquiror inject equity
capital into the acquiror.

The 100 percent ownership requirement is made subject to § 7 A of the Tax
Assessment Act. § 7 A of this Act allows for the issue of shares by a company to
its employees. If a company has subsidiaries registered under the laws of a for-
eign country, permission for taxation on a consolidated basis may be granted if
the Danish parent company on its own or together with The Industrialization
Fund for Developing Countries (IFU) owns as much of the share capital of the
foreign subsidiaries as is permitted under the local laws of the country where the
subsidiary is incorporated.

12 See SD-circular 1987-52, December 4, 1987. On April 9, 1991, the Council de-
cided to amend this circular, including term 2.4.2., however, at the time of the
completion of this book, the exact nature of the amendments is not known.
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An acquiring company that finances an acquisition by means of a loan made by
a parent company will be able to deduct the interest payments from its taxable
income. However, if the acquisition is financed by issue of stock by the acquir-
ing company, no right to deduction would exist in the income of the acquiring
company. In other words, the interest deductability may make it more attractive
to have a transaction debt-financed than equity-financed, at least if we only
focus on the acquiror. Term 2.4.2. seeks to eliminate this difference. It ought to
be mentioned in this connection that the right for a parent company to receive
dividends tax-free from its subsidiary under § 13, Subsection 1, item 2, of the
Act on Taxation of Companies, may in some cases make equity financing a vi-
able alternative after all.

As a consequence of term 2.4.2., there is a limit to the extent to which an
acquiror may finance the acquisition of the target-company by means of
debt.

For a further discussion of term 2.4.2., see Sgren Rasmussen in Revision &
Regnskabsvasen 1986, p. 65 ff. The particular questions that arise when a Dan-
ish company is owned by shareholders domiciled abroad are dealt with by Sgren
Bjerre-Nielsen in Skattepolitisk Oversigt No. 2, 1985, p. 59 ff.

From a purely economic viewpoint the tax law that should be preferred in
the corporate acquisition context is the law that facilitates transactions and
moves in the market as much as possible. The more expensive it is to
make transactions and changes, the more inefficiently the market will
work.

The right to carry over taxable losses clearly stimulates takeover activ-
ity. By allowing companies that are taxed on a consolidated basis to
“pool” their incomes and losses, a system is created whereby losses in-
curred by one company can be transferred to an acquiror to whom they
have a higher value (because he has a taxable income).

It is more difficult to determine the impact of term 2.4.2.

The right to deduct interest payments when computing the taxable in-
come!'3 makes debt financing, within certain limits, an attractive source of
funding. While excessive use of debt may lead companies into financial
trouble, moderate leverage makes financing cheaper without impairing the
company’s financial structure.

Although there may be many and good reasons for attempting to put a
“cap” on leveraged financing, it is not certain that the restrictions imposed
by term 2.4.2. are always desirable when seen in the context.

13 See § 6 e of the Act on tax to the Danish state ("Statsskatteloven”), cf. Act No.
149 of April 10, 1922, as amended.
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On the other hand, a final answer to this question necessitates further
studies into the negative aspects of a change in the prevailing debt-equity
ratio, which fall outside the scope of this book.

The right to carry forward taxable losses is also known in other jurisdictions,
see, for example, Section 172 of the U.S. Internal Revenue Code ("IRC”), which
allows carry forwards for up to 15 years. Incidently, Section 172 also allows for
a carry back, i.e. a right to offset taxable income in earlier years (up to 3 years).
The IRC contains a number of limitations regarding the right for an acquiror to
use a loss generated by a target-company. The purpose of these limitations is,
generally speaking, to avoid that companies with large losses are acquired by
companies generating taxable incomes for the purpose of having the consoli-
dated income of those companies reduced. Of particular interest in this regard is
Section 269 of the IRC, which gives the U.S. Internal Revenue Service authority
to disallow deductions in events where the Service finds that the principal
purpose for an acquisition of a company by a person or another company has
been the desire to evade or avoid tax. There is another provision of the IRC that
makes it less interesting for an acquiror to buy a company with large losses.
Section 382 thus seeks to ensure that an acquiror of a company with losses can-
not use such losses faster than it would have been the case if ownership of the
company had not changed. The issues touched upon here are described in further
detail by Daniel Q. Posin, Corporate Tax Planning, Takeovers, Leveraged Buy-
outs, and Restructurings p. 842 ff. See also Stanley Foster Reed & Lane and Ed-
son, p.c. The Art of M&A p. 239-240, 266-271, and 289-291.

3.3. Taxation of target-shareholders. As a general rule, gains in connec-
tion with the sale of shares owned for more than 3 years are not subject to
taxation, cf. § 4, Subsection 1, of the Act on Taxation of Stock Capital
Gains ("Aktieavancebeskatningsloven™).!4 Gains resulting from the sale of
shares owned for less than 3 years are subject to ordinary income tax, cf. §
2, Subsection 1, of the Act.

Notwithstanding the above, natural persons who have within the most recent 5
years owned at least 25 percent of a company’s share capital or 50 percent of the
votes of a company, are subject to special rules when they sell their shares. With
respect to shares sold prior to 3 years of ownership, gains are taxed as ordinary
income, cf. § 2, Subsection 1, of the Act. If such shares are sold more than 3
years after the acquisition, the gain is subject to various deductions and will be
taxed as special income (i.e. a flat rate of 50 percent), cf §§ 4 and 6. Special
rules apply to sale of shares as part of one’s business, see § 3 of the Act.

14 Consolidation Act No. 698 of November 5, 1987, as amended.
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The gain in connection with the sale of shares will be computed as the dif-
ference between the proceeds of the sale and the price paid when acquiring
the shares, cf. § 5 of the Act on Taxation of Stock Capital Gains.

The Tax Assessment Act, § 16 B, Subsection 2, provides that the con-
sideration received by a shareholder as payment for the sale of the shares
of a subsidiary to a parent company is taxed as ordinary income. For the
purposes of § 16 B, Subsection 2, a parent company is defined as a com-
pany that is or in the relevant fiscal year becomes the owner of 25 percent
or more of the issuing company (i.e. the subsidiary).

The purpose of § 16 B, Subsection 2, is to avoid a circumvention of the
rules on dividend taxation by the establishment of holding company con-
structions.

Prior to the adoption of § 16 B, Subsection 2, in 1984, a majority shareholder
was able to transfer his shares of a company (A) to another company (B) con-
trolled by him by receiving cash or debt instruments in return. This would enable
a majority shareholder to take funds out of (A) through (B) without such funds
being subject to taxation, except for the profits arising out of the share transfer
which would be taxed on a quite favorable basis (after more than 7 years of
ownership only 25 percent).

It is worth noting that § 16 B, Subsection 2, leads to taxation of the entire
consideration received by the selling shareholder and not only the differ-
ence between the price he paid when he acquired the shares and the con-
sideration he received when disposing of the shares. This very consider-
able taxation, however, is not imposed to the extent the selling shareholder
receives shares of the parent company in exchange for his shares of the
subsidiary rather than cash or other assets. As to the part of the considera-
tion that consists of parent-shares the rules of the Act on Taxation of Stock
Capital Gains apply to the effect that, if tax becomes payable, only a dif-
ference between the seller’s acquisition price and the consideration re-
ceived in connection with the sale will be taxed.

As regards natural persons, § 16 B, Subsection 2, applies if the selling
shareholder or his spouse keeps or acquires shares of either the subsidiary
or the parent company. Also, the provision applies if one or more of the
persons referred to above at the time of the sale of the shares have a sub-
stantial influence on either the subsidiary or the parent company, irrespec-
tive of whether such influence is based on a holding of shares, an agree-
ment, or anything else, cf. § 16 B, Subsection 3.

With respect to the sale of shares by companies, § 16 B, Subsection 5,
stipulates that Subsection 2 of the rule applies only where a person or his
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spouse at the time of the sale of shares had a substantial influence on the
company selling the shares as well as the parent company. !

It follows from the above that natural persons selling their shares may
be taxed pursuant to the more favorable rules of the Act on Taxation of
Stock Capital Gains, rather than § 16 B of the Tax Assessment Act by dis-
posing of all their shares of the subsidiary so that they are left with no in-
terest in either the parent company or the subsidiary. In a takeover context
this means that these shareholders have an incentive to sell all their shares
of the target-company and not to acquire shares of the acquiror.!® Another
way of avoiding the massive taxation is by only accepting a sale of the
shares if the consideration consists of shares of the acquiror. This latter
possibility may frequently not seem very attractive to the acquiror.

Unless the acquiror decides to issue shares to the selling shareholders as
consideration for his purchase of target-shares, he might — after having
acquired the majority of the shares — expect that the remaining sharehold-
ers are not inclined to sell their shares, unless the acquiror accepts to pur-
chase all their shares of the target-company or offers such a high price that
tax considerations play only a subordinated role.

Due to Rule 4 of the Copenhagen Stock Exchange Rules of Ethics, an
acquiror that has gained control has an obligation to make a bid for the
remaining shares on equal terms. Frequently, it will probably be in the in-
terest of the acquiror to acquire all the target-shares. However, some ac-
quirors that have less financial strength and perhaps do not see any need to
acquire all target-shares may prefer not to do so. Such acquirors may find
that minority shareholders of the target-company, otherwise inclined to
sell only a part of their shares, will have a tax incentive to dispose of their
entire shareholding because of § 16 B, Subsection 2, of the Tax Assess-
ment Act. In other words, acquirors having limited financial strength or
other reasons not to acquire all shares of the target-company may feel § 16
B, Subsection 2, as an undue burden.

The issues in connection with § 16 B, Subsection 2, of the Tax Assessment Act,
are described by Kirsten Hgpner Petersen in Revision & Regnskabsvasen No.
9/1989 p. 47 ff. Pursuant to § 16 B, Subsection 6, of the Tax Assessment Act,
the Ministry of Taxation may grant exemption from the provisions discussed

The standard “substantial influence” is discussed in government circular No.
50/1985, items 4 b-c.

As mentioned previously, it is also a requirement for the more lenient taxation
that the shareholders do not otherwise have a substantial influence on either of
the companies, cf. § 16 B, Subsection 3.

16
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above with the effect that the rules of the Act on Taxation of Stock Capital Gains
apply. Hgpner Petersen deals with the tax authorities’ exemption practice in
Revision & Regnskabsvasen No. 10/1989, p. 64 ff. See also Aage Brink in Inspi
No. 4/1989, p. 3 ff. For a criticism of § 16 B, Subsection 2, see Lida Hulgaard &
Sgren Rasmussen, Advokaten No. 18/1989, p. 377 ff. An overview of the
“mechanisms” of the rule is provided by Michael Kirkegaard Nielsen in
Tidsskrift for skatteret 1989.677. For a general discussion of these issues, see
Eivind Christiansen, Beskatning af aktionerer p. 21 ff. at 42 and 148 ff.

If a shareholder resells his shares to the issuing company, he will — along
the same lines as we saw above — be taxed on the entire consideration, cf.
§ 16 B, Subsection 1, of the Tax Assessment Act.

According to the Tax Assessment Act, § 16 B, Subsection 6, an exemption may
be granted from the provision under Subsection 1, so that the sale of the shares
will be considered an “ordinary sale of shares”. For guidance with respect to
when an exemption may be expected, see Circular No. 50/1985, item 9. For a
general discussion of the rule and of exemption practice, see Eivind Chris-
tiansen, Beskatning af aktionerer p. 141 ff.

Turning to the impact of the tax rules discussed here, the three year own-
ership rule under the Act on Taxation of Stock Capital Gains will have an
inhibiting effect on sales of shares within the period because profits re-
ceived will be taxed. However, since the rule is limited to three years and
considering that only profits — and not the entire consideration — are taxed,
the rule may not be that big an obstacle to takeovers.

§ 16 B, Subsection 2, of the Tax Assessment Act is problematic in that
it leads to excessive costs for acquirors. Target-shareholders are motivated
to sell all their shares once they receive an offer from the acquiror. Like
Rule 4 of the Copenhagen Stock Exchange Rules of Ethics, § 16 B, Sub-
section 2, may very well have the effect that some acquisitions will not be
made. Those that will be made will frequently result in increased costs for
the acquiror. This, in turn, tends to lead to inhibited market activity.

The massive taxation in connection with share buy-backs under § 16 B,
Subsection 1, of the Tax Assessment Act probably has limited importance
for takeover activity. Taxation of buy-backs obviously has no impact on
the purchase by an acquiror of shares, and buy-backs are not a necessary
part of the financing of an acquisition either. As we shall see in XI., how-
ever, § 16 B, Subsection I, has an impact on defensive repurchases of
shares.

Under U.S. law, shareholders selling their shares are taxed on the gain, i.e. the
difference between the amount received in consideration for the sale and the
shareholders’ tax basis for the shares they sell. However, if the sale of shares is
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shaped as a tax-free reorganization (see Section 368(a) of the IRC), the selling
shareholders may recognize no taxable gain, see 3.4.3.

3.4. Tax treatment of mergers. A merger between the target-company
and the acquiror or his acquisition vehicle may be part of a takeover
strategy. Such merger may also be decided after the acquisition as an ad-
vantageous step for many reasons.

Mergers may be structured in different fashions. A commonly used
method is the so-called “vertical” merger whereby the target-company
upon the acquisition is merged into the acquiror or his acquisition vehicle.
Target-shareholders receive cash and/or shares of the surviving company.

Another method commonly used is the so-called “reverse vertical
merger” whereby the acquiror or the acquisition vehicle is merged into the
target-company.

In addition to the methods mentioned in the text, a merger may be “horizontal”,

whereby two companies are amalgamated and a new legal entity is created. A
number of variations exist, based on these different models.

Under Danish law, mergers may be either “taxable” or “non- taxable”.

3.4.1. Taxable mergers. The parties to a merger may elect (subject to
certain conditions, cf. below) that the merger be governed by the Act on
Taxation of Corporate Mergers ("Lov om beskatning ved fusion af ak-
tieselskaber m.v.”) discussed later.!”

If the parties do not elect to have a merger governed by the said Act, the
transaction is considered a taxable merger. In such case a company that is
merged into another company will be viewed as being dissolved and its
assets are considered to be transferred to the surviving company.!8 Con-
sequently, the dissolved company will be treated like any other company
being liquidated, cf. § 5 of the Act on Taxation of Companies.

Pursuant to § 5, taxation of the company in connection with liquidation
will include income that the company has received since the expiry of the
preceding fiscal year and until the day of dissolution. This income will
include deferred taxes in connection with gains obtained as a result of the

17" Consolidation Act No. 569 of August 7, 1990.

I8 The term “surviving company” covers both situations where e.g. a subsidiary is
merged into a parent company and the parent continues, and events where two
companies merge with a new legal entity as the surviving company.
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“sale” of the company’s assets. The sale of, for example, machinery, in-
ventory, real estate or stockholdings may lead to the realisation of sub-
stantial gains and, consequently, payment of significant taxes.

In connection with a taxable merger it is not possible to carry over tax-
able losses incurred by the company that is dissolved to the surviving
company. The notion that the merger is, in effect, a liquidation of one le-
gal entity in connection with the transfer of its assets to another legal en-
tity, accounts for this lack of transferability of taxable losses.

Profits received by the shareholders in connection with the dissolution
of a company as a result of a merger are subject to taxation in accordance
with the Act on Taxation of Stock Capital Gains discussed under 3.3. For
most shareholders this means that gains received after 3 years of stock
ownership are tax-free.

3.4.2. Non-taxable mergers. By allowing parties to elect the tax treatment
provided for in the Act on Taxation of Corporate Mergers, a system is
established whereby some of the disadvantages connected to taxable
mergers are avoided.

It is, ordinarily, a condition for the right to elect treatment under the Act
on Taxation of Corporate Mergers that a part of the consideration equiva-
lent to at least 90 percent of the value of the shares of the company that is
dissolved is paid through the exchange of shares of the surviving com-
pany, cf. § 2 of the Act.

See Ligningsvejledning aktionerer og selskaber 1990, SD 1.2.1., where further
details may be found.

If a parent company and a subsidiary merge at a point when the parent has
held the votes necessary to decide such merger for a period of less than 3
years, the merger must be approved by the Tax Assessment Council in or-
der to be non-taxable pursuant to the Act on Taxation of Corporate Merg-
ers, cf. § 3 of the Act.

The Tax Assessment Council may make its permission contingent upon special
terms that ensure that the merger does not provide advantages to the parties
which were not envisaged when the Act was adopted. In this connection it has
been emphasized that it is of importance whether the parent company has ac-
quired the shares of the subsidiary at the current market price. If there is reason
to believe that the merger is motivated by a desire to circumvent the term 2.4.2.
pertaining to taxation on a consolidated basis, the permission to have the merger
treated as a non-taxable merger will typically not be granted. The position of the
Tax Assessment Council as to these questions is described in Ligningsvejledning
aktioneerer og selskaber 1990, SD 1.2.2. Generally, the tax authorities are quite
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reluctant to give permission to tax-free treatment in the case of vertical mergers
that do not meet the 3 year-threshold, see e.g. Tidsskrift for Skatteret 1989.535.

The approval of the Tax Assessment Council is also required if, within the
last three years prior to the merger date, one or more of the companies that
are parties to the merger have acquired assets from the shareholders or
from a company controlled by one of the shareholders, provided that such
acquisition has not been made in the normal course of business, cf. § 4 of
the Act.

If a permission is required under § 3 or § 4 of the Act on Taxation of Corporate
Mergers, it is unlikely to be granted if, within the last three years prior to the
merger date, a shareholder has sold shares of one of the merging companies to
another of such companies in a situation where the sale was comprised by § 16
B of the Tax Assessment Act and the company acquiring the shares does not
have an income that leaves “room” for interest payments to the selling share-
holder or financier in the absence of a merger. See Ligningsvejledning ak-
tioneerer og selskaber 1990, SD 1.2.4.

Non-taxable mergers are based on a principle of succession, cf. § 8 of the
Act. All assets owned by the dissolved company are, for the purposes of
determining the taxable income of the surviving company, treated as if
they were acquired by the surviving company at the time when such assets
were acquired by the dissolved company. Moreover, the surviving com-
pany succeeds with respect to the consideration that was paid by the dis-
solved company as well as the depreciations made by that company. The
result of the succession is that no gains will be realized as a consequence
of the merger, which is contrary to what is the case regarding taxable
mergers. Succession also includes the liabilities of the dissolved company.

Even the shareholders of companies that participate in a non-taxable
merger are subject to the principle of succession. To the extent that share-
holders of the dissolved company receive shares of the surviving company
in exchange for their shares, no tax incurs. In connection with a subse-
quent sale of the shares that were received in exchange, such shares will be
deemed to be acquired at the time and for the consideration that would
have applied to a sale of the shares previously held in the dissolved com-
pany. If the shareholders of the dissolved company receive payment in
cash, their existing shareholding will be deemed to be sold at the date of
the merger.!?

19 See Ligningsvejledning aktionaerer og selskaber 1990, SH 3.5.
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3.4.3. Electing the tax treatment. At a first glance it may seem as if tax-
free treatment, if the prerequisites are met, would be preferable in connec-
tion with most mergers.

Electing treatment of a merger as non-taxable is not always in the inter-
est of the parties, however. Losses that have been incurred by any one of
the companies that are parties to the merger prior to the date of such
merger may not be deducted in connection with the computation of the
taxable income of the surviving company, § 8, Subsection 6, of the Act on
Taxation of Corporate Mergers.20 If one of the merging companies has
losses that may be carried forward, and it must be assumed that the com-
bined business will have a taxable surplus in the years to come, treating
the merger as taxable may be preferable with the company having the
losses to carry forward as surviving.

As mentioned before, election of non-taxable treatment entails that the
surviving company succeeds as to the time of acquisition, the price paid,
etc. in connection with the assets and liabilities of the dissolved company.
In the case of a taxable merger, the assets of that company will be entered
in the surviving company’s books at the market value (rather than the
book value for tax purposes). Consequently, treating the merger as taxable
will lead to a “step-up” in the basis of depreciation and thus to increased
deductions from future cash-flows. This fact should be taken into
consideration when deciding whether to elect non-taxable treatment.

By using a reverse vertical merger, deferred taxes may be avoided even
though the transaction does not qualify for tax-free treatment. The reason
for this is that the acquisition vehicle typically owns no assets that could
lead to deferred taxes, and therefore no tax is incurred as a result of the
merger between the target-company and the acquisition vehicle. However,
recently the Danish tax authorities have taken the position that the “sale”
of the shares by the acquisition vehicle to the target-company is comprised
by § 16 B, Subsection 5 and Subsection 2, of the Tax Assessment Act.
Consequently, the entire consideration received for such shares, rather than
only the profits, will be taxed, cf. 3.3.2! This massive taxation obviously
makes this possibility less attractive.

For an outline of, inter alia, the tax treatment of mergers, see e.g. Svend Vedde
& Susanne Ngrgaard, SR-Skat 7-89, p. 370 ff.

20 An exemption from this rule applies if a parent company merges with a sub-
sidiary with which it has been taxed on a consolidated basis as per the date of the
merger and in the preceding five fiscal years.

21 See Tidsskrift for skatteret 1990.29.
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The fact that companies may elect to effect a merger on either a taxable or
a non-taxable basis gives them a flexibility in terms of achieving the most
suitable tax treatment for their economic features. Seen from an economic
viewpoint the high degree of flexibility tends to increase efficiency be-
cause the players in the market may choose the tax treatment that has the
highest value for them.

The concept of having taxable as well as tax-free mergers is also known from
other jurisdictions. Under U.S. law, it follows from the IRC that a merger is tax-
able, unless it meets certain requirements set forth in the Code. Taxable treat-
ment of a merger, inter alia, means that the shareholders who surrender their
shares recognize a gain or loss with respect to the shares. As is the case under
Danish law, the surviving company can “step-up” the value of the assets ac-
quired as a result of the transaction and thus increase the basis for depreciations.
Tax-free treatment, on the other hand, means that the selling shareholders’ gain
will not be recognized as taxable in so far as they receive shares of the surviving
company as consideration. Also, the basis for depreciations will remain un-
changed, see Sections 354(a) and 361(a) of the Code. Loss carry-overs are
permitted or restricted in connection with either model so here the law is less
stringent than we saw as to Danish law.

In order to qualify for tax-free treatment, a merger must meet the requirements
in Section 368(a) of the IRC. This section defines three reorganization models
by which tax-free treatment can be achieved. The three models are designated
types A, B and C. For our purposes the A-model, which pertains to the so-called
“statutory” (traditional) mergers is of particular interest. Although the detailed
requirements under Section 368(a) will not be described here, one of the require-
ments for having a statutory merger qualify as tax-free is that the selling share-
holders must receive a significant (typically 50 percent or more) equity interest
in the surviving company (this is known as the “continuity of interest”-doctrine).
For details about these issues, see Herrick K. Lidstone, Jr., William N. Krems &
Richard B. Robinson, Federal Income Taxation of Corporations p. 291 ff. and
Daniel Q. Posin, Corporate Tax Planning, Takeovers, Leveraged Buyouts, and
Restructurings p. 386 ff., p. 469 ff. and p. 842 ff.
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X Standards for managerial behavior
when responding to “hostile” takeover
attempts or threats

1. Introduction

In countries where contested takeovers have been known for a long time,
i.e. the United States and Great Britain, the prime focus when discussing
takeover responses has been on target-management rather than the inter-
relationship among target-shareholders.

The reason for this is probably the apparent conflict of interest that ex-
ists between management and shareholders once a change of control is
imminent or a more distant takeover threat exists. Target-management
obviously has no interest in being compelled to leave office thereby losing
their jobs and salaries. Target-shareholders, on the other hand, are inter-
ested in being offered an opportunity to sell their shares at a premium
price or having the opportunity to replace management by a new, more
efficient management.!

Although the powers of management under Anglo-Saxon law differ
from what is the case under Danish law, the conflict of interest issue is the
same under Danish law.

Under V.2.7. and 3. I reached the conclusion that, from an economic
viewpoint, neither shareholders nor society at large has an interest in man-
agement being able to insulate itself from control. The point made was
that it should be left to target-shareholders to decide whether to sell their
shares or not. Target-management should not be allowed to deprive the
shareholders of this opportunity.

One of the main questions which we want to pursue in the following is
if this conclusion can be reconciled with the role of target-management ac-
cording to the existing principles of Danish corporate law.

Another important question is the relationship among the target-share-
holders when responding to a takeover attempt or threat. The question here

' See Easterbrook & Fischel, Takeover Bids, Defensive Tactics, and Shareholders’
Welfare, 36 Business Lawyer 1733 at 1745 ff. (1981) and Mary Siegel, Tender
Offer Defensive Tactics: A Proposal for Reform, 36 Hastings Law Journal 377 at
382 ff. (1985).
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is what duties shareholders owe one another in connection with the adop-
tion of defensive strategies or devices.

The decision whether or not to sell the shares of a company is made by
each individual shareholder, who can make his choice independently and
without regard to the other shareholders.

However, if a shareholder violates the Companies Act or the company’s
charter, intentionally or grossly negligently, he may be held liable for
damages caused to the company, the other shareholders or third parties as
a consequence of such violation, cf. § 142 of the Companies Act. As a
consequence of § 142, shareholders who abuse their influence of a com-
pany to make decisions that benefit them unduly at the expense of the
company or the other shareholders may be subject to liability.

As discussed under 2., the liability of the board and the managers is not limited
to intent or gross negligence but includes any degree of negligence. The purpose
of establishing a different basis of liability for management and for shareholders
has probably been to indicate that shareholders do not have the same duty of
loyalty as well as duty to monitor and control the company’s affairs as is the
case with management, cf. Gomard, Aktieselskaber og anpartsselskaber p. 325.

In addition to § 142, the Companies Act contains a number of provisions
protecting minority shareholders against unfair and discriminatory treat-
ment by majority shareholders. These protective provisions include, inter
alia, § 79 and the general standard set forth in § 80 of the Companies Act.
Since the issues of minority protection in this context are similar to those
discussed in VIII., they will not be dealt with further here but will be
commented on in connection with the discussion of specific defensive
devices and strategies under XI.

It should be noted that if an acquiror is a minority shareholder at the point in
time when the shareholders of the target-company adopt defensive devices or
strategies, he will have the same remedies at his disposal against a resolution
made by the other shareholders as any other minority shareholder.

2. Duties of board and managers under Danish law

2.1. Generally. There are no provisions in the Companies Act, or else-
where, setting forth the obligations owed by the management of a com-
pany to the company’s shareholders in connection with contested
takeovers. The absence of regulation is obviously a drawback of the
regime. However, some guidance with respect to the board’s and the
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managers’ duties may be derived from the general principles of liability
and responsibility found in the Companies Act.

The provisions of the Act dealing with managerial liability are based on
the general standard in Danish tort law, known as the “culpa”-rule. Ac-
cording to this rule, a person is liable for damages caused by him as a con-
sequence of an act or omission that is based on his intent or negligence.
When determining whether a person is liable, an assessment must be made
if the person acted as a prudent and reasonable man (”bonus pater”) would
do in the circumstances.?

According to the culpa-standard, the Companies Act provides that the
board and the managers are liable to the company for any damages caused
by them in the performance of their duties intentionally or due to negli-
gence, cf. § 140. Similarly, board and managers are liable vis-a-vis the
company’s shareholders, creditors or any third parties, provided, however,
that they have violated the Companies Act or the company’s charter. § 140
should be read in conjunction with § 54, Subsection 1, of the Act, which
stipulates that it is the responsibility of the board to see to it that the
company’s business is properly organized. The Act also specifies that the
board must ensure that the book-keeping and administration of the com-
pany’s assets are controlled in a satisfactory way, cf. § 54, Subsection 3.
Moreover, failure to monitor and control the managers may lead to liabil-
ity for the board.

The managers may be held liable if they breach their duty to manage the
company on a day-to-day basis in accordance with the Companies Act and
the guidelines and instructions issued by the board. The Act specifically
states that managers must see to it that the book-keeping of the company
takes place pursuant to the relevant laws and regulations and that the
company’s assets are administered in a satisfactory fashion, cf. § 54,
Subsection 3.

Apart from creating a standard of care, the culpa- rule, as reflected in the
Companies Act, also imposes on management a duty to act loyally to-
wards all shareholders. § 63 of the Act thus prohibits board and managers
from acting in a fashion that is clearly likely to provide certain sharehold-
ers or others with an undue advantage at the expense of the other share-
holders or the company.

2 For a general discussion of the culpa-rule, see Anders Vinding Kruse, Erstat-
ningsretten p. 29 ff., Henry Ussing, Erstatningsret p. 8 ff., and Stig Jgrgensen,
Erstatningsret p. 62 ff.

267



X. Standards for managerial behavior

In addition to containing a few specific provisions pertaining to man-
agerial behavior, the culpa-standard as set forth in the Companies Act only
gives general guidance as to how to determine whether or not management
may be held liable, but leaves it up to the courts to decide the borderlines
with respect to managerial liability.

When applying the culpa-rule, the fact-pattern of each case is thus cru-
cial. However, although perhaps being too simplistic, it seems possible to
divide the scenarios where management may be held liable pursuant to the’
culpa-rule into the following categories.

The first category encompasses situations where management is found
to have breached a duty specifically imposed on it by the Companies Act
or by provisions found elsewhere in the relevant legislation. Assuming
that the breach of the duties can be clearly ascertained, e.g. in case the
board has granted a loan to a shareholder of the company in violation of §
115, Subsection 1, of the Companies Act, the culpa-rule will be applied on
a quite strict basis, meaning that management will normally be considered
to be liable for any damages caused by their acts or omissions.3

Another category where management will typically be considered liable
for damages incurred comprises situations where they have acted in dis-
loyal pursuit of their own interests at the expense of the interests of the
company, see, e.g., Jul Jgrgensen v. A/S Jydsk Handelskompagni
(U1932.488, Sup. Ct.) and Andreasen v. Jensen (U1921.156, Sup. Ct.)*
The likelihood of management being held liable is particularly great in
events where they have been involved in self-dealing, i.e. have used their
position and influence on the company to enter into contracts or arrange-
ments for the benefit of themselves rather than the company. In this con-
nection it ought to be noted that § 58 of the Companies Act provides that a
member of a board or a manager may not take part in discussions regard-
ing agreements between the company and the member if he has a material
interest that “may conflict” with the interests of the company.

The third category includes the remaining situations, not covered by the
above mentioned categories, where management has failed to perform its
duties.

Questions of liability in this third category are the ones which give rise
to most doubt and uncertainty.

The greater part of Danish court cases dealing with managerial liability
have been concerned with situations where the company has faced finan-

3 See Gomard, Aktieselskaber og anpartsselskaber p. 323 f.
4 See Gomard, Aktieselskabsret p. 401-402.
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cial difficulties, but the board has attempted to overcome such difficulties
and accepted transactions whereby third parties incurred losses or has
simply failed to take any action at all.’

A number of court decisions have thus held the board liable for failure
to monitor and control the financial development of the company’s busi-
ness, see e.g. Oluf Svendsen Auto-Leasing A/S v. Jespersen (U1977.246,
M&C Ct.) and Firma A. Matthison-Hansen & Co. v. Schou (U1940.563,
E. Cir.). If, on the other hand, the board is aware of the financial difficul-
ties and makes serious efforts to solve these, courts are reluctant to impose
liability on the board even if the efforts turn out to be in vain, see, for ex-
ample, Alg v. Havemann (U1977.274, Sup. Ct.) and Bjergaard Andersen
v. Internal Revenue Service (U1985.377, Sup. Ct.). In addition to ensuring
that the annual accounts are prepared and filed with the Commerce and
Companies Agency ("Erhvervs- og Selskabsstyrelsen”) on a timely basis,
the board must take the necessary action to protect the interests of the
company and its shareholders as well as its creditors.®

Although it is difficult to draw a clear picture of these cases, a distinc-
tion should be made between losses incurred as a result of the board’s
omission to take action due to sheer passiveness or ignorance, or actions
taken on an uninformed basis, on the one hand, and losses caused by erro-
neous judgments made in good faith and on an informed basis, on the
other.

While omissions or acts resulting from passiveness, ignorance or lack of
information will normally not free the board from liability, it will ordi-
narily not be held liable for erring in its informed judgment, made in good
faith if it subsequently turns out that the decisions lead to losses for the
company and its shareholders. It follows from this that failure to maximize
the shareholders’ investment will give rise to no liability for a board which
acted in good faith and properly informed.

5 See Gomard, Aktieselskaber og anpartsselskaber p. 320 ff. and the cases cited
there.

6 Cf. § 54, § 69 a and § 140 of the Companies Act. According to § 69 a of the
Companies Act the board must arrange for a shareholders’ meeting to be held not
later than 6 months after the company has lost half of its share capital. At such
shareholders’ meeting the board will have to give an explanation of the com-
pany’s financial position and, if necessary, make proposals for steps to be taken.
See also Gomard, Aktieselskaber og anpartsselskaber p. 173 ff. and 319 ff., Go-
mard, Aktieselskabsret p. 411 f., Sten Langebak, Bestyrelsens idegrundlag og
funktion p. 33 ff. and Thomsen, A/S-loven med kommentarer p. 304 f. and 427 ff.
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Compared to what has been seen in other European countries as well as
the United States, the practice by the Danish courts with respect to man-
agerial liability is generally considered to be comparatively lenient al-
though there is perhaps a trend towards judging managerial behavior ac-
cording to more rigid standards.

For a discussion of managerial liability, see Gomard, Aktieselskabsret p. 397 ff.,
Gomard, Aktieselskaber og anpartsselskaber p. 319 ff., the same author, at the
29th Nordic Jurist Meeting 1981, Part I, p. 365 ff. and 385 f., and in Ugeskrift
for Retsvasen 1971.B 117 ff. See also Werlauff, Selskabsret p. 293 ff., Paul
Kriiger Andersen, Aktie- og Anpartsselskabsret p. 236 ff., Thomsen, A/S-loven
med kommentarer p. 427 ff., Jgrgen Boe, Ugeskrift for Retsvesen 1984.B 385
ff., O.A. Borum, Juristen 1963 p. 249 ff., Jan Kobbernagel, Direktpren p. 162 ff.,
Jan Kobbernagel, Ledelse og Ansvar p. 182 ff., and Niels Alkil, Juristen 1945, p.
129 ff. Issues of managerial liability in a comparative context are discussed by
Rolf Dotevall, Skadestindsansvar for styrelsesledamot och verkstillande direk-
tor — en aktiebolagsrdttslig studie i komparativ belysning.

2.2. The takeover context. Due to the powers and role of the board pur-
suant to the Companies Act, it is the board that attracts the chief interest in
a takeover context. Consequently, our prime focus in this chapter and in
chapter XI is on the board and only to a lesser degree on managers.

There is very sparse case law in Denmark dealing with the role of the
management when facing a takeover offer or attempt by an acquiror with
whom they do not sympathize.

However, the issue was raised in Lorentzen v. A/S Schweitzers Bogtryk-
keri (U1934.1081, W. Cir.).

This case involved a company which had a share capital of DKK 73,500. The
plaintiff had initiated purchases of shares and came to a point where he held ap-
proximately DKK 33,000 of the company’s shares. According to the charter, the
board was entitled to issue new shares and increase the total share capital up to
DKK 90,000. Moreover, the charter stipulated that the existing shareholders
would have no preemptive rights to subscribe to new shares. The board exer-
cised its authority and issued shares for DKK 16,500, which were purchased by
an employee of the company.

The plaintiff filed a suit against the company, claiming that the issue of the
DKK 16,500 shares had been illegal as the purpose of the issue had not been to
expand the company’s business or provide further funds in connection with the
operations of the company. Rather, the plaintiff argued, the new shares had been
issued to perpetuate the board’s control over the company. The plaintiff also ar-
gued that the issue constituted a violation of the principle of equal treatment of
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shareholders, which, he stressed, was a condition upon which the authority to the
board rested.

The plurality of the judges conceded that the prime purpose of the board’s use
of its authority had been to prevent a change of control. In a rather vague state-
ment the plurality added that the increase of the share capital should also be
viewed in conjunction with the fact that the company had considered purchasing
real estate and a rotation press.

Based on these facts and after having noted that no conditions were attached
to the authority granted to the board in the charter, the plurality of the judges
held that the board had not exceeded the limits of its authority by the issue of
shares which, according to the plurality, had only led to a moderate increase of
the total share capital.’

A dissenting judge noted that there was no proof that the increase of the share
capital had been made with the purchase of real estate or a rotation press in
mind. The sole purpose of the stock issue had been to prevent the plaintiff from
acquiring a majority stockholding. The dissenting judge held that in his opinion
it is a precondition for the right of the board (as well as for the shareholders for
that sake) to increase the share capital that the increase is made for the purpose
of obtaining capital for the company’s operations. Since this condition had not
been fulfilled, the dissenting opinion concluded that the issue of shares was il-
legal.

The opinion of the plurality in this case reflects the view that the board
should be granted considerable flexibility even in the takeover context.
Although the decision dates back approximately 45 years, a recent court
decision suggests that the courts may have maintained this view on the
board’s role.

On January 28, 1991, the Supreme Court handed down its decision in Arnth-
Jensen v. A/S Ringkjpbing Bank (U1991.180, Sup.Ct.), affirming the decision in
the matter by the High Court of the Western Circuit. In the case two minority
shareholders had challenged a shareholder decision to authorize the board of a
bank to increase the share capital of the company.8 According to the authority,

7 Another issue of the case was the subsequent approval at two extraordinary
shareholders’ meetings of the increase of the share capital made by the board.
The company’s charter contained a provision stipulating that no shareholder
would be entitled to vote on his shares if he had been a registered owner of such
shares for a period of less than 3 months prior to the shareholders’ meeting. The
plaintiff did not meet this requirement and for this reason was prevented from
voting on his shares. However, the issue dealt with in the text and the question of
the plaintiff’s right to vote are two separate issues. The use of record dates as a
defensive means is further discussed under X1.2.2.2.

8  The main issue in the case relates to the use of record dates and is not dealt with
here but discussed further under X1.2.3.2.
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the board would be entitled to increase the share capital by DKK 48 million to
DKK 80 million. Out of the DKK 48 million the existing shareholders would
have a preemptive right to subscribe for DKK 28 million, whereas no such pre-
emptive rights existed with respect to DKK 19 million. The remaining DKK 1
million would be issued to employees of the bank.

At the time of the decision by the courts, the board had not exercised its au-
thority to increase the share capital. It transpires from the facts of the case that
the reason why the proposal to authorize the board had been made was a desire
to avoid a major shareholder having a decisive influence on the terms and
conditions of the issue of shares in connection with an increase of the share capi-
tal. Moreover, the reason why a part of the increase should be effected without
the existing shareholders having preemptive rights was to avoid a major share-
holder being in a position to obtain and maintain a dominating influence of the
bank.

The plaintiffs argued that the shareholders’ decision to authorize the board
constituted a violation of § 63 and § 80 of the Companies Act.? The point made
by the plaintiffs was that the authority to the board was a response to attempts by
the plaintiffs to acquire shares of the company, which was a small, Danish local
bank. Prior to any increase of the share capital of the bank, the plaintiffs held
more than 25 percent of the share capital. The increase of the share capital led to
a “dilution” of the plaintiffs’ interest. Stressing that the purpose of the increase
had not been to obtain new capital for the company but rather to ensure the
maximum spread of the shares, the plaintiffs stated that the attempt to deprive
them of influence of the bank violated the general standards set forth in § 63 and
§ 80.

The defendant, on the other hand, stated that a local bank with ties to a spe-
cific region of the country has a legitimate interest in having a large number of
small shareholders. The bank had been familiar with plans of the plaintiffs
which, according to the defendant, could not be reconciled with the interest in
having the share capital widely spread.

The High Court accepted the point made by the defendant and held that a
company which operates as a local bank may have an interest in having its share
capital spread among many shareholders. In view of this, the court did not find
that the authority to the board had been motivated by desires to create undue
benefits for others at the expense of the plaintiffs. The Supreme Court, affirming
the result reached by the High Court, briefly stated that it found no grounds for
invalidating the shareholders’ decision (which had been adopted by a qualified
majority) on the basis of § 80.

9§ 63 is mentioned under 2.1. of this chapter, while § 80 of the Companies Act is
discussed under chapter VIII.1.2. § 63 deals with acts by the board and the man-
agers and since the board had not, at the time of the decision, exercised its pow-
ers under the authority granted, it is hard to argue that the board had violated §
63.
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At first glance it could seem as if the case focuses on the relationship
among the shareholders only. It ought to be noted, however, that the deci-
sion, in effect, allows the board the right to exercise its authority for the
purpose of preventing a change of control.

The case was concerned with a company that for historical and other
reasons had close ties to a geographically limited part of Denmark. Per-
haps boards of companies that do not have such features cannot expect the
same degree of flexibility. Nevertheless, the case still stands for the
proposition that the board presumably always acts in the best interests of
the company and its shareholders and thus needs a high degree of freedom.
The decision thus fails to recognize any conflict of interests between the
management on the one hand and shareholders on the other.

Smith v. A/S Handels- og Landbrugsbanken i Thisted (U1966.465, W. Cir.), dis-
cussed further under XI. 2.3.2., deals with a different subject matter, but also
indicates that the courts seem to presume that corporate managements always
act in the best interests of the company and its shareholders.

The dissenting opinion in Lorentzen v. A/S Schweitzers Bogtrykkeri
(U1934.1081, W. Cir.) is interesting in that it applies a test that focuses on
whether the board has exercised its autority in accordance with the pur-
poses for which such authority was given to management. According to
this approach it is decisive if the board pursued a proper purpose when it
exercised its authority.!0

2.3. Preliminary observations. The culpa-rule is, by its nature, a very
general standard that fails to address specifically some of the issues related
to transfer of corporate control. As stated by Gomard, the culpa-rule is *“as
vague as it is common and as common as it is vague”.!!

The duties of management as expressed and implied in the Companies
Act and the case law developed thereunder thus gives us an indication but
not a clear answer as to what role target-board and managers should play
when facing a takeover attempt.

We may, against this background, want to consider if the culpa-rule
ought to be supplemented by an additional standard or standards that pro-
vide more guidance with respect to the role of management in this context.

Since the case law in Denmark in connection with these issues is so
scarce and so little has been said about these things in Danish legal theory

10 As described under 3.2.1., the proper purpose test is an approach which the
British courts use when evaluating management’s defensive tactics.
11" Gomard, Aktieselskabsret p. 400.
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we continue our study by focusing on two foreign jurisdictions where a
considerable amount of case law as well as legal scholarship has dealt with
the issues discussed here. The purpose of looking at these two jurisdic-
tions is thus to obtain some guidance when we approach the issues further
and perhaps become acquainted with possible solutions to the problems at
focus.

3. American and British law

3.1. American law

3.1.1. Introduction. Under American law, the management of a company
plays a key role in the event of a takeover attempt regarding the company
or if a more distant threat exists that the company may be taken over. Most
state corporate laws grant the board a considerable flexibility to act
without the consent of the shareholders. As a consequence of this right for
the board, a major part of the case law and the discussion among legal
authors in connection with target responses to takeover attempts or threats
have focused on the role of management vis-a-vis the shareholders of the
target company.!2

American companies are managed under the direction of a board of directors
elected by the company’s shareholders. The board of directors resembles what is
known under Danish law as a “bestyrelse”. However, ordinarily, the board of di-
rectors will have a closer contact to the day-to-day management of the company
than is the case with a “bestyrelse”. The day-to-day management of the company
is carried out by a number of executive officers appointed by the board and
spearheaded by the Chief Executive Officer (CEO). While the authority and du-
ties of the board are defined in the relevant state corporate laws, the authority
and duties of the officers appointed by the board are determined in the
company’s by-laws or provided by the board. Many American state corporate
laws include provisions according to which the shareholders can only make
decisions of a material nature if such decisions are initiated or approved by the

12 Although less attention has been paid in the takeover context to the duties of
shareholders owed to other shareholders, such duties do exist, see e.g. Sinclair
Oil Corporation v. Levien, 280 A.2d 717 (Del. 1971) where the Delaware
Supreme Court held that the business judgment rule discussed under 3.1.2.
should apply, unless a shareholder exercises his influence to obtain benefits
which are not shared with and which harm the other shareholders. In the latter
event, the court would apply an “intrinsic faimess” test. Other courts have ap-
plied a test according to which the threshold question is if an act made by a ma-
jority shareholder or a group of shareholders was made in good faith or for a rea-
sonable purpose, cf. Dodge v. Ford Motor Co., 170 N.-W. 668 (Mich. 1919).
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board of directors. As the text will show, the board of directors has a much wider
right to act on its own, i.e. without shareholder approval, than is the case with a
Danish “bestyrelse”.

3.1.2. The business judgment rule. The sources of the duties of man-
agement when facing a takeover attempt or when establishing a strategy
for defending against possible future takeover attempts are chiefly found
in state law.

Under American law the view is that the management of companies is
entrusted to the board of directors. This has led to the notion that the board
members are fiduciaries that have an obligation to act in the best interest
of the company and its shareholders.!3 The fiduciary duties of a board are
composed of the so-called “duty of loyalty” and the “duty of care”.!4

It is a general principle that business decisions made by the board or the
executive officers of a company in connection with the management of the
company, will not be challenged by the courts, provided that management
has acted on an informed basis and in good faith with respect to the effect
of the decision on the company and its shareholders. This has led to the
use of the so-called “business judgment rule”, which by the Delaware
Supreme Court has been described as “a presumption that in making a
business decision the directors of a corporation acted on an informed ba-
sis, in good faith and in the honest belief that the action taken was in the
best interests of the company”, cf. Aronson v. Lewis.!3 In other words, the
point of departure is that decisions made by target-management in con-
nection with takeovers are considered business decisions which will not be
second-guessed by the courts.

In order for a decision to be a business decision, it is a condition that it
was made in the best interests of the company and its shareholders. The
determination of whether this condition is met has given rise to a great
deal of trouble in the practice of the American courts.'6

13 One of the most well-known discussions of the relation of management to the

company’s shareholders is found in Berle & Means, The Modern Corporation

and Private Property. .

For a further explanation of these notions, see below.

15" 473 A.2d 805 at 812 (Del. 1984).

16 A large number of the contested takeovers seen in recent years have involved
Delaware companies, and the Supreme Court of Delaware has, therefore, ren-
dered a number of landmark decisions, which, among other things due to the ex-
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When facing a takeover bid, target-management will have to consider
“the inadequacy of the bid, the nature and timing of the offer, questions of
illegality, the impact on constituencies other than shareholders, the risk of
nonconsummation, and the basic stockholder interests at stake, including
the past actions of the bidder and its affiliates in other takeover con-
tests”.17

No general duty exists for management of a company to cooperate for
the sale of the company, even if an acquiror offers a premium price com-
pared to the pre-bid market price for the shares, cf., for example, Ivanhoe
Partners v. Newmont Mining Corp.'8

If target-management deems that the price offered is inadequate, it is
free to encourage other prospective buyers to make competing bids for the
company’s shares. Management may also, in order to increase the price of
the company’s shares, take steps in order to restructure the business of the
company, sell parts of the company’s assets or divisions of the company,
or increase the dividend payments to the shareholders. However, provided
that the bid made by the acquiror is not unfair to shareholders, target-man-
agement may not take any steps which will prevent the shareholders from
choosing between the offer made by the acquiror and, for example, a pro-
posal made by management for restructuring of the company’s business,
cf. City Capital Associates Limited Partnership v. Interco Inc.'® Target-
management is free to procure alternatives to the “hostile” bid whereas it
may not defeat offers which are merely deemed to be too low.

These limitations of target-management’s right to fend off a takeover
bid do not apply if the conditions for the acquiror’s bid or the methods
used by the acquiror are unfair to the shareholders or to some of these.20 In
such events, or in case the acquiror’s offer is illegal, target-management
may take steps to delay or prevent the takeover attempt to the extent nec-

pertise which the Delaware courts have gained in this area, have influenced the
courts of other states, cf. below.

17" Ivanhoe Partners v. Newmont Mining Corp., 535 A.2d 1334 at 1341-1342 (Del.
1987). See also Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946 at 955-56
(Del. 1985).

18 535 A.2d 1334 (Del. 1987). See also Desert Partners, L.P. v. USG Corp., 686 F.
Supp. 1289 (N.D. Ill. 1988). In both these cases the court emphasized that the
target-board reasonably had perceived the offer as a coercive offer, i.e. an offer
unfair to some of the shareholders.

19551 A.2d 787 (Del. Ch. 1988).

20 See GAF Corp. v. Union Carbide Corp., 624 F. Supp. 1016 (S.D.N.Y. 1985).

276



X. Standards for managerial behavior

essary in order to protect the interests of the shareholders. When protecting
the shareholder interests, it is a requirement that the response by manage-
ment is reasonable in relation to the threat posed, Unocal Corp. v. Mesa
Petroleum Co.2! According to this test, which has proven to be one of the
fundamental standards applied by Delaware courts in this context, the right
of the management to delay or prevent a takeover increases proportion-
ately with the risk of unfairness or abuses on behalf of the acquiror. It is,
for example, easier for management to convince a court that it was in the
best interest of the shareholders to thwart a two-tiered ("front end loaded”)
tender offer, where the acquiror paid a high price for acquiring control (the
first tier) while only paying a low price for the remaining shares (the sec-
ond tier), than a tender offer which would benefit all shareholders on equal
terms. If an acquiror is known to use coercive means as a part of his
modus operandi, this is a fact which may be taken into consideration when
management responds to his bid.22

In recent years the American courts have shown a trend towards limiting
the right for target-managements to challenge or defeat takeover bids. This
development is illustrated by the landmark case, Unocal Corp. v. Mesa
Petroleum Co.23 In this case the Delaware Supreme Court held that it is a
condition for applying the business judgment rule that target-management
is able to demonstrate that it “had reasonable grounds for believing that a
danger to corporate policy and effectiveness existed because of another
person’s stock ownership”.24 Management will have to show that it did
not act with the sole or prime purpose to perpetuate itself in office but was
motivated by “a good faith concern for the welfare of the corporation and
its stockholders”.2> A mere lack of sympathy for the acquiror is not suffi-
cient basis for fending off his takeover bid.

21 493 A.2d 946 at 955 (Del. 1985). See also Moran v. Household International,
Inc., 500 A.2d 1346 (Del. 1985). This principle was also applied in Paramount
Communications, Inc. v. Time, Inc. (1989-1990 transfer binder) Fed. Sec. L. Rep.
(CCH) 94,938 (Del., July 24, 1989).

22 See Ivanhoe Partners v. Newmont Mining Corp., 535 A.2d 1334 (Del. 1987). In
this case the court (at 1342) emphasized that the acquiror, Ivanhoe Partners, was
a general partnership controlled by T. Boone Pickens, Jr., who was known by the
court for his secret acquisition of shares, “bear hug” letters (see 11.2.), coercive
partial tender offers and inadequate bids.

23 493 A.2d 946 (Del. 1985).

24 Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946 at 955 (Del. 1985).

25 Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946 at 955 (Del. 1985).
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However, some of the most recent decisions rendered by the Delaware
Supreme Court seem to afford the target-board a wider discretion than
prior case law suggested, which has given rise to a discussion of whether
the board has a right to “just say no” when facing a contested bid. There is
probably no doubt that the notion of “just saying no” is a misleading way
of describing the role that target-management should play. The most re-
cent case law thus still imposes a duty on the board of directors to act in
the best interest of the shareholders. But it also allows the board some dis-
cretion when determining what is in the shareholders’ best interest. Not
only short-term benefits to shareholders but also long-term interests may
be included in the board’s deliberations. As stated by the Delaware
Supreme Court in Paramount Communications Inc. v. Time, Inc., directors
“are not obliged to abandon a deliberately conceived corporate plan for a
short-term shareholder profit unless there is clearly no basis to sustain the
corporate strategy”.26 It follows from this that the board has no obligation
to dismantle defenses previously adopted and consider the bid if the board
reaches the conclusion that an offer is not in the long-term interest of the
shareholders, see e.g. Mills Acquisition Co. v. MacMillan, Inc.?’

Although no additional federal statutory restrictions apply once it has
become clear that a public offer is imminent, as is the case in a number of
other jurisdictions, the courts have ordinarily found that the business
judgment rule is a particularly proper standard if a defensive strategy is
implemented prior to a “hostile” bid has occurred, since it is clear in these
situations that the defense has not been established for the sole or prime
purpose of eliminating a specific acquiror known by management.28

The protection which the business judgment rule constitutes for target-
management does not apply without exceptions. It is thus a requirement
that management has fulfilled the duty of loyalty and duty of care owed to
the shareholders.

The duty of loyalty is a result of the recognition that separation of own-
ership and management may lead to management and shareholders having
conflicting interests. In such case management must give priority to the

26 (1989-1990 transfer binder) Fed. Sec. L. Rep. (CCH) 94,938 at p. 95,211 (Del.
July 24, 1989).

27559 A.2d 1261 at 1285, footnote 35 (Del. 1988).

28 See, for example, Moran v. Household International, Inc., 500 A.2d 1346 at 1350
(Del. 1985) and Warner Communications, Inc. v. Murdoch, 581 F. Supp. 1482 at
1490-91 (D. Del. 1984).
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interests of the company and of the shareholders over management’s own
interests.

Members of management must abstain from pursuing their own interests
if this conflicts with the interests of the company and the shareholders. If a
board member or an officer has a direct personal interest in the outcome of
a matter, he must abstain from participating in any decisions regarding that
subject matter. If he fails to observe this duty, he will not be protected by
the “free harbor” constituted by the business judgment rule. Assuming, for
example, that an acquiror promises target-management economic benefits
if it cooperates with the acquiror in order to persuade the shareholders to
tender their shares, the acts made by management in connection with the
acquisition will not be governed by the business judgment rule.

The duty of care requirement establishes a standard for the basis on
which managements must make their corporate decisions. It is crucial that
such decisions should be made on a fully informed basis, cf. Smith v. Van
Gorkum.? In this case the board of a company approved a merger agree-
ment after a brief oral presentation of a length of less than half an hour at a
meeting which had been called without any indications of the purpose of
the meeting. Also, no steps were taken to examine possible alternatives or
to obtain an independent appraisal of the proposed transaction. The court
held that the board had breached its duty of care.

If management has made its decision on an informed basis, it is not de-
cisive whether the decision is optimal. Even though the courts in recent
years tend to impose more rigorous standards with respect to the acts of
management, most cases where a breach of the duty of care has been
found involves transactions where management had acted in a way which
was close to if not pure gross negligence.3°

In Delaware, management, in order to be protected by the business
judgment rule, has to show “good faith and reasonable investigation”, cf.
Unocal v. Mesa Petroleum Co.3! If management is not able to carry this
burden of proof or if the other party — the shareholders who want to hold
the management liable for its acts — can prove that the management has
acted disloyally or negligently, the business judgment rule is not applica-
ble.

In New York State the courts have held that shareholders who wish to
hold management liable must prove that management breached its duties

29 488 A.2d 858 (Del. 1985).
30 See Aronson v. Lewis, 473 A.2d 805 (Del. 1984).
31 493 A.2d 946 at 955 (Del. 1985).
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to the company and its shareholders and that the business judgment rule is
thus not applicable, cf. Hanson Trust PLC v. ML SCM Acquisition, Inc.3?

In a landmark case the Delaware Supreme Court has made another im-
portant modification of the scope of the business judgment rule. In Revion,
Inc. v. MacAndrews & Forbes Holdings, Inc.3? the court held that the role
which the management of a company plays in connection with a contested
takeover changes the moment it is inevitable that the company will be
sold. While until such moment the management may within the scope of
its duties defend the corporate bastion, it will be charged with achieving
the best possible price for the stockholders at a sale of the company once it
has become clear that the company is for sale.3* As a consequence hereof,
target-management will have little say in the future of the company once it
is clear that a sale of the company’s shares will take place under all cir-
cumstances. In such situation the defensive measures discussed under XI.
are only applicable to the extent that they can facilitate the sale of the
company on the best possible conditions.

In the event that control of the company has already been transferred to
the acquiror, target-management does not enjoy the protection of the busi-

32 781 F.2d 264 (2nd Cir. 1986). The proof may, for example, include doubtful mo-
tives on part of the management or conflicts of interest.

33506 A.2d 173 at 184 (Del. 1986). The Revlon-decision has been followed in, in-
ter alia, Edelman v. Fruehauf Corp., 798 F.2d 882 at 886-87 (6th Cir. 1986).

34 In Paramount Communications, Inc. v. Time, Inc., (1989- 1990 transfer binder)
Fed. Sec. L. Rep. (CCH) 94,938 (Del. July 24, 1989), the Delaware Supreme
Court indicated that the duties introduced in the Revlon-case are only triggered if
the company initiates an active bidding process in order to sell itself or takes
steps whereby the company will be broken up. If the board does not aim at dis-
continuing the existence of the company, but simply tries to defend it, believing
that this is in the best interest of the shareholders, no duty to start an auction will
arise. If the management of the company wishes to acquire the shares of the
company, it is not sufficient that a committee of disinterested board members is
established. It is an additional requirement that the committee operates indepen-
dently and actively so that the arrangement is not merely a “rubberstamp’ proce-
dure, cf. the principle expressed in Mills Acquisition Co. v. Macmillan, Inc., 559
A.2d 1261 at 1285 (Del. 1988). If, during the “auction”, two bids are made which
are identical, the target-management is probably entitled to choose one of the
bids without having to continue the auction in order to obtain one highest bid, cf.
In re RJIR Nabisco, Inc. Shareholders Litigation, Fed. Sec. L. Rep. (CCH) 94,194
(Del. Ch., January 31, 1989).
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ness judgment rule if it, nevertheless, tries to “undo” his bid, cf. Frantz
Manufacturing Co. v. EAC Industries, Inc.3

In the text above, the focus has been on the duties of management owed
to the shareholders. However, in several cases courts have stated that man-
agement may also take into consideration the interests of other con-
stituencies, cf. Ivanhoe Partners v. Newmont Mining Corp.3% In Revion,
Inc. v. MacAndrews & Forbes Holdings Inc.3" the Delaware Supreme
Court made it clear that taking into consideration other interests than the
shareholders’ presupposes that the shareholders still reap some benefits.
This probably means that the management may not fend off a takeover at-
tempt which is in the interest of the shareholders with reference to the
interests of employees or others. On the other hand, interests of such other
constituencies may be taken into consideration to the extent that they do
not conflict with the interests of the shareholders. Once an “auction” among
active bidders is in progress, and the object no longer is to protect or
maintain the business, the board may probably not consider non-share-
holder interests.38

In order to allow managements to observe the interests of other con-
stituencies, some of the American states have stipulated in their state cor-
porate statutes that such other interests should be taken into consideration
when managing the company.3?

For a discussion of the business judgment rule and the other issues touched upon
in the text, see Robert Charles Clark, Corporate Law p. 581 ff., Steven G. Brad-
bury, Corporate Actions and Directors’ Fiduciary Duties: A Third-Generation
Business Judgment Rule, 87 Michigan Law Review 276 (1988), Jennifer John-
son & Mary Siegel, Corporate Mergers: Redefining the Role of Target Direc-
tors, 136 University of Pennsylvania Law Review 315 (1987), Dennis J. Block
& H. Adam Prussin, The Business Judgment Rule and Shareholder Derivative
Actions: Viva Zapata? 37 Business Lawyer 27 (1981), and Easterbrook & Fis-

35 501 A.2d 401 (Del. 1985).

36 535 A.2d 1334 at 1341-1342 (Del. 1987). See also Unocal Corp. v. Mesa
Petroleum Co., 493 A.2d 946 at 955 (Del. 1985) where the company’s creditors,
customers, employees and society at large are mentioned as having interests in
the company.

37506 A.2d 173 at 182 (Del. 1986).

38 506 A.2d 173 at 182 (Del. 1986).

39 See, for example, the Ohio General Corporation Law § 1701.59, which refers to
the interests of employees, suppliers, creditors and customers as well as society,
state and nation. See also the Missouri General and Business Corporation Law §
351.347, which, in addition, states that the financial circumstances of an acquiror
as well as his experience, competence and integrity may be considered.
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chel, The Proper Role of Target’s Management in Responding to a Tender Offer,
94 Harvard Law Review 1161 (1981). Easterbrook & Fischel express the view in
the mentioned article that the business judgment rule is not a suitable standard in
these situations because of the conflict of interests between the management and
the company.

3.1.3. Situations not covered by the business judgment rule. The fact
that the conditions for applying the business judgment rule are not met is
not tantamount to the decision or act of management being invalidated by
the courts. Provided that management is able to prove that the decision or
act is “fair” the courts will uphold the decision or act even though a con-
flict has existed between the interests of management and the company
and its shareholders.*?

In this context the fairness-test focuses on whether, in the circum-
stances, it was in the shareholders’ interest to thwart the takeover attempt.
The question is if it was reasonable to prevent a change of control at all
while no attempt is made to analyze if management has wasted the com-
pany’s funds. This point is illustrated by a sceptical comment made by
Gilson in connection with a defensive repurchase of an acquiror’s shares:*!

“Management’s conflict of interest was not in the price paid, but in the decision
to acquire the shares at all. Applying a fairness standard to this decision, how-
ever, requires a court to determine whether is was “fair” for control to remain
with management rather than shift to the offeror. And this inquiry must neces-
sarily focus on whether the shareholders would be better off with existing man-
agement or by selling their shares. But this is an investment decision, made con-
tinually by shareholders in deciding whether to sell their shares, and raises the
same issue of judicial competence which justifies a restrictive judicial role with
respect to the duty of care.”

Especially because of the burden of proof it is, as a practical matter, often
difficult for management to convince courts that a decision was fair to the
company and its shareholders, if it is clear that management had interests
which were not shared by the company and the shareholders. This problem

40 See Treadway Companies, Inc. v. Care Corp., 638.F 2d 357 at 382 (2nd Cir.
1980). See also Mary Siegel, Tender Offer Defensive Tactics: A Proposal for Re-
form, 36 Hastings Law Journal 377 at 394 ff. (1985).

41 Gilson, A Structural Approach to Corporations: The Case against Defensive
Tactics in Tender Offers, 33 Stanford Law Review 819 at 827 (1981). See also
Mary Siegel, Tender Offer Defensive Tactics: A Proposal for Reform, 36 Hast-
ings Law Journal 377 at 395 (1985).
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is magnified because legal proceedings against a company’s management
will frequently be initiated by shareholders after the management has suc-
cessfully defeated a contested takeover attempt which, if it had succeeded,
would have provided the shareholders with a substantial profit in connec-
tion with the tender of their shares.

3.2. British law
3.2.1. Introduction

British companies are managed by a board of directors, cf. Section 282 of the
Companies Act 1985 and Palmer’s Company Law by C.M. Schmitthoff, Vol. 1,
p. 875 ff. Under British law, there is no division of management into what is
known in Denmark as the “bestyrelse” and the “direktion”, cf. V.2.2. However,
in large companies, in practice, the board of a British company usually appoints
one or more managing directors who are in charge of the day-to-day manage-
ment of the company, cf. Palmer’s Company Law, Vol. 1, p. 915 ff. See also
R.R. Pennington, Company Law p. 657 ff., about managing directors.

Under British law, like American law, management owes a duty of care as
well as a duty of loyalty to the company.*2

Although the fiduciary duties owed by management to the company re-
semble the fiduciary duties known in American law, the law in Great
Britain has developed in quite a different direction than has been the case
in the United States, as will be seen later.

Ordinarily, British courts will not challenge the board of directors’
judgment on business matters if the board has exercised its discretion to
serve the best interests of the company.

Where the board is granted a certain discretion and the board’s decisions
and acts are made within the boundaries set forth by the law and the com-
pany’s charter, the so-called “proper purpose doctrine” means that the
courts will not make any second-guesses with respect to such decisions or
acts, provided that the board did not exercise its discretion for an improper
purpose. In this context, improper purposes are purposes others than those

42 See Palmer’s Company Law by C.M. Schmitthoff, Vol. 1, p. 934 ff. and L.C.B.
Gower, Principles of Modern Company Law p. 572 ff. The 9th of the General
Principles of the City Code states that not only the interests of shareholders but
also the interests of employees and creditors should be considered when the di-
rectors are giving advice to shareholders regarding a takeover offer. Although
this indicates that the board should not exclusively protect shareholder interests,
it is also clear that the body of rules contained in the City Code primarily focus
on shareholder welfare.
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which management must pursue according to statutory and case law, cf.
3224

Unlike American law, management of a company has only limited pow-
ers to prevent or frustrate “hostile” takeover attempts without shareholder
approval. While this is generally the case even before a takeover attempt
has been initiated, the powers of management are further reduced in the
event that a public offer for the company’s shares has been made or is
imminent.

3.2.2. Before a public offer becomes imminent. In the leading case,
Hogg v. Cramphorn, Limited** the board of a target-company established
a trust for the benefit of the company’s employees as a response to a
“hostile” bid for all of the shares of the company. The board members ap-
pointed themselves trustees of the trust and used an authority previously
granted by the shareholders at a shareholders’ meeting to issue a large
number of preferred shares to the trust. These shares had 10 votes per
share and as a consequence of the board’s transaction more than 50 percent
of the votes were allocated to “friendly” shareholders. Subsequently, a
shareholder commenced legal action challenging the board’s defensive
steps.

The court held that the board had used its powers to retain its control
and thereby interfered with the rights of a shareholder majority to decide
on the offer made. According to the court, this constituted an improper
purpose.3 The purpose of the authorization given by the shareholders to
the board in Hogg v. Cramphorn, Limited was not to ensure that the board
could remain in control and thwart bids for the company’s shares but
rather to enable the board to raise further funds to the company by issuing
new shares.46

43 See Palmer's Company Law by C.M. Schmitthoff, Vol. 1, p. 940 ff. and Deborah
A. De Mott, Comparative Dimensions of Takeover Regulation, in Knights,
Raiders, and Targets p. 398 ff. at 409-410.

44 (1967) Ch. 254 (1966) 3 W.L.R. 995.

45 The court did not question the board’s good faith or motivation. The motive of
the board had been to maintain a management structure they believed to be better
for the shareholders, employees and the company than the changes likely to
follow if the takeover offer succeeded. Good faith on the part of the board does
not create a “safe harbor” if the board has pursued improper purposes.

46 The case is discussed in Palmer’s Company Law, by C.M. Schmitthoff, Vol. 1, p.
940-941 and by Deborah A. De Mott, Comparative Dimensions of Takeover
Regulation, in Knights, Raiders, and Targets p. 398 ff. at 409-410.
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After the adoption of the City Code the result reached in Hogg v. Cram-
phorn, Limited is not too interesting from a practical point of view as re-
gards target-management’s role when a public bid has been made or is
imminent, cf. the discussion about Rule 21 of the City Code under 3.2.3.
However, the principle that is expressed in the case still provides guide-
lines for the evaluation of acts made by target-management prior to such
public offer. In a somewhat similar case, Howard Smith Ltd. v. Ampol
Petroleum Ltd.*", the court also held that the issuance of new shares for
the purpose of diluting the stockholding of an acquiror falls outside the
purposes that the board may pursue.

Although most cases in which the courts have deemed that directors of a
target-company have exercised the powers conferred upon them for im-
proper purposes have dealt with issue of shares to defend against an un-
welcome takeover attempt or to promote a welcome bid, the improper
purpose test also applies to other defensive steps initiated by target-man-
agement.

A British management may thus not use the powers vested in it for an-
other purpose to frustrate a “hostile” takeover attempt, thereby ensuring
that incumbent management remains in control. Even if management suc-
ceeds in proving that its attempt to defeat a takeover bid was motivated by
a desire to protect the interests of the shareholders and a belief that incum-
bent management was best fit to do this, a defensive step must still — in
order to pass muster — fall within the purposes that management must pur-
sue.

3.2.3. Once a public offer becomes imminent. Even though substantial
restrictions pertain to the ability of management to adopt defensive mea-
sures before a public offer becomes imminent, further severe restrictions
apply the moment that the target-board has reason to believe that a bona-
fide offer may be imminent, cf. Rule 21 of the City Code.

During the course of an offer, or when an offer may be imminent, the
board will have to obtain shareholder approval in order to take a number
of frustrating actions, unless the board acts pursuant to an agreement en-
tered into earlier.

The restrictions on management as mentioned above apply to the issue
of any authorized but unissued shares as well as the issue or granting of
options in respect of any unissued shares. This means that issue and sale

47 (1974) A.C. 821 (1974) 2 W.L.R. 689 (P.C.). This case is discussed in Palmer’s
Company Law, by C.M. Schmitthoff, Vol. 1, p. 941 ff.
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of shares to a “friendly” third party can only take place if the shareholders
approve.

Moreover, target-management may not issue securities, or allow the is-
sue of securities, that may be converted into shares or that carry the right
to subscribe for shares.

Target-management may not sell, dispose of or acquire, or agree to sell,
dispose of or acquire, assets of any material amount. For the purpose of
determining whether a disposal or acquisition is of a “material amount”
the Take-over Panel will consider the value of the assets involved com-
pared with the assets of the target-company, the aggregate value of the
consideration to be received or paid compared with the assets of the target-
company, and the net profits attributable to the assets to be disposed of or
acquired compared with those of the target-company.*8

Finally, the City Code contains a general clause according to which
shareholder approval is required for entering into any contract otherwise
than in the ordinary course of business. According to the practice of The
Take-over Panel, target-litigation for the purpose of defeating a contested
takeover would also be contingent upon shareholder approval.4?

Rule 21 is supplemented by Rule 37.3 of the City Code, according to
which the target-board may not redeem or repurchase target-shares without
shareholder approval under circumstances similar to those described in
Rule 21. Lately, repurchase of shares has been used by a number of British
companies, perhaps influenced by American investment banks.50

The provisions of Rule 21 of the City Code should be viewed in con-
junction with the seventh of the general principles of the City Code, ac-
cording to which the target-board may not take any action on its own
which could effectively result in any bona fide offer being frustrated or in
the shareholders being denied an opportunity to decide on its merits once
an offer becomes imminent. The principle reflects the underlying rationale
behind Rule 21, namely that the target-shareholders — not target-manage-
ment — must decide whether or not to accept the offer.

48  See the Note on Rule 21 of the City Code.

49 See the discussion of the litigation initiated by Minorco against Consolidated
Goldfields by Robert Falkner, Consgold: More questions than answers?,
International Financial Law Review, p. 13 ff. (July 1989).

Within the last few years a number of American investment banks have estab-
lished offices in London. These banks have brought with them know-how, in-
cluding a variety of defensive techniques, see the description hereof by Claire
Makin, The Americanization of British M&A, Institutional Investor, p. 41 ff.
(October 1988).

50
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The result of the restrictions imposed on target-management is that there
is very little room for defensive steps once a public offer may be immi-
nent. The board will have to submit defensive plans for shareholder ap-
proval and the City Code thereby ensures that it is the shareholders who
decide whether to sell their shares.

However, the City Code does not entail that target-management must
remain passive. It is frequently seen that target-management finds a
friendly third party who then makes a competing bid for the target-shares.
Also, management may make proposals to the shareholders, for example
for the purpose of arranging for the merger of the company with such
friendly third party.

The fact that only limited means are available for target-management
has led to many “battles” being fought in British newspapers where target-
management and the acquiror try to persuade the shareholders to follow
their respective views. While statements made in such contexts are often
quite hostile and explicit, Rule 20 of the City Code provides that no
statement may be issued which, while not factually inaccurate, may mis-
lead shareholders and the market, or may create uncertainty.

In addition to the restrictions that the City Code imposes on a target-
management facing a public offer, the City Code contains provisions de-
signed to ensure that target-shareholders receive sufficient information and
advice to enable them to reach an informed decision.’! The Code
specifically stipulates that the target-board must obtain competent, inde-
pendent advice on any offer and further states that the substance of such
advice must be communicated to the shareholders of the target-company.32

Moreover, the target-board must circulate to the target-shareholders its
views on the offer.53 If relevant, the target-board should comment upon
the statements in the offer document regarding the acquiror’s intentions
with respect to the target-company and its employees.5*

4 Danish law - revisited

4.1. Introduction. The American and the British approach discussed
above represent two different ways of handling the issues relating to the
role of corporate management in the takeover context.

51 See the fourth of the general principles of the City Code.
52 See Rule 3.1 of the City Code.

53 See Rule 25.1 of the City Code.

54 See Rule 25.2 of the City Code.
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One of the principal features of American law in this area is the applica-
tion of the business judgment rule to transfer of corporate control. Gen-
erally, a decision made by management facing a takeover attempt is
viewed and treated as any other business decision. Another noteable fea-
ture of the American system is the absence at the federal level of special
provisions pertaining to situations where a takeover bid is made or is im-
minent.

By contrast, the British approach seems to presuppose that there is a
potential conflict of interest between the company and its management.
The “proper purpose test” seeks to motivate management not to use means
at its disposal meant for other purposes to inhibit or thwart takeover
attempts. Moreover, the rules of the City Code are based on the assump-
tion that when a public offer is imminent, a conflict of interest is inevitable
for which reason management may not frustrate the takeover attempt
without obtaining shareholder approval.

With these two approaches as a starting point we will now revert to the
similar issues under Danish law.

4.2. The business judgment rule and the proper purpose test. It is a
weakness inherent in the business judgment rule that, as a point of depar-
ture, it assumes that no conflict of interest exists between target-manage-
ment and the company. According to American case law the rule is only
applicable where no conflict of interest exists. But is it not a fact that there
always is a potential conflict of interest when management is exposed to
the risk of losing its position, area of responsibility and compensation
while target-shareholders may reap economic benefits in connection with a
sale of their shares? How can management be expected to pursue share-
holder interests when the temptation not to do so is so great?

Easterbrook and Fischel are among the most serious critics of the use of
the business judgment rule in the takeover context. They argue that the
presumption that management will make decisions which maximize
shareholder welfare has never been applied where acute conflicts of inter-
est arise, as in contested tender offer situations. Also, they state that the
rationale underlying the rule, i.e. the inability of courts to make better
decisions than managers, is inapplicable to the takeover context.33

55 See Easterbrook & Fischel, Takeover Bids, Defensive Tactics and Shareholders’
Welfare, 36 Business Lawyer 1733 at 1745-1747 (1981) and Easterbrook & Fis-
chel, The Proper Role of a Target’s Management in Responding to a Tender Of-
fer, 94 Harvard Law Review 1161 at 1194 ff. (1981).
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The arguments made by Easterbrook and Fischel are persuasive and it
is, at least, very doubtful whether the business judgment rule is a suitable
standard to evaluate management’s behavior in this context.

The proper purpose test known from British case law and from the dis-
senting opinion in Lorentzen v. A/S Schweitzers Bogtrykkeri (U1934.1081,
W. Cir.) seems to be a more adequate standard by which to evaluate acts
by management. However simplistic it may be, this rule is founded on the
notion that authorities granted to management should only be exercised in
accordance with the purposes for which they were granted. Powers to in-
crease a company’s share capital may only be exercised if this is done for
the purpose of providing fresh capital while it may not be used as a defen-
sive device. The proper purpose test is appealing because it recognizes the
inherent conflict of interest which exists when management faces a po-
tential change of control.

However, one may object that even though the circumstances will often
show what the “proper” purpose is, it may sometimes be difficult to de-
termine if management has pursued an improper purpose.

This leads us to a discussion of what interests should be promoted and
protected by management.

4.3. What interests may be pursued by management?

4.3.1. Introduction. In the takeover context the question of what interests
may be pursued by management is critical since the answer to the question
determines if or to what extent target-management may defeat a “hostile”
takeover attempt with reference to, for example, a desire to keep the shares
of the company on Danish hands or the danger that jobs will be lost as a
result of the takeover.

It is implied in the Companies Act that management must not only serve
shareholder interests but also protect the interests of the company, see e.g.
the reference in § 54, Subsection 1, to the affairs of the “company”. See
also § 63. While determining the shareholders’ interests raises few con-
ceptual problems, more uncertainty is attached to the reference to the in-
terests of the company.

There is no doubt that some of the provisions of the Companies Act aim
at protecting other interests than those of the shareholders. Members of the
board or managers who cause damage to creditors of the company due to
negligence or intent are thus liable pursuant to § 140 of the Act.

Also, in addition to the general culpa-rule, a large number of laws im-
pose on management obligations to meet other standards or requirements
to the effect that if such standards or requirements are not met, the com-
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pany and/or management may face criminal or civil sanctions. Environ-
mental laws and laws on workers’ protection could be mentioned as ex-
amples of this.

Leaving aside the situations where it is clearly stated or accepted that
management owes a duty to others than the shareholders, the question is if
management may use its discretion and powers to pursue other goals or
take into account other factors than those which serve the shareholders’
interests.

4.3.2. The role and responsibilities of companies — the Anglo-Saxon
debate. Although sometimes referred to anthropomorphically3%, a com-
pany is nothing but a legal structure. It possesses no “mind” and pursues
no interests of its own. All it can do is to represent and be the instrument
of its stakeholders, whoever they are.3’

Determining the stakeholders is the very core of the problem, however.
To whom owes management a duty? To the shareholders, to the employ-
ees or creditors, or perhaps society at large?

By attempting to answer these questions we, in effect, also propose the
role companies should play in society.

Many conceptions have developed as regards the proper role of compa-
nies in society, especially among Anglo-Saxon scholars. Since the issue is
the same as under Danish law, we will consider some of these theories be-
fore we turn to the Danish corporate stage.

In their article Corporate Wealth Maximization, Takeovers and the Market for
Corporate Control, Nationalgkonomisk Tidsskrift No. 1/1990, p. 79 ff., Arthur
Stonehill and Kére B. Dullum assert that Anglo-American corporate markets
pursue so-called “Stockholder Wealth Maximization” ("SWM?”), while in non-
Anglo-American markets the notion of “Corporate Wealth Maximization”
("CWM?") prevails. The SWM model, as defined by Stonehill/Dullum, basically
assumes that the single goal of a company is to maximize the shareholders’
return for a given level of risk, whereas the CWM concept presupposes that a
company — due to the existence of several constituencies — has several goals.
The problem of the Stonehill-Dullum article is that it presents an overly simpli-
fied picture of the roles companies are viewed as having in Anglo-Saxon and
non-Anglo-Saxon countries, respectively. Also, as we shall see below, the dif-

56 See, for example, the terminology used by John Kenneth Galbraith in his book,
The New Industrial State p. 75 ff.

57 The nature and characteristics of legal entities are described by Gomard, Hoved-
punkter af selskabsretten p. 10 ff.
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ferences in the present conception of companies in the two categories of coun-
tries may not be that great after all.

The traditional view of the goal of the modern company has been that it
should pursue long-term profitability. In the words of probably the most
prominent supporter of this view, professor Milton Friedman:

“...there is one and only one social responsibility of business — to use its re-
sources and engage in activities designed to increase its profits so long as it
stays within the rules of the game, which is to say, engages in open and free
competition without deception or fraud.”38

The profit maximization model does not suggest or imply that the interests
of others than shareholders do not matter. The regulatory framework
within which a company operates imposes on the company several restric-
tions in order to protect and promote the interests of others, e.g. employees
and creditors.>®

One of the earliest court decisions addressing the issue of corporate social re-
sponsibility, the landmark-case Dodge v. Ford Motor Co., 170 N.W. 668 (Mich.
1919) is frequently referred to as representing the proposition that the only goal
of companies is to pursue profit maximization. In the case Henry Ford, who
owned 58 percent of the shares of Ford Motor Co. and controlled its board, ex-
ercised his control to have the company cease paying any special dividends on
top of the regular dividend of USD 1.2 million. When Mr. Ford took this step,
Ford Motor Co. had a surplus of USD 112 million, including USD 52.5 million
in cash. Ford explained his step by stating: “My ambition is to employ still more
men,; to spread the benefits of this industrial system to the greatest possible num-
ber, to help them build up their lives and their homes”. Among the minority
shareholders of Ford Motor Co. were the two Dodge-brothers who filed a suit
against the company to compel it to increase the dividend payments. The court
accepted the point made by the Dodge-brothers and ordered Ford Motor Co. to
increase the dividend payments to USD 19.3 million, which was approximately
equal to its cash surplus at the time of Henry Ford’s announcement, adjusted by
special dividend payments made between the announcement and the filing of the
lawsuit. Although the case could be viewed as supporting the “pure” profit
maximization model, it could also be construed as having as its prime focus the
abusive behavior of one (controlling) shareholder against the others. One thing is
to exercise one’s control in a way that makes the company conduct altruistic ac-
tivities at a reasonable level, but it is something quite different if altruism leads
to dividend payments at an extraordinarily low level. It is probably hard for most
minority shareholders to accept that they will have to starve because the majority
shareholder wishes to increase his philanthropic contributions.

58 See Milton Friedman, Capitalism and Freedom p. 133.
59 See Robert Charles Clark, Corporate Law p. 678.
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Many scholars have challenged the profit maximization model as a proper
standard for determining the corporate goal. Professor Neil W. Chamber-
lain has thus made the following statement:

“The corporate responsibilities which most concern us as a society are not those
running to shareholders but to other segments of the public and to society as a
whole. One can, perhaps, subsume the latter under the former by invoking the
magic but meaningless incantation of long-run profit maximization. That deci-
sion-principle, if indeed it can be dignified as such, can be made to justify al-
most any policy except liquidation of the corporation, depending on the picture
one draws of what the long term will look like and the road leading to it.”60

According to an alternative school of thought the primary goal of a compa-
ny is the growth of its business. In the words of John Kenneth Galbraith:

“This is the goal that commends itself most strongly to the self-interest of the
technostructure.

....... The paradox of modern economic motivation is that profit maximization
as a goal requires that the individual member of the technostructure subordinate
his personal pecuniary interest to that of the remote and unknown stockholder.
By contrast, growth as a goal is wholly consistent with the personal and pecu-
niary interest of those who participate in decisions and direct the enterprise.”®!

Profit maximization and corporate growth theories are well-known con-
ceptions of what ought to be the goals of companies. However, the pre-
vailing view in Anglo-Saxon countries seems to present a more varied
picture. Perhaps this is best illustrated by the following statement by E.
Merrick Dodd, made in 1932:

“...there are indications that even today corporation managers not infrequently
use corporate funds in ways which suggest a social responsibility rather than an
exclusively profit-making viewpoint .... The view that directors may within
limits properly use corporate funds to support charities which are important to
the welfare of the community in which the corporation does business probably
comes much nearer representing the attitude of public opinion and the present
corporate practice than does the traditional language of courts and lawyers. Nor
are there wanting signs of the adoption of more liberal attitude by legislatures
and judges.

... Such a view is difficult to justify if we insist on thinking of the business
corporation as merely an aggregate of stockholders with directors and officers

60 See statement by Neil W. Chamberlain in The Greening of the Boardroom: Re-
flections on corporate responsibility, (fourteenth annual Columbia law sympo-
sium), 10 Columbia Journal of Law and Social Problems 15 at 36 (1973).

61 See John Kenneth Galbraith, The New Industrial State p. 179-180.
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chosen by them as their trustees or agents. It is not for a trustee to be public-
spirited with his beneficiary’s property. But we are not bound to treat the corpo-
ration as a mere aggregate of stockholders. The traditional view of our law is
that a corporation is a distinct legal entity.”62

Although Dodd recognizes that there are more stakeholders of a company
than merely the shareholders, he still agrees that profitmaking for absen-
tee-owners “must be the legal standard by which we measure (managers’)
conduct until some other legal standard has been evolved”.63

The point made here is further illustrated by the principles for corporate
governance, proposed by the American Law Institute*:

“§ 2.01 The Objective and Conduct of the Business Corporation.

A business corporation should have as its objective the conduct of business
activities with a view to enhancing corporate profit and shareholder gain, except
that, whether or not corporate profit and shareholder gain are thereby enhanced,
the corporation, in the conduct of its business

(a) is obliged, to the same extent as a natural person, to act within the bound-
aries set by law,

(b) may take into account ethical considerations that are reasonably regarded
as appropriate to the responsible conduct of business, and

(c) may devote a reasonable amount of resources to public welfare, humanitar-
ian, educational, and philanthropic purposes.”

The ALI-proposal suggests that profit maximization is the chief goal of a
company, whereas some deviations from this goal are permissible.

Back in the mid-fifties, professor L.C.B. Gower in his article Corporate
Control: The Battle for the Berkeley® indicated that the public opinion in
England seems to support the view expressed by professor Dodd. It is thus
widely accepted that management owes a duty to the shareholders but
may, within certain limits, take into consideration the interests of others
e.g. labor and society as well.

62 See Dodd, For Whom are Corporate Managers Trustees? 45 Harvard Law Re-
view 1145 at 1158-1160 (1932).

63 See Dodd, Is Effective Enforcement of the Fiduciary Duties of Corporate Man-
agers Practicable?, 2 University of Chicago Law Review 194 at 206 (1934).

64 See American Law Institute, Principles of Corporate Governance: Analysis and
Recommendations, Tentative Draft No. 2, 1984, § 2.01.

65 68 Harvard Law Review 1176 at 1190 (1955).
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It is probably fair to say that the picture drawn by the ALI-proposal rep-
resents a very, and perhaps the most, widely held view on corporate gov-
ernance today, at least among Anglo-Saxon scholars.56

4.3.3. Danish law — proposing a model. The question I want to address
now is how the above widely held view on corporate responsibility in
Anglo-Saxon countries fits into what we believe is the proper role of com-
panies under Danish law.

In the following I will try to show that the views expressed by Dodd and
the ALI (as stated above) provide very helpful guidance in connection
with our attempt to find proper solutions to the similar issues under Dan-
ish law.

Under Danish law — as opposed to what is the case in Anglo-Saxon law — the
role of management vis-a-vis the company’s shareholders is not considered to be
that of a fiduciary.

However, contrary to what some commentators believe, concluding that a
fiduciary duty exists for management does not in itself give an answer to what
exactly is management’s responsibility. As stated by Justice Frankfurter, in Se-
curities and Exchange Commission v. Chenery Corporation, 318 U.S. 80 at 85-
86 (1943), “to say that a man is a fiduciary only begins the analysis; it gives di-
rection to further inquiry. To whom is he a fiduciary? What obligation does he
owe as a fiduciary? In what respect has he failed to discharge these obliga-
tions?”

Let us initiate our inquiry by considering the function of a company.

A company is, arguably, nothing but a function of the joint interests of
all the shareholders. The choice of using a corporate structure rather than,
for example, a partnership, does not change the fact that nobody has as
strong an interest in the company as the shareholders. Narrowly stated, the
collective interests of the shareholders of a company could be expressed as
a reference to the objectives of the company.67

Focusing on companies in general, as we saw under V.2.3., it is in the
common interest of shareholders to maximize the value of their equity in-
vestment. This goal resembles the aim of long-term profit maximization
referred to above, except that it specifically includes not only profits in a

66 Not all commentators agree that the ALI-proposal reflects the reality of today,
see e.g. Comment, Corporate Ethics and Corporate Governance: A Critique of
the ALI Statement on Corporate Governance Section 2.01(b), 71 California Law
Review 994 (1983) dealing with an earlier draft ALI-proposal.

67 See also Rolf Dotewall, Skadestdndsansvar for styrelsesledamot och verkstil-
lande direktér — en aktiebolagsridttslig studie i komparativ belysning p. 357-360.
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narrow sense but also gains in the value of the equity investment. For the
sake of accuracy, we will use the term “shareholder wealth maximization”
in the following when describing the shareholders’ interest.

If we use the above functional approach and assume that references to
interests of “the company” are, in effect, references to the collective inter-
ests of shareholders (contrasted with each single shareholder’s interests),
we reach the conclusion that the company should have as its goal to
maximize its shareholders’ wealth. But what then about other constituen-
cies that have an interest in the company? Should we rather determine the
interests of “the company” as a reference to the interests of any stake-
holder of the company and then attempt to define who is a stakeholder?

It is true that the shareholders are those who are the residual claimants to
the company’s assets and thus will lose their investment if the company
goes bankrupt and reap the profits if the company operates successfully.
But it is equally true that the employees and to a certain degree the credi-
tors of a company have an interest in its future. Although employees typi-
cally do not hold shares of the company, they probably feel that their
employment with the company gives them a very tangible interest in the
company and its future. Losing one’s job will be considered by most in-
dividuals as a very serious matter not only financially but also personally.
Following the same line of thought it could, although perhaps less force-
fully, be argued that the creditors of the company ought to have their in-
terests promoted by the company’s management. If the company operates
with losses, or perhaps even goes bankrupt, the losses incurred by the
creditors may be just as big and just as tangible as those which the share-
holders experience. The same could be said to apply to the interests of a
local community which benefits from the jobs and revenues generated by
the company.

Leaving corporate managements with very broad powers to consider
other interests than those of the shareholders poses some serious problems,
however.

One problem is that very broad powers would make it very difficult to
hold management accountable for its acts. For example, how can we chal-
lenge a policy that has been adopted to benefit a local community but is
bad for shareholders? What if the interests conflict, what interest should
prevail? Would it be possible at all to create a framework within which
management must manage the company?

Another aspect is that such a system would give rise to much uncer-
tainty as regards the position of the shareholders. Shareholders would
never know if management had made a “trade-off” in favor of some
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loosely defined public interest and to the disadvantage of the shareholders.
To the extent that it becomes more uncertain to be a shareholder, it is
likely that many investors would be reluctant to invest in the stock market.
This would, in turn, make financing more expensive for companies, since
money would become a scarcer commodity.

The concerns raised here suggest that granting management broad au-
thority to consider multiple interests may not be the best means of pursu-
ing such interests. Rather than leaving such broad powers with manage-
ment, it may be preferable — as is done to a wide extent already — to have
the legislature protect the interests of employees, creditors and society at
large by means of regulation. Doing so would narrow down the field of
uncertainty discussed here.

The point I want to make is not that management should forget about
interests of other groups than the shareholders. But it is suggested that
pursuing maximization of shareholder wealth ought to be the prime objec-
tive of management and that, by and large, management’s acts should be
made to achieve this end.

Maximizing shareholder wealth is a standard which carries with it suf-
ficient flexibility to allow management to consider the well-being of em-
ployees as well as the interests of creditors and society. Even if manage-
ment treats employees in a way which is not optimal from a short-term
cost-benefit viewpoint, or, for example, contributes to the local commu-
nity without assurance that the contribution will lead to benefits of any
kind for the company and its shareholders, such acts can frequently be
justified because they are likely to promote the long-term interests of the
company and thus the shareholders. Employees who are satisfied because
they are offered attractive terms of employment typically do a better job
than people who have less attractive terms, and this difference may benefit
both the company and its shareholders in the long run. Contributions to
the local community may create goodwill which may benefit the company
on a long-term basis. We should not make it a requirement that each single
act by management must lead to some tangible benefits to shareholders.
What is important is that, viewed in their context and as a whole,
management’s acts serve the interests of shareholders not only on a short-
term basis but also in the long run.

In sum, the advantage of applying the shareholder wealth maximization
standard proposed here is thus that it provides a comparatively clearly
defined goal for management and, by the same token, establishes a useful
standard for evaluating managerial acts. Although I recognize that it is
difficult to identify the borderlines of managerial authority, I believe the
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standard proposed here puts a “cap” on the extent to which interests of
other groups than shareholders may be pursued.5®

As we saw earlier, the Danish Companies Act creates a framework for
the pursuit of shareholder interests. Consistently with the thoughts ex-
pressed here, it is generally accepted among Danish legal authors that
management may take into consideration factors other than those that only
relate to shareholders’ interests. Management may thus consider the im-
pact of a decision on the employees and their jobs.®® Moreover, manage-
ment may take into account other interests which benefit the public good
rather than the shareholders. Management may also, within reasonable
limits, grant gifts on behalf of the company for the benefit of the public
good although they may be unable to prove that the gifts create goodwill
for the company or otherwise benefit shareholders.’® There is probably no
basis for shareholders to hold management liable for pursuing interests
other than those strictly connected to the interests of the shareholders.

The question is, however, how far management may go if pursuit of
other interests conflicts with the interests of the shareholders. There is no
case law that provides a bright line between events where pursuit of other
interests than the shareholders’ is acceptable and situations where pursuit
of such other interests violates management’s duties owed to shareholders.

Gomard gives an example of how a conflict between profitability and other
goals may arise.”! If a company receives a takeover offer from a foreign ac-
quiror, Gomard suggests that the board may, at least to a certain extent, consider
the interest in keeping the company on Danish hands without being subject to li-
ability. This is, similarly, the case, according to Gomard, in events where the
company is aware that it may be possible to procure more favorable purchase
offers from foreign acquirors.

There is hardly any doubt that the prevailing view among Danish courts is that
there is an area within which the board, when exercising its discretion, may con-
sider national interests or other factors that benefit the public good. However, we
still face the difficult problem of determining how far the board may go in this
respect.

68  See also the discussion by Eugene V. Rostow in his thoughtful article To Whom
and for what Ends is Corporate Management Responsible? in The Corporation in
Modem Society (Edward S. Mason, ed.) p. 46 ff.

69 See Gomard, Ugeskrift for Retsvasen 1971.B 117 at 132.

70 See Gomard, Ugeskrift for Retsvasen 1971.B 117 at 132, note 48, and § 114 of
the Companies Act.

71 See Gomard, Ugeskrift for Retsvasen 1971.B 117 at 132. See also the discussion
by Gomard at the 29th Nordic Jurist Meeting, 1981, Part I, p. 367-368.
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As long as the board and the managers in all important matters protect and
serve the interests of the shareholders (as determined above) in connection
with the management of the company there is little need to impose further
restrictions on them. Ordinarily, the shareholders should not interfere in
the specific policies or decisions made by management but will have to
accept that management exercises discretion as long as the focus is on
managerial issues. After all, management is hired to run the business and
this includes making business decisions. If the shareholders, nevertheless,
deem that management exercises its discretion in an unsatisfactory way
but still not in a fashion that would constitute a breach of management’s
duties, they may, at any time, remove the board and thereby indirectly also
the managers.

However, the scenario is quite different in the event where management
faces a change of control and gives priority to e.g. the desire to keep the
company on Danish hands or to maintain jobs irrespective of the fact that
this cannot always be reconciled with the interests of the shareholders in
receiving a premium price for their shares.

While it makes sense from a legal and business point of view to grant
the board and the managers flexibility in connection with managerial is-
sues, there seems to be less reason to accept such flexibility in the event
that a takeover attempt is being made or is imminent. The decision
whether to sell the shares or not is first and foremost an investment de-
cision and not a managerial issue.

On the basis of the observations made here it is submitted that it is rele-
vant to distinguish between managerial issues, in a broad sense, and ques-
tions relating to changes of corporate control.

Ordinarily, national interests and the desire to protect jobs are laudable
factors to consider, which frequently do not conflict with shareholder in-
terests. However, the potential conflict between the interests of sharehold-
ers and these other interests is substantial and has farreaching ramifica-
tions for the shareholders in the takeover context.

The argument I want to make here is that the existing principles of the
Companies Act support the view that in these instances the shareholders
should have an opportunity to consider the bid.

§ 134 e, Subsection 1, of the Companies Act pertaining to mergers thus
provides that as regards the dissolving company a merger resolution must
be passed at a shareholders’ meeting. Since, from the viewpoint of the
shareholders of this company, the merger may constitute an important
change in their investment, they should decide if the proposal to merge
should be adopted or not. Similarly, § 116, Subsection 1, of the Compa-
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nies Act provides that, as a general rule, the shareholders and not man-
agement resolve whether or not to liquidate the company.

It should be noted that the board is granted no right to veto merger reso-
lutions or resolutions to liquidate the company.

Perhaps it may be argued that the Companies Act grants the board pow-
ers in situations that are not strictly confined to managing the company,
and that this suggests that no distinction is relevant as proposed here. For
example, according to § 134 e, Subsection 2, it is the board of the surviv-
ing company — and not the shareholders — who decide on the merger of the
company. This is not a very persuasive argument, however. It is correct
that deciding whether or not a company should merge is not a managerial
issue in the strict sense. But it ought to be noted that often a merger has a
limited impact only on the shareholders of the surviving company, who,
therefore, frequently view the transaction like any other managerial act.
This is not always the case, however, and, in order to protect the share-
holders’ interests, shareholders who represent 5 percent of the share capital
of the company have a right to demand that the resolution be passed at a
shareholders’ meeting, cf. § 134 e, Subsection 2, of the Act. The
mechanism provided for in § 134 e, Subsection 2, actually supports the
view that changes of corporate control is a matter that should be decided
on by the shareholders and not by management.

The underlying principle behind the above quoted provisions of Chap-
ters 14 and 15 of the Companies Act dealing with liquidation and mergers,
respectively, is that decisions of material importance in connection with
the shareholders’ investment in the company must be made by the share-
holders and no one else.

The decision whether to sell one’s shares is not a collective shareholder
decision like those made pursuant to Chapters 14 and 15 of the Companies
Act. However, the fact that the sales decision is an individual decision
rather than a collective one does not make the principles expressed in
those two chapters less applicable. On the contrary, the chapters on liqui-
dation and mergers clearly support the viewpoints presented here, and
there seems to be even less reason to allow management to interfere in
each shareholder’s decision as to whether or not he should sell his shares.

From this conclusion it follows that in the takeover context the board of
a target-company should only pursue interests of others than shareholders
if this does not conflict with shareholder interests. It is always a condition,
however, that the laws pertaining to the company’s business and the pro-
visions of the Companies Act protecting the interests of creditors and oth-
ers have been duly observed.
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The target-board should not be allowed to defeat a takeover attempt on
its own, even if it suspects that the acquiror may liquidate and close down
the company’s business after the acquisition. Similarly, the target-board
should not be allowed to attempt to halt a takeover bid with or without a
premium price even though the bid is made by a foreign acquiror with
whom the board does not sympathize.

There may be situations where the target-board believes that the bid has
been made to manipulate the market for the target-shares. Also, a bid may
be of such a nature or be made in such circumstances that it should be ex-
pected to harm the shareholders or some of them.

The question is if we should allow the target-board to defeat a takeover
attemnpt on its own in events where it deems that an offer cannot be charac-
terized as bona fide. Although it may seem appealing to allow the target-
board to create impediments to the takeover attempt in such situations, we
should not forget the inherent conflict of interest discussed earlier. If we
leave it up to the board to determine if a takeover attempt is bona fide or
not, we must expect, as we have seen in the United States, that many
takeovers will be followed by legal disputes on whether the board
breached its duties when it defeated a takeover attempt. One of the prime
reasons for this is probably that boards frequently have a different percep-
tion of what is bona fide than at least some of the shareholders. Therefore,
rather than giving the target-board the right to veto takeovers in these in-
stances, the preferable solution is to impose on the target-board a duty to
inform the target-shareholders and the Copenhagen Stock Exchange im-
mediately and, if necessary, have a shareholders’ meeting convened.

The above comments do not suggest that management should be voice-
less and should not express its views with respect to a takeover attempt. It
may certainly recommend that when considering whether or not to accept
the bid target-shareholders take into account the effects that the acquisition
may have on jobs, Danish national interests, etc. But target-management’s
statements in this connection should be restricted to a guidance or
recommendation to the shareholders and not an attempt to defeat the bid.

4.4. Target-management’s specific rights and obligations. On the basis
of the proposed standard for managerial behavior in the takeover context,
the focus in the following will be on determining the borderlines for what
management may do and must do.

Applying the general principles pertaining to management’s duties to
the takeover context, the target-board must establish a reasonable basis for
the target-shareholders to decide whether or not to sell their shares.
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Typically, the decision to be made by the shareholders of the target-
company as to whether or not to sell their shares will not only depend on
the price and terms and conditions offered, but also on the expectations
that the shareholders may have with respect to the future of the company.
For this reason the target-board’s views of an offer, including the price of-
fered, and, not least, its expectations and plans regarding the company and
the value of its shares, are material. Therefore, it seems reasonable to
impose on target-board a duty not only to remain passive upon the occur-
rence of a contested offer, but to make a statement regarding the offer.
This does not necessarily mean that the target-board must in all circum-
stances express itself in favor of or against an offer. If the target-board
does not feel in a position to determine whether or not an offer should be
accepted, it is probably its right and its obligation to communicate this to
the shareholders of the target-company and explain the background of the
board’s position. Except for these particular cases, where the board does
not feel in a position to make a decision with respect to the offer, it is not
in the interest of shareholders that the board remains neutral. Shareholders
should be advised as soon and as far as this is possible, and the board
should not be allowed to free itself from such duty owed to the sharehold-
ers. In order to ensure that all shareholders benefit from the advice by the
target-board, and receive it at a proper time, it ought to be communicated
to them in writing and through the mass-media.

Any statements by management should be correct, relevant, and not
misleading.

To provide the best possible basis for decision the target-board must
have a duty to disclose to the shareholders any information known to it
and material to the shareholders in deciding on the offer. Examples of this
include voting arrangements agreed upon between the acquiror and the
target-company, and the target-company’s holdings of acquiror-shares.

The Draft Takeover Directive, Article 14, would impose on the board of a target-
company to draw up a document containing its reasoned opinion on the bid. The
document must specify if the target-board is in agreement with the acquiror (and
further specify any agreements on the exercise of the voting rights attached to
the target-shares to the extent such agreements are known to the board). To the
extent members of the board of the target-company hold target-shares, they must
indicate if they intend to accept the offer.

The requirements set forth in the Draft Takeover Directive fail to address
questions regarding the obligation of target-management to act loyally to the
shareholders, cf. the comments made below.
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The Draft Takeover Directive, Article 19, includes an obligation for the tar-
get-board to communicate to its employees’ representatives, inter alia, the offer
document and the document prepared by the target-board. It is not a requirement
under Danish law that the employees of the target-company consent to a transfer
of control and it is thus not clear what effect this provision would have in
Denmark, if adopted.

The British City Code’? imposes on the board of a target-company a duty
to obtain competent independent advice on any offer and further states that
the substance of such advice must be made known to the target-share-
holders. There is probably no need for making it an absolute requirement
under Danish law that the target-board retain independent advisors, al-
though boards may often, as a practical matter, elect to do so in order to be
fully acquainted with e.g. the financial or legal aspects of a takeover
attempt.

When analyzing the action that may be taken by the target-board pur-
suant to the standard developed above, the decisive test is if the acts by
management are likely to bar an offer from being made or from being ac-
cepted by the target-shareholders or merely ensure for the shareholders a
fair and reasonable basis for deciding, but perhaps lead to a delay of the
offer.

The target-board must not interfere in the shareholders’ decision of
whether or not to sell their shares by, for example, creating impediments
for the making of a contested offer or for the acceptance of such offer.

On the other hand, it is a right as well as an obligation for the target-
board to obtain additional information or explanations from the acquiror
regarding the offer if this is necessary to ensure that the shareholders’ de-
cision is made on an informed and legal basis. It is probably the duty of
the target-board to clarify questions of doubt in connection with an offer
made, including regarding the acquiror’s motives or plans. If the acquiror
does not provide the necessary information, the target-board may and
should have a duty to inform the shareholders about this. In such event the
target-board should be entitled to await the further information before
making a statement about the offer, provided that the missing information
is of a material nature in the context of the shareholders’ decision.

If the target-board has reason to believe that an offer was made for the
purpose of manipulating the market for the target-shares or for other abu-
sive purposes, it should be the duty of the board to advise the target-share-

72 See Rule 3.1.
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holders and the Copenhagen Stock Exchange about this immediately, as
mentioned earlier.

The duty of a board to protect the interests of the shareholders can
hardly be extended to include an obligation for a target-board to make ef-
forts to find alternatives to a contested offer, even though it advises the
target-shareholders not to accept the offer. On the other hand, however, the
target-board is free to procure offers from other prospective buyers, pro-
vided that such step is made with due respect for the interests of the share-
holders. The target-board may also propose to the shareholders restructur-
ings of the target-company’s business, for instance, in order to boost the
price of the company’s shares.

The board has a duty to act in the best interest of, and be loyal to, the
company’s shareholders. In case of conflicts of interest, the board must
give priority to the company’s and shareholders’ interests. To the extent
that the Companies Act allows the board to act on its own without share-
holder approval, it must, upon the making of a takeover offer, exercise its
discretion pursuant to the interests of the shareholders rather than its own
interests.”3

According to § 58 of the Companies Act a board member or manager
may not take part in discussions regarding agreements between the
company and the member of the board/manager if he has a material
interest that may conflict with the interests of the company.

If some board members have such a conflicting interest, the remaining members
of the board must decide in the matter. If the entire board has this conflict of in-
terest, it will be the duty of the board to take the steps necessary in order to
avoid the conflict. Depending on the circumstances, this may lead the incumbent
board to resign and arrange for a new board to be elected, or see to it that the is-
sue be submitted to the shareholders for them to decide.

73 In connection with the division of the powers between the shareholders and the
board it is the general principle that only matters which according to the Com-
panies Act or the company’s charter are shareholder matters, must be dealt with
by the shareholders at a shareholders’ meeting. However, legal commentators
have held that the board may be compelled to obtain the approval of the share-
holders in certain other situations where, for example, a proposed action will
change the entire nature of the business of the company (e.g. a sale of the com-
pany’s activities) or otherwise have a crucial impact on the financial position of
the company. See Gomard, Aktieselskabsret p. 312 f., Gomard, Aktieselskaber og
anpartsselskaber p. 151 ff. and Werlauff, Generalforsamling og beslutning p. 97
ff.
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The question of whether or not target-shareholders should accept a con-
tested offer does not involve target-management as a contractual party, and
§ 58, therefore, does not apply to the offer itself.

However, if a third party, e.g. a prospective acquiror, grants the target-
board benefits or favors contingent upon the board’s support of a takeover
bid, such benefits or favors must be disclosed to the shareholders. Follow-
ing the principle in § 58, which is to avoid conflicts of interest influencing
the outcome of corporate decisions, it must be a duty of the board to in-
form the shareholders about any special circumstances that lead to or may
lead to the board’s decisions or approvals being motivated by its personal
interests. The target-board must probably also disclose acts or statements
made by the acquiror which show that, if successful, the acquiror plans to
remove incumbent management. Information of this nature is likely to
give the shareholders of the target-company an impression of the conflict-
ing views that may exist between the acquiror and the target-board and
which may influence the target-board’s attitude towards a bid.

Typically, the decision of whether or not to sell the shares will be an
investment decision based, in particular, on the price offered, while the
target-board may have personal or other reasons for not merely focusing
on the price offered. Only by imposing on the target-board the above dis-
closure obligations is a basis provided that ensures that the target-share-
holders are fully familiar with the motives behind the board’s position
with respect to an offer.

If an acquiror communicates his bid for the target-company’s shares to
the target-board rather than the target-shareholders, e.g. because it is not
clear that the target-board will consider the takeover attempt “hostile”, the
target-board may not delay the bid by failing to inform the shareholders
about the bid. The Information Obligations for Issuers of Listed Securities
contain in § 13 a duty for listed companies to disclose information im-
mediately on “essential circumstances relating to the company which may
be assumed to be significant to the pricing of the securities”. In the official
comments on § 13, public bids made for the shares of a company are not
included among the examples given. However, the making of a bid for a
company’s shares will almost inevitably have an impact on the price of the
company’s shares and therefore be covered by § 13. It would have been
useful if the making of a bid for the shares of a listed company had been
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mentioned in the examples provided in the official comments on § 13, not
least considering the practical importance of such bids.”#

The duty on the part of the board to act in a loyal manner must be exer-
cised equally vis-a-vis all shareholders. The board may not act to the ad-
vantage of certain shareholders at the expense of others, cf. § 63 of the
Companies Act.”>

We have seen how the British City Code imposes particular restrictions
on the target-board once a public bid has been made or is imminent.

The Draft Takeover Directive, Article 8(1). contains restrictions of the powers of
a target-board that are clearly inspired by the British City Code. It is thus stated
that the target-board may not issue securities (as defined) without shareholder
approval from the moment it is informed that an acquiror has decided to make an
offer and until the result of the bid is made public. Moreover, the board may not
without such approval engage in transactions which would have the effect of
“altering significantly the assets or liabilities of the company or resulting in the
company entering into commitments without consideration”, unless the supervi-
sory authority authorizes such transactions, giving its reasons to do to. Also, the
board may not on its own have the company acquire its own shares. Article 8(2)
— probably chiefly as a matter of order — stipulates that the target-board may call
for a shareholders’ meeting during the acceptance period. The board may elect to
do so in order to obtain shareholder approval of specific takeover defenses.

The question here is if the rights and obligations of the target-board as
outlined above create sufficient protection of the shareholders against the
board’s possible acts in violation of shareholder interests. Due to the in-
herent conflict of interests, the target-board should not be allowed to pre-
vent or inhibit future takeovers even though no concrete threat exists. Pri-
ority must be given to the shareholder interests, and it must thus always be
the shareholders who decide whether they want defenses to be adopted or
not.

However, there is still an issue to be considered. Shareholders often
grant authority to the board the exercise of which may affect the share-
holders’ position in case of a takeover. The best example of such authority
is the authority to issue new shares in connection with an increase of the
company’s share capital. If this type of authority has been granted, it may
be tempting for the board to exercise the authority if a “hostile” acquiror
presents himself in order to prevent him from gaining control. In such

74§ 13 of the Information Obligations for Issuers of Listed Securities is identical to
§ 19, Subsection 1, of the Stock Exchange Act.

75 Shareholders owe to each other a duty of loyalty similarly worded, cf. the general
standard provided for in § 80 of the Companies Act.
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event it is important that the board is prevented from exercising its au-
thority for the purposes of fending off the takeover attempt. Similarly,
disposal or acquisition of material amounts of assets, repurchase of shares
or any other defensive device falling within the province of managerial
authority ought to be subject to shareholder approval in this situation. Al-
together, the British City Code provides a useful model at this point for a
solution to the similar issue under Danish law.
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XI  Specific defensive devices and
strategies

1. Introduction

One of the conclusions reached in chapter V. was that contested takeovers
constitute a means by which to “prune” the Danish business world and en-
able it to adapt to changes. With this in mind we attempted in chapter X.
to determine the standards pertaining to managements facing takeover at-
tempts or threats.

The purpose of this chapter is to provide a more detailed picture of man-
agement’s role and — equally important — of the duties which shareholders
owe each other. Also, still with the above-mentioned conclusion in mind, I
will attempt to evaluate the economic impact of defenses and consider if
regulatory changes are needed.

There is no country in the world where the minds of corporate managers
and their professional advisors have been so flourishing and innovative in
connection with the attempts to “protect” companies against “unwelcome”
acquirors as the United States.

Several European countries have experienced a spread of takeover and
defensive techniques from the United States. The high degree of sophisti-
cation in the American takeover market and the aggressive role of Ameri-
can investment banks abroad, and in particular in Great Britain, are prob-
ably some of the key reasons why financial and legal advisors in the Euro-
pean countries have looked to the United States for inspiration when de-
veloping their own techniques.!

Although it remains to be seen if Denmark will be among the countries
that adopt the American concepts, I will in the following describe and
discuss defenses by first looking at defenses developed in the United
States and then trying to draw some parallels for the purpose of illustrating
the extent to which the techniques may be applied in Denmark.? As we
shall see, some of the most significant defensive techniques or corporate
structures already existing in Denmark have been known for years and

I See IL1. for further details on this.

2 For a description and discussion in Danish of U.S. takeover defenses, see Jan
Schans Christensen, Hostile Takeovers — “fjendtlige” virksomhedsovertagelser i
USA p. 46 ff.
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have been used independently of the development in e.g. the United
States.

2. Shark repellents

2.1. Introduction. Frequently, U.S. companies adopt provisions in their
charters or by-laws3 in order to delay or prevent contested takeovers. Such
charter or by-law provisions are known as “shark repellents”.

2.1.1. American law. While amendments of a company’s charter require
the approval of the shareholders, the board of directors is ordinarily entit-
led to alter the by-laws on its own. This right for the board is exercised to
a very large extent in practice since it enables the board to make by-law
amendments for the purpose of avoiding takeovers without having to ob-
tain the approval from the shareholders, which may cause delays. Also, if
the board were to obtain shareholder approval, a significant risk would
exist that the approval would be denied by a majority of the shareholders.

The following description and discussion of shark repellents should be
read against this background. In addition, it should be borne in mind that
several of the American state corporate statutes — and in particular the
General Corporation Law of Delaware — are very flexible as to what par-
ticular provisions may be inserted in a company’s by-laws. On the other
hand, any decision which the management makes may subsequently be
reviewed by the courts.4

2.1.1.1. Proxy contests. To the extent that management cannot act on its
own but has to obtain the approval of the shareholders in a matter, e.g. in
order to alter the charter of the company, management has access to means

The charter of a U.S. company, also known as the certificate of incorporation,
includes the company’s name, its purpose, the nature of its business, the location
of its headquarters, the number of board members, and its capital structure (i.e.
the number of shares which the board is authorized to issue, different classes of
stock, etc.). The by-laws include rules for general meetings and board meetings,
duties of the officers, information about the number of shares issued within the
maximum provided for in the charter, and other rules relating to the company,
provided that such rules do not violate company law or the company’s charter.
For a general discussion of shark repellents, see Ferrara, Brown & Hall,
Takeovers — Attack and Survival p. 319 ff. and Barry G. Baysinger & Henry N.
Butler, Anti Takeover Amendments, Managerial Entrenchment, and the Contrac-
tual Theory of the Corporation, 71 Virginia Law Review 1257 (198S5).
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which provide a significant advantage for management over the
shareholders. This means is the so-called “‘proxy machinery”. When man-
agement seeks support among the shareholders for changing the charter,
the usual procedure is to send proxies to all shareholders. The proxies
contain a statement reflecting the viewpoints of management as well as an
explanation thereof. In addition, the proxies, when signed, authorize
management to vote on behalf of the shareholders at the shareholders’
meeting where the issue will be dealt with. Shareholders who do not agree
with management may then initiate a so-called *“proxy contest” or “proxy
fight”, i.e. submit their proxies to their co-shareholders, explaining their
points of view and soliciting the shareholders’ authority to vote on their
behalf at the shareholders’ meeting. Proxy contests may also be used by an
acquiror who has purchased shares of the company and who now wishes to
put pressure on management in order to alter the company’s business
policy, or who wishes to persuade the other shareholders to take action
against incumbent management.’

As many companies have several thousands of shareholdersS, the costs
in connection with a proxy fight may be significant. While each share-
holder will have to pay all costs in connection with the preparation and
distribution of proxies himself, management may use the company’s funds
to finance its proxies. Not only will management have the benefit of ad-
dressing the shareholders by means of proxies prior to anybody else, but
also the fact that management may use the proxy machinery free of charge
constitutes a significant advantage. Probably there is also an advantage
connected to sending proxies to the shareholders in the capacity of board
of directors rather than merely as a shareholder. Anyway, experience has
shown that management has a better chance of winning a proxy contest
than shareholders.

5 The use of proxies is not limited to disputes between management and share-
holders or among shareholders. In other situations, e.g. where management has
negotiated a “friendly” acquisition or merger, proxies are used as part of the
preparation of the shareholders’ vote with respect to the result of management’s
negotiations.

6 The distribution of shares is reflected in the study by Michael C. Jensen & Jerold
B. Warner, The Distribution of Power among Corporate Managers, Sharehold-
ers, and Directors, 20 Journal of Financial Economics 3 at 5-6 (1988). The study
shows that, as regards companies listed on the New York Stock Exchange, the
five largest shareholders together represent an average of only 24.8 percent of the
company’s common stock.
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Based on a study of a sample of 100 proxy contests in the period of 1981-1985,
John Pound shows the mechanisms underlying the difficulties for shareholders
who dissent with management to gain victory, see Pound, Proxy Contests and
the Efficiency of Shareholder Oversight, 20 Journal of Financial Economics 237
(1988).

2.1.2. Danish law. By changing the charter of a company it is possible to
prevent or delay attempts to acquire the company.

The right to change the charter of a company is vested in the sharehold-
ers, whereas the board, with very few exceptions, may not make any
changes on its own.” This means that all changes of a company’s charter
for defensive purposes must be submitted to the shareholders for approval.

When it is decided at a shareholders’ meeting to amend the charter of a
company in order to be prepared for a possible contested takeover attempt,
the shareholders should bear in mind that — unless otherwise provided in
the company’s charter — a majority of two-thirds of both the votes cast and
the voting share capital represented at the shareholders’ meeting is
required to change the charter back to its original shape, cf. § 78 of the
Companies Act. Charter provisions that have the purpose of ensuring that
all the target-shareholders receive a fair treatment might therefore be
protected by boosting the majority required for changing the charter in
order to avoid an acquiror that has obtained control changing the charter
back to its previous form.

A number of the shark repellents discussed below are designed to pro-
tect the minority shareholders in the event of a change of control. If the
acquiror himself is a minority shareholder of the target-company at the
time of the change of the charter, even he will be able to invoke the pro-
tective provisions meant for the minority shareholders, which may have
unforeseen consequences.

The focus in the following is on defensive charter provisions. However,
it should be noted that rather than having defensive provisions inserted in
the charter, shareholders may elect to enter into shareholders’ agreements.
This option is particularly interesting as regards subject matters which
may not be included in the charter. As we shall see later, the Order on
Listing Requirements mandates that listed shares must be “freely nego-

7 The only resolutions regarding charter amendments that do not require share-

holder approval are those mentioned in §§ 16, 38, 42, 47 and 134 e. None of
these provisions are material in connection with the discussion in the text.
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tiable”, with certain modifications. It is possible by means of shareholders’
agreements to reduce such restrictions.

Shareholders may thus bind themselves (but not shareholders who are
not parties to the agreement) to exercise their rights as owners of their
shares pursuant to specific terms and conditions. The point of departure is
that the principle of freedom of contract prevails in the field of shareholder
agreements.8 For example, shareholders may grant each other rights of
first refusal.

The use of shareholder agreements raises a number of questions, includ-
ing the effect of such agreements vis-a-vis the company and the entire no-
tion of dividing the rights attached to shares. These issues fall outside the
scope of this book, but have been dealt with by other authors.

See the extensive discussion of these issues in Gomard, Aktieselskabsret p. 248
ff., Gomard, Aktieselskaber og anpartsselskaber p. 88 ff., the same author,
Shareholders’ Agreements in Danish Law. 16 Scandinavian Studies in Law 97
(1972) and Werlauff & Ngrgaard, Vedregr og aktioneraftale p. 281 ff.

2.1.2.1. Proxy contests. § 66 of the Companies Act provides that any
shareholder may be represented at shareholders’ meetings by means of
proxies, cf. Subsection 1. It is a requirement that the proxy is in writing
and bears a date. Also, a proxy is not valid for more than one year, cf.
Subsection 2.

The charter of a company cannot deprive shareholders of this right to is-
sue proxies.® As we shall see later, the charters of many companies put a
“cap” on the number of votes that each shareholder may cast. Frequently,
such a charter provision is accompanied by a provision stating that no one
may cast votes on behalf of others in excess of a certain maximum. Some
commentators have challenged the right to insert this type of charter pro-
visions,!0 but it is difficult to see on what grounds such clauses should be
restricted or prohibited.!!

8 See Gomard, Aktieselskaber og anpartsselskaber p. 88 ff. where it is, inter alia,
stated that statutory law or mandatory doctrines of law may limit the freedom to
contract. See also Gomard, Aktieselskabsret p. 257 ff. on the legal effects of
shareholder agreements.

9 See Thomsen, A/S-loven med kommentarer p. 296.

10 See Werlauff, Generalforsamling og beslutning p. 360.

I See also Thomsen, A/S-loven med kommentarer p. 296 expressing the view that
such charter provisions should be considered permissible.
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Article 27(1) of the Draft Fifth Directive would provide that any shareholder is
entitled to have someone else represent his interests at a shareholders’ meeting.
In addition, Article 27(2) would allow the charter or the certificate of incorpora-
tion to impose limitations on the categories of persons eligible to represent the
shareholders at the shareholders’ meetings. However, any shareholder must have
the right to appoint another shareholder to represent him. A transformation into
Danish law of the provisions of the Draft Fifth Directive would make it possible
for companies to limit the use of proxies more than can be done under the
present regime.

Article 28 of the Draft Fifth Directive would govern the issuance of proxies
by shareholders to, inter alia, the company itself, or rather its board. When so-
liciting proxies, the board would have to state the agenda for the shareholders’
meeting regarding which the proxies are solicited. Proxies are limited to that
particular shareholders’ meeting and a subsequent shareholders’ meeting with
the same agenda. The solicitation for proxies should include a request for in-
structions regarding the exercise of voting rights with respect to each of the
itemns on the agenda. Also, the proxy solicitation should include an indication of
the guidelines according to which the company will exercise the voting rights
thus conferred on it temporarily in the absence of instructions.

In particular, the requirement that proxies are only valid with respect to one or
more shareholders’ meetings on the basis of the same agenda is a restriction,
compared to the law as it is today.

As is the case in the United States, management has at its disposal the
“proxy machinery”. Within the boundaries of its duties owed to the com-
pany and the shareholders, management may thus use the company’s
funds to prepare and distribute proxies.

Management may not, however, use the company’s money to pay
shareholders in order to induce them to sign the proxies. Such a step
would fall outside the scope of the managerial powers, cf. the principle
found in § 114 of the Companies Act, according to which gifts must ordi-
narily be approved at a shareholders’ meeting, whereas the board has very
limited powers in this regard.

On the other hand, the board may try to persuade the shareholders to
sign the proxies by, for example, informing them about plans of changes
of the corporate structure or of the business that, in the board’s opinion,
supports the stand taken by the board.

Shareholders, who are not board members, are, as a point of departure,
free to induce fellow shareholders to sign proxies by promising them con-
sideration of some kind. It is, of course, a condition that payments of this
nature do not conflict with the duties which the recipient owes to others.
Also, there could be particular circumstances in which payments even to
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non-board members constitute a violation of the general standard on “good
marketing practice” in § 1 of the Act on Good Marketing Practices!2.

Even though the board of many major Danish companies listed on the
Copenhagen Stock Exchange solicit and obtain proxies from the share-
holders in connection with the shareholder meetings and are thus autho-
rized to vote on behalf of a sometimes large number of shareholders at the
shareholders’ meetings, proxy contests as they are known from the United
States and Great Britain have not been seen in Denmark.

2.2. Delaying or thwarting an acquiror’s attempt to gain control at an
extraordinary shareholders’ meeting

2.2.1. American law. An acquiror attempting to take over a company has
an interest in exercising his influence over the company at a shareholders’
meeting as soon as possible in order to elect new members to the board
who promote his plans and policies and to address the other shareholders
for the purpose of changing the target-company’s charter or by-laws, if
this is deemed necessary. The management of the target-company, on the
other hand, has an interest in slowing down the acquiror’s takeover at-
tempt in order to gain time so that it gets the opportunity to evaluate the
contested offer and, if this is in the shareholders’ interest, to motivate the
shareholders not to accept the offer.

As regards the shareholders of the company, there might be different
interests. Many of the shareholders probably have as their primary interest
to achieve the highest possible price for their shares. Others attach impor-
tance to keeping control of the company. However, even for the latter
group of shareholders the final decision is likely to depend on the price of-
fered for the shares. It is in the interests of all shareholders to have the
chance to decide on the acquiror’s offer, but also to avoid a *“raid” which
deprives them of the opportunity to carefully consider the bid made by the
acquiror and to receive the evaluation by management of such bid.

The Delaware General Corporation Law, § 228, provides that, unless
otherwise set forth in a company’s charter, any action to be taken by
shareholders at shareholders’ meetings may be taken without such meet-
ings, without prior notice and without a vote, if a written consent, setting
forth the action so taken, is signed by shareholders having at least the

12 See Werlauff, Generalforsamling og beslutning p. 361 f. where it is, inter alia,
pointed out that banks and savings banks are subject to particular restrictions un-
der § 1 of the Act on Banks and Savings Banks, see now Consolidation Act No.
740 of November 30, 1989, as amended by Act No. 306 of May 16, 1990.
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minimum number of votes necessary to authorize or take such action at a
shareholders’ meeting.!3 If a Delaware corporation has no staggered
board!4, an acquiror who has acquired 51 percent of the votes will be able
to remove the entire board of directors without notice and without having
to await a vote. Obviously, the fact that an acquiror can exercise his influ-
ence or control immediately without having to wait for a meeting of
shareholders is a considerable advantage for him.

This advantage may be eliminated by providing in a company’s charter
that no written consent can take place in lieu of shareholders’ meetings.
By requiring an acquiror to call for a shareholders’ meeting, management
gets a little more time to prepare for the meeting and evaluate the takeover
attempt made by the acquiror.

Almost as efficient as eliminating written consent is allowing such con-
sent, provided, however, that all shareholders have received notice about
the consent procedure and have signed the written consent.!3

Alternatively, it may be stipulated in a company’s charter or by-laws
that requests for action by written consent must be submitted to the board.
who will then stipulate a record date which will determine the sharehold-
ers eligible to accept action by written consent.!®

Instead of leaving the board such flexibility a specific notice may be
used. However, if a very long notice is used, which will unduly delay any
shareholders’ action, the by-laws may be invalidated by the courts.!’

Also, unless the state corporate legislation provides for a right for a cer-
tain percentage of the shareholders of a company to call for a shareholders’
meeting, it may be decided by the board of directors that extraordinary
shareholders’ meetings can only be called for by the chief executive offi-
cer or a majority of the board members. A provision of this nature that

13 This principle of written consent under Delaware Law has been criticized, see
e.g. Leo Herzel, Scott J. Davis & Daniel Harris, Consents to Trouble, 42 Busi-
ness Lawyer 135 (1986). Several other state statutes also provide for use of writ-
ten consent but frequently subject such consent to various limitations, see e.g.
New York Business Corporation Law § 615.

14" See 2.5 on this concept.

15 In some states, written consent is only allowed if all shareholders agree to such
procedure, cf. New York Business Corporation Law § 615.

16  See Ferrara, Brown & Hall, Takeovers — Attack and Survival p. 328 ff.

17 See Datapoint Corp. v. Plaza Securities Co., 496 A.2d 1031 (Del. 1985). For a
discussion hereof, see Ferrara, Brown & Hall, Takeovers — Attack and Survival p.
328 ff.
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may be inserted in a company’s by-laws will enable management to eval-
uate and, if appropriate, fight a contested takeover attempt.

2.2.2. Danish law. When an imminent danger exists that the company will
be the target of a contested acquisition it is often too late to establish de-
fensive measures by changing the company’s charter. If a contested
takeover attempt is in its incipience, management of the target-company
may try to arrange for an extraordinary shareholders’ meeting in order to
obtain shareholder approval for the adoption of defensive charter provi-
sions.

Under Danish law it is not possible for the holder or holders of the ma-
jority of the shares of a listed company to act by “written consent” rather
than having an ordinary shareholders’ meeting, even though it is clear that
the shareholder or shareholders have a number of votes that leave no doubt
that they have the sufficient number of votes to effect changes of the
company’s charter or make other decisions at the shareholders’ meeting
without receiving support for their proposals from the other shareholders.
A “true” shareholders’ meeting must be held in all circumstances and all
shareholders must have the opportunity to express their views with respect
to the matters appearing on the agenda.

Any shareholder, including an acquiror already owning shares of the
company, has the right to have a matter dealt with at a shareholders’
meeting, provided that he submits a written demand for this to the board
of the company in time for the matter to be included in the agenda for the
shareholders’ meeting, cf. § 71 of the Companies Act. This rule means
that a matter must be submitted at a point in time that enables the com-
pany’s board to include the point in the agenda, i.e. in view of the time re-
quired for preparing and printing the notice and the agenda. The board
may not refuse to include a matter proposed for the agenda by an acquiror
if the matter has been communicated to the board early enough to be in-
cluded in the agenda, considering the usual time required by the board to
prepare the agenda.!®

The shareholders of a company may elect to insert a notice in the com-
pany’s charter regarding matters to be included in the agenda. However,
the courts have held that such a notice may not be longer than the time

I8 The question of how much time the board would need to prepare the agenda
depends on the circumstances and, in particular, on the usual time required for
the preparation of the notice, etc., see Thomsen, A/S-loven med kommentarer p.
308.
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necessary for practical reasons to include a matter in the agenda. The
shareholders may not adopt a particularly long notice in order to postpone
the resolution regarding a proposal made by a shareholder if the proposal
was sent to the board at an early point and could have been included in the
agenda without difficulties. Such step would constitute an abuse of the
notice for matters to be included in the agenda.!?

An acquiror who is already a shareholder of a company may take the
initiative to have an extraordinary shareholders’ meeting convened. § 70
of the Companies Act provides that an extraordinary shareholders’ meet-
ing shall be convened within 14 days if required in writing by shareholders
owning 1/10 of the share capital or any lesser fraction set forth in the
company’s charter. To avoid an acquiror taking steps at an earlier point in
time to have such a shareholders’ meeting convened, companies having
charters where a lesser fraction is required to convene shareholders’
meetings may consider changing the charter back in accordance with the
“default” rule in § 70.

It may be stipulated in the charter of a company that, in order to be able
to attend a shareholders’ meeting, shareholders must notify the company a
certain number of days prior to the meeting. However, according to § 65,
Subsection 2, the notice period may not exceed 5 days. Consequently, no-
tice periods under § 65, Subsection 2, are immaterial in connection with
the planning of takeover defenses.20 The Danish Commerce and Com-
panies Agency has expressed the view that the shareholders of a company
may not, by providing for this in the charter, leave it to the discretion of

19 For a related kind of abuse, see Mpller v. Rederiet Frode A/S (U1918.330, M&C
Ct.). This court decision dealt with a company that had a charter provision ac-
cording to which the ordinary shareholders’ meeting was to be held each year
prior to the end of April, and matters to be included in the agenda in order to be
dealt with at the shareholders’ meeting should be submitted to the board prior to
February 1. The court found that decisions made at a shareholders’ meeting in
January were invalid. Compare the particular circumstances in the decision in
Nathansohn v. Dansmidth Trust Company A/S (U1930.762, E. Cir.). For a discus-
sion of these questions, see Gomard, Aktieselskaber og anpartsselskaber p. 157
f., Thomsen, A/S-loven med kommentarer p. 307-308, Krenchel, Hdndbog for
dirigenter p. 28, Werlauff & Ngrgaard, Vedregt og aktioneraftale p. 144 ff.,
Werlauff, Generalforsamling og beslutning p. 529 and John Korsg Jensen,
Ugeskrift for Retsvaesen 1974.B321.

20 On the computation of the five day period, see Thomsen, A/S-loven med kom-
mentarer p. 295.
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the board to decide for which shareholders’ meetings notification is re-
quired to attend the meeting.?!

§ 67, Subsection 2, of the Companies Act is of particular importance in
connection with attempts by an acquiror to gain control of the target-
company at an extraordinary shareholders’ meeting. According to this
provision, it may be stipulated in the charter that a shareholder having ac-
quired shares by means of a transfer shall not be entitled to exercise his
voting rights in respect of such shares before the expiry of a certain period.
The period in question may not exceed 3 months, counted from the date
on which the shareholder was included in the company’s list of
shareholders or on which he notified the company about his acquisition
and provided evidence of his title to the shares. Using a record date within
the framework of § 67, Subsection 2, may give target-management and
shareholders more time to consider the takeover attempt made by the ac-
quiror. On the other hand, it should be borne in mind that not only ac-
quirors but also “friendly” shareholders must observe the record date. In a
decision from the beginning of this century it was held that a shareholder
cannot circumvent a record date by obtaining an irrevocable proxy to vote
at a shareholders’ meeting from the seller of the shares, cf. Olsen v. J.
Koefoeds Skibsbyggeri (U1919.175, M&C Ct.).

For a general discussion of § 67, Subsection 2, see Thomsen, A/S-loven med
kommentarer p. 299-300, and Werlauff, Generalforsamling og beslutning p. 339
ff. Record dates do not apply to decisions pursuant to § 79, Subsections 1 and 3,
of the Companies Act, see Thomsen, A/S-loven med kommentarer p. 299. The
question if the shares owned by a shareholder who cannot vote due to the record
date will have to be included when calculating the two-thirds of the votes
represented at the shareholders’ meeting pursuant to, inter alia, § 78 of the Com-
panies Act is dealt with under 2.3.2. As to circumventions of § 67, Subsection 2,
by means of disguising share transfers as creditor action or by means of pur-
chase rights coupled with irrevocable proxies, see Werlauff & Ngrgaard,
Vedtegt og aktioneeraftale p. 130 f. Generally, transactions that are sheer sham
are likely to be invalidated as being arranged for the sole purpose of circum-
venting the record date, cf. Olsen v. J. Koefoeds Skibsbyggeri (U1919.175,
M&C Ct.). See also Gomard, Aktieselskaber og anpartsselskaber p. 89-90 (note
20).

Danish law allows for the adoption of a charter provision according to
which shareholder resolutions must, in order to be valid, receive approval
at two consecutive shareholder meetings.

21 See Thomsen, A/S-loven med kommentarer p. 295.
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As an alternative, the charter may set forth that e.g. two-thirds of the
company’s share capital must be represented at the first shareholders’
meeting where the matter is decided upon. If the proposal receives the
sufficient number of votes, but fails to meet the quorum requirement, a
second shareholders’ meeting is held (at a time when the shareholders of
the company are familiar with the plans of the acquiror and have had suf-
ficient time to consider these plans) where the proposal may be adopted
without any quorum requirement. It is not advisable for the requirement
that proposals must be approved at two different shareholders’ meetings to
apply to all resolutions since this would result in even the adoption of or-
dinary and non-controversial proposals constituting a burden for the
shareholders.2?

2.3. Supermajority voting requirements

2.3.1. American law. After gaining control of a company an acquiror
may, depending on the circumstances, find it advantageous to merge the
target-company and the acquiror, as a part of which the minority share-
holders of the target-company will be cashed out.

Frequently, this option will be prevented or inhibited by the relevant
state corporate statute, cf. VIII.3.4. If no state protection exists there is a
risk that the acquiror will treat the minority shareholders unfairly by
paying them an unreasonably low price for their shares. To reduce or pre-
vent this risk, it may be stipulated that a merger between the acquiror and
the target-company cannot be approved by a bare majority of votes (which
is otherwise the case in many states) but requires the approval of 2/3 of the
target-shareholders. Another alternative is to require a bare majority
among all shareholders not counting the acquiror. Similar supermajority
provisions may be adopted in connection with other kinds of shareholder
decisions that may favor acquirors.

A variation of the above theme is the so-called “fair price” clause. Such
a clause entails that e.g. a merger requires a supermajority vote, unless the
price which is offered to the minority shareholders in connection with the
cash-out, is equal to or exceeds the highest price which the acquiror has
paid for shares of the target-company prior to the merger. By using a
minimum price threshold, an acquiror will be compelled to pay a fair price
for all shares belonging to minority shareholders.

22 The various ways of drafting charter provisions according to which a resolution
must be passed at two shareholders’ meetings are discussed in Werlauff & Negr-
gaard, Vedtegt og aktioneeraftale p. 168 f.
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Generally, American courts have accepted the use of supermajority by-
law provisions, including fair price clauses, in the takeover context, the
argument being that such provisions constitute a reasonable protection of
the minority shareholders’ interests, cf., for example, Morressey v. Tower
Corp.23

2.3.2. Danish law. Under the Companies Act it is a principle that, unless
otherwise provided in the Act or the charter of the company, matters to be
resolved at a shareholders’ meeting are subject to a bare majority require-
ment, cf. § 77 of the Act. It follows from § 78 of the Companies Act that
most charter amendments are subject to a majority of two-thirds of both
the votes cast and the voting share capital represented at the shareholders’
meeting, cf. below. Therefore, there is ordinarily no real need to deviate
from the point of departure in § 77 regarding other shareholder decisions
by amending the company’s charter.24

Many resolutions that lead to a material change of the structure or busi-
ness of a company require a change of the scope clause of the company’s
charter. However, certain resolutions that constitute a radical change of the
company and its business may be effected without changing the scope
clause. Such resolutions may, depending on the circumstances, include
discontinuance, restructuring or sale of the company’s business without
dissolving the company.?> Unless otherwise provided in the charter, reso-
lutions of this kind may be adopted with a bare majority pursuant to § 77
of the Companies Act. This could be avoided by providing in the charter
that proposals regarding changes of this nature require the same qualified
majority as is the case with charter amendments.

When construing the term “bare majority”, the Commerce and Companies
Agency has accepted in its practice to register as valid resolutions that are

23 559 F.Supp. 1115 (E.D.Mo0.1983) aff’d 717 F.2d 1227 (8th Cir. 1983). In this
case the supermajority voting requirement applied to mergers involving share-
holders that owned more than 10 percent of the company’s shares. See also FMC
Corp. v. R.P. Scherer Corp., 545 F. Supp. 318 (D. Del. 1982). In this case the
supermajority requirement applied to mergers involving a shareholder which
owned at least 10 percent of the company’s shares, provided that the merger had
not been approved by the board; otherwise a simple majority requirement ap-
plied. See also Seibert v. Milton Bradley Co., 405 N.E. 2d 131 (Mass. 1980).

24 See also Werlauff & Ngrgaard, Vedtegt og aktioneraftale p. 161-162.

25 See Gomard, Aktieselskaber og anpartsselskaber p. 271 f. and Gomard, Ak-
tieselskabsret p. 313 See also Werlauff & Ngrgaard, Vedtegt og aktionceraftale
p. 163 f. and Werlauff, Generalforsamling og beslutning p. 97.
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