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INTRODUCTION

A takeover bid, which could be considered as arraffiade to the holders of a
company’s securities, is likely to bring severalsitige effects to target
companies. In fact, in most cases takeover bidsesept somewhat able to
allocate the company resources more efficiently andreate synergies between
target and bidder companies. In particular, theated “hostile takeover bids”,
which are tender offers in which bidders directyer to target shareholders, on
the one hand, permit to replace inefficient manag@neams; on the other hand,
they are able to stimulate the management teamunotie company more

efficiently.

However, in case of hostile takeover bids, the thadrdirectors is likely to be in
conflict of interests, being it aware that, in cise hostile bid succeeds, the new
controlling shareholder would replace the managémeam. Thus, for this
reason, the board of directors is induced to trgdteat the bid, even if its terms

and conditions are valuable for the target compartyits shareholders.

Therefore, in light of the fact that, on the onendhatender offers usually bring
positive effects and, on the other hand, the badrdirectors is likely to be in
conflict of interests, the launch of a tender oSaould be regulated, stating who
should be the driver of this procedure and whiclwvegrs it should have been
provided with.

The aim of this thesis is to provide for a cleawion this topicj.e. to state all
the several aspects of a takeover bids regulasi@nting with the analysis of the
European Directive 25/2004/EC, which has estabdighe passivity rule. | argue
that the passivity rule represents a current topince, notwithstanding the
European Directive has been adopted in 2004 anttmgnted by Member States
in 2006, the most effects of this regulation wil §een in the years to come, when
the financial crisis will be passed and the merged acquisitions market will

come back to work.

The structure of this work is based on three chigptes a final chapter in which |



will express my belief on the passivity rule.

Chapter Iconcerns the several reasons at the basis ofuta&an Directive on
Takeover Bids (Directive 25/2004/EC), which coul@ ltonsidered as the
necessity (i) to provide for a more open marketdorporate control and (ii) to
provide target companies with the same safeguardspawers in facing hostile
tender offers within European Union. Thus, Europ&mmission decided to
intervene in this delicate topic, in order to pdrthe replacement of non-efficient
management team that an open market for corpocatieot could allow, and in
order to provide for a harmonized takeover bidsulagn within European

Union.

European Directive (Directive 25/2004/EC), in orderachieve those aims, has
provided for a passivity rule, which is based amé¢hmain provisions, such as: (i)

the board neutrality rule, (ii) the breakthrouglkerand (iii) the reciprocity rule.

The board neutrality rule, which has been provided in Article 9 of the
Directive, prohibits the target board of directtrsake any defensive measures or
to engage in frustrating operations against a leostinder offer, unless it receives

a previous shareholders meeting’ authorization.

The breakthrough rule, which has been providednférticle 11 of the Directive,
states that any restriction on the transfer ofeshar on voting rights, should they
be provided for in the company’s bylaws, as welbgscontractual agreements,
will not work vis-a-vis the bidder in the period of acceptance of the bide
above mentioned restrictions will also not applythe first general meeting after

the success of the hostile bid.

The reciprocity rule, which has been provided fofArticle 12 of the Directive,
allows companies that are subject to the board ralé@yt rule and to the
breakthrough rule, to misapply them, should thegobge target of a company that
it is not subject to the same or correspondingstule

Thus, the decision of the European Commission guleging takeover bids has
been to deviate powers from the board of directorthe shareholders’ meeting.

In fact, European Directive (Directive 25/2004/E@gulating pre and post-bid



defensive measures, has prohibited the board ettdirs to act against a hostile
tender offer, leaving the decision as to the pd#sibto accept the bid or
eventually to defeat the bid in the hands of shadshs, considering them the

owner of the company.

However, as we will have the possibility to seeCimapter |, European Directive
(Directive 25/2004/EC) has provided for the aboventioned three main
provisions as optional and not mandatory, leavimgMember State and national
company free to decide whether to implement thesipég rule’s provisions
(“opt-in”) or not (“opt-out”). Moreover, it shoulde noted that Member States and
companies are also allowed to partially adopt theedlive, being they not
required to decide to implement or not all the patysrule’s provisions. Indeed,
Member States and companies could for example edoidubject themselves to
the board neutrality rule and to the reciprocitierumisapplying the breakthrough

rule.

This optional feature has been caused by the regigtance of Member States in
approving a European directive on takeover bidschvhas lasted almost twenty

years.

Chapter Il concerns the implementation of the European Duec(Directive
25/2004/EC) by Member States, which were requioeadiopt the passivity rule’s
provisions by May 26, 2006. | argue that this assessment represents a
fundamental step, due to the possibility for MemB¢ates and companies to

decide whether to adopt the three main provisionmst

In particular, it will be analyzed the implementatiof the European Directive by
the major Member States, such as Italy, Germang, @mited Kingdom. This
study will be useful in order to assess whethenatr the European Directive
(Directive 25/2004/EC) establishing the passivitlerhave achieved its purposes

of harmonization.

Anticipating the conclusions that will be reachédis possible to state that if
German companies are subject to the most proteéstiand patriotic regime, and

that UK companies are subject to the most openmegiltalian Legislator



decision could be considered as the middle grousttvden the UK and the
German regulation. In fact, it should be firstlydsthat Germany have decided to
totally not implement the European Directive (Diree 25/2004/EC), leaving the
decision on the adoption of the three provisionsthe hands of German
companies. United Kingdom and lItaly have insteadtllypamplemented the
Takeover Bids Directive. In fact, with reference ttee board neutrality rule,
United Kingdom decided to impose it as mandatorgergas Italian Legislator
decided to provide for it as a default system, ilggittalian companies free to opt-
out Article 9 of the Directive. With respect to thesakthrough rule, both Italy
and United Kingdom have decided not to implemeatDirective. Finally, Italian
Legislator have implemented the reciprocity ruléeveas United Kingdom have
decided not to provide its companies with the pmktsi to benefit from its

adoption.

Finally, it will be analyzed the US and Chineseetakers regulation, in order to
be able to identify what defensive measures Eurogeanpanies are allowed to
adopt in case of tender offers by US and Chinesepanies. Moreover, this
comparison would permit us to understand the st&t of Member States
against the European Takeover Bids, which was méased on the fear to allow
US companies to easily take European companies é&tethe same time, the
assessment of the Chinese takeovers regulationperayit us to understand how
European companies will be able to defend themseagrinst hostile offers
launched by Chinese companies, which are alwaye tilaly to try to externally

explain their business taking over European congsani

Now, having a brief look at the US takeover bidgutation, it is possible to say
that US target board of directors is allowed to usdensive measures and
entrench itself. In fact, in running the comparhg board of directors is covered
by the business judgement rule, which states thatse of rational basis of the
board’s behavior, courts are not allowed to chakeris decisions. However, in
facing hostile takeover bids, and after theocal Corporation v. Mesa Petroleum
Corporationcase in 1985, the Delaware Supreme Court havedstiade in order

to be protected by the business judgement ruleholaed of directors must satisfy
an enhanced scrutiny, passing two tests. Firsthdaed of directors has to prove



the detrimental effects of the hostile tender offeecause of its possibility to
affect the company’s business. Second, the boaddedtors has to prove that the
actions taken were reasonable with the detrimaritats and that they have been
taken in order to achieve the company’s interedtswvever, as we will more

detailed see, the board of directors could easigetnthis enhanced scrutiny,
simply establishing the low price of the offer, astdting that the actions taken
were not coercive or totally preclusive of the sssc of the offer. Thus, it is

possible to say that US takeovers regulation iallfobpposite to the European
Directive (Directive 25/2004/EC), allowing the tatgooard of directors to adopt
defensive measures, such as poison pills and stedjgeards.

Furthermore, | will take into account the Chineakebvers regulation. It should
be said that Chinese takeover bids regulation sed@an the belief that the board
of directors has to run the company, and has tlesipitity to adopt defensive

measures against hostile tender offers. In faetpttard of directors is allowed to
adopt defensive measures, with the only need td itseduciary duties showing

that the measures were adopted in order to sdatsficompany’s interest. Thus,
Chinese companies have a huge possibility to defleachselves against hostile
tender offers, and in fact, in the last years m&tjnese companies have
introduced some antitakeover provisions in theiawg. Therefore, it is possible
to assess the Chinese takeovers regulation ag ¢tosige US regulation than to

the European passivity rule.

Chapter lllis focused on the analysis on whether the passivig/represents the
best way to regulate takeover bids or not. The ainthis chapter is to firstly
provide for the theoretical implications of the pagy rule and of an opposite
regime based on the possibility for the board okdabrs to adopt defensive
measures in facing hostile tender offers. TheniJllitey to analyze whether or not

these theories are confirmed by empirical data.

Therefore, it will be taken into account the theofyBebchuk, Coates IV, and
Subramanian, according to which, any attempt towathe board of directors to
decide on the merits of the bid and to decide hovate hostile tender offers

could be detrimental for the company. In fact, taegue that hostile tender offers



are always beneficial for target companies andsitareholders. According to
these three academics, target companies would ibdreah a more efficient
board of directors, and target shareholders woeltefit from a premium paid

over the shares value.

Conversely, some academics are against the passilgt stating that this rule is
able to bring some negative effects that a regiltogvng the board of directors to
act against tender offers could bridge. The theaagainst the passivity rule state
that its most detrimental effects rely on th@rgaining power hypothesend to
the rational myopia hypothesisAccording to thebargaining power hypothesis
the board of directors would be able to get a higiares price, due to its wider
knowledge of the company business. According to thgonal myopia
hypothesisif the board of directors was allowed to adodedsive measures and
to defend the company from hostile tender offdrspuld be less accountable to

shareholders and it could make more long-term invests.

However, as we will see in detail, empirical datzesl not confirm these two
hypothesis. Conversely, the theory favorable to plassivity rule has been
confirmed from empirical data showing that takeadeiensive measures lead to a
reduction on the target shareholders’ returns b0%. Thus, as it has been shown
by empirical data, defensive measures are likelybéo detrimental and the
passivity rule should be preferred to the systdowahg the board of directors to

act against hostile tender offers.

Chapter 1V concerns the weaknesses of the European Direciieective
25/2004/EC) and of the passivity rule, in ordeptopose some solutions to the
issues that the European Commission have stillsobted. In my opinion, the
most important weaknesses of the European Directosgcern its optionality
feature, the reciprocity rule, the monetary compéna provided for in Article 11
of the Directive, and the possibility for the boarfddirectors to seek alternative

bids and to provide shareholder with a report wiglopinion on the bid.

In fact, the European Directive provided Membeité&tand companies with a too
huge freedom concerning the implementation of thespity rule’s provisions.

Thus, a solution could be to restrict the Membextedt and companies freedom,



allowing them to totally apply or misapply the Oitee: i.e. requiring them to
implement or not both the board neutrality rulee tireakthrough rule, and the

reciprocity rule, so creating more harmonizatiothwi European Union.

Moreover, trying to explain the weaknesses conogrrihe reciprocity rule, |
argue that companies could be stimulated to imphentlee passivity rule’s
provisions only when they plan to launch a tend&roln fact, this abuse could
permit the bidder to take advantage from the recipy rule prohibiting the target
company to defend itself. Thus, in order to avbid misconduct | will propose to
apply the reciprocity rule only in case the biddersubject to the same or

corresponding rules for 6 or 12 months.

With reference to the issue concerning the monetanypensation provided for in
Article 11 of the Directive (Directive 25/2004/EQh my opinion, it should be
taken into account the distinction between the Mengiates implementation and
the companies implementation of the breakthroudé. na will be proposed to
establish the right to receive a monetary compensahly in the first case, since
in case in which the company had voluntarily addgtee breakthrough rule, its

shareholders would have knowingly subject themselwesuch rule.

Moreover, Article 9 of the Directive, which estabied the board neutrality rule,
expressly states that the board of directors iglemtto seek alternative bids and
to provide shareholders with a report with its ammnon the merits of the bid. In
my opinion, being the board of directors in corflaf interests, it could be
stimulated to create an unfair competition and tovigle shareholders with a
report totally disparaging the hostile bid, eventsfterms and conditions were
valuable for the company and its shareholders. Tihwgll be proposed to make
in charge of these two activities independent dimsc whose appointment will be

proposed to be amended, or the statutory audit.

Furthermore, | will explain that, even if the Eueam Directive (Directive
25/2004/EC) had provided for mandatory provisiotige passivity rule itself
presents some further weaknesses. In fact, in nmjasp the passivity rule could
induce the board of directors to be too much fodusa the short-term

investments, and that leaving shareholders the patssibility to decide on the



merits of the bid could put aside the interest®tber company’s constituencies,
such as employees and creditors. Thus, | argudtibatoard of directors, whose
compensation should be formed of stock options)dctwe able to solve these
issues, taking into account the other constitushdmerests and making longer

investments.

Finally, 1 will explain the use of some unreguladefensive measures and their
implications. In fact, | will focus on the possibyl for the board of directors to
insert some change of control clauses in the ageatentered into by the target
company. These clauses are able to allow the pddienmediately terminate the
agreement in case of change of control of theintenpart. Thus, the target board
of directors could defend itself from inserting sheclauses in the contracts
entered into by the company, which clauses coukllreto be even more
detrimental than the classic defensive measurdsthieapassivity rule prohibits,

since they would reduce the company’ value shcdg be triggered.

In light of this, | will conclude that, even if lgaee with the passivity rule and its
purposes, | argue that the European Directive (fire 25/2004/EC) have not
achieved its purposes to create a more open mimkeorporate control. In fact,
in my opinion, the board of directors is able tgpags passivity rule’s provisions,
for example by adopting change of control clausethé agreements entered into
by the company.



CHAPTER | — PASSIVITY RULE: ORIGIN AND REASONS. THE
ADOPTION OF THE EUROPEAN DIRECTIVE 25/2004 AND ITS
PROVISIONS

PARAGRAPH | — ORIGIN AND REASONS OF PASSIVITY RULE

The launch of a tender offer, which could be com®d as a voluntary or
mandatory public offer made to the holders of a gany’s securities because of
or following the acquirement of control of that goamy, is a crucial moment in
the life of a company. It is a general belief tlhasuccessful takeover bid has
positive effects on the target company, allocatimg company resources more
efficiently and creating synergies between compmaniekeovers can increase
shareholders’ value significantly and this has |degn supported by research.
There is clear evidence that takeovers have aiyp®gftfect on the shares price of
the target company and the corresponding substam@ns of target

shareholders Conversely, it was shown that the failure of a talez could lead

to a decline in the shares price of the companw ifhe near future, the latter does

not receive new offers.

In light of these important outcomes, one of thesmdiscussed topic about
corporate governance in general, and about terftensan particular, is the one
concerning how tender offers should be faced and wiould be the main

character.

First, in examining this matter, it should be keptmind that the separation
between ownership and management of the firm alwegisses an agency
problem between managers and shareholders. Ageobiems are those borne in
any relationship in which a person (“principal”) leigates another person
(“agent”) to perform certain activities in its inést. An agency problem is always
present in the relationship between managers amlsbiders, an issue raised by

their different role within the company and by difént knowledge and

1 WEI Cal, Anti-takeover provisions in China, how powerful #rey? in Company and
Commercial Law Review011, 22, pp. 311-317.



information between the two categories, so creagirgpnflict of interests. This
kind of issue often lets managers act opporturalyicwith the possibility to put
their interests in advance of shareholders’ ondsusT mainly due to their
positions, there is always the threat that agenay lact with self-interested

motives.

Moreover, the above mentioned conflict of intereastsstill higher in case of
receipt of a tender offer. It is easy to understémat the two categories have
different aims and different ways to face this dvelm fact, the aim of
shareholders could simply be considered the masitoiz of their economic
investments, and then they are interested in gettie highest possible shares
price, whereas the managers’ aim is quite diffeegmt it could be in contrast to
shareholders’ one. Indeed, managers and directeraveare that if the takeover
succeeds, they would lose their job, so they aneusdted to try to defeat the bid.
Thus, managers could consider the offer of intef@sthe shareholders and for
the company but not for themselves, so their besistbn could be to make the
bid more expensive and difficult. Thus, managerserofstart telling the
shareholders that the bid is not a fair one, sinisenot evaluating well the shares
value, in order to direct their opinion and lea@rnthto reject the bid and so

maintain their officé

In this case, namely the case in which manageragaest the bid, we face a
hostile bid,i.e. a bid in which the bidder directly refers to shmnieers, without

the mediation of managers.

It must be noted that the management and sharekolsfea company may
sometimes find necessary to defend themselves drbostile takeover bid. There

may be several reasons for needing this behawioh as to get a higher price for

2 J. UEDA, Modernizing Company Law and Regulatory Competit®ome Economic Implications
in Statute Law Reviev2008, 29, pp.154-172.
3 M. TRONCOSOREIGADA , Razionalita ed efficienza delle misure antippeGiureta — Rivista

giuridica on line 2008, http://www.giureta.unipa.it/phpfusion/readarticleg®article id=96
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the shares, or because of the honest belief thatbidder will harm the

corporation and its future businéss

However, in most cases hostile takeovers are ceresidsomewhat able to play a
key role in making managers accountable to dispesbareholders. In fact, a
properly functioning takeover market enhances a@ateo governance in two
different ways. First, if the bidder improves tharget's performance by
reconfiguring its assets or exploiting synergiesMeen the two firms, it directly
brings benefits for the company. Second, hostilkeedsers have an indirect
benefit, since managers have usually reason tcestigipat a hostile bidder will
take control of the company if they run it badly,tee prospect of a takeover can
keep the managers on their toékhus, hostile takeovers could be beneficial being
an instrument to replace inefficient managers ogdtening them with the fear to
be replaced. This threat should induce managersumothe company more
efficiently, to make more shareholders-oriented icd® and to keep their

misconducts, since they are threatened by the shafla future takeover bid.

Due to the above mentioned possible benefits ofstleeessful hostile takeover
bids and the usually frustrating behavior of thenagers against those, the
discussion as to who should be the driver of adedeprocess and how to get the

maximum value from this event became somewhat traportant.

The aim should be the creation of an open marketdoporate control, since
efficient markets constitute the backbone of efintitakeover operations. This
belief is based on the rational behavior of invesstan the stock market, which
brings the shares price to reflect the companytéopeance and prospects. It

follows that, in case of lowered shares price, tienagement of the company

4S.GuPTA, Regulation of takeover defenses: A comparativeystfithuyback of shares as a
takeover defensén Student Bar Reviev2007, 19, pp. 68-83.

>J.ARMOUR AND A. D. SKEEL JR.,The Divengence of U.S. and UK Takeover Regulaiiion
Regulation 2007, 30, pp. 50-59.
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may be replaced through a takeover performed byhanoccompany, whose

purpose is to use the target's assets more effici@nd make it profitabke

A key factor in this field, and in order to makeetmarket for corporate control
more open and efficient, is represented by the gsgiyeto prohibit managers of
the target company to be the driver of a takeower lsave the possibility to act
against it. However, the regulation on hostile tales treatment and on the
defensive measures permitted to the target compamyagement is somewhat
delicate, because of its ability to effect the rildsttion of powers within the

company.

In the past years, once it became clear the imipitissio align the managers and
shareholders’ interests, a regulation on takeoygmEess has been adopted,

namely a passivity rule, with the general goal mt@cting shareholders.

As generally accepted, the passivity rule prohibitnagers to take any actions
that could frustrate a takeover bid, unless a psbareholders’ approval is
obtained. This rule is really linked to the UK ré&agion, City Code on Takeover
and Mergers from which the ideas and the purposes have kbdent As | will
explain in the next paragraphs, most policy-makiexsded to divert powers from
managers to shareholders, which are now entitledetdde on whether or not
allow any frustrating action. Currently, sharehofdplay the most important rule
during a takeover bid, whereas managers are siexdgutors of shareholders
decisions. Then, the reason of this choi@e,the choice to put the power in the
hands of the shareholders, relies on the consider#ttat shareholders are the
owners of the company. Therefore, shareholders|dhmave the possibility to
allow managers to act against a takeover when tiek fit, as well as to deny
managers this possibility and accept the takeowdminen they assess it as a

valuable one.

6 G.TsAGAS, A Long-Term vision for UK Firms? Revisiting the et Director’'s Advisory Role
since the Takeover of Cadbury’s Pilc Journal of Corporate Law Studig8014, 14, pp. 214-275.
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PARAGRAPH Il — EUROPEAN DIRECTIVE 25/2004 AND ITS
PURPOSES

In light of the previous explanationise. the advantages of a successful takeover
bid (as well as a hostile takeover bid) and theflminof interests between
managers and shareholders within a company withedsed ownership (which is
enhanced in case of a takeover), European Uniorawase of the significance of
the above mentioned issue and of the necessitptéovene and provide some

common rules on that topic.

The idea to adopt a European Directive (Directis®004/EC) has been in mind
of the European Commission for a long time, whigtided to intervene for

several reasons and with several purposes.

One of the main aim of a directive on takeovers twasoordinate the safeguards
that Member States require to listed companiesrdieroto protect shareholders,
and therefore to make such safeguards equivalemighout the European Union.
Indeed, it should be easy to understand that withoy kind of harmonization
between the national takeovers regulations in MerSkates, any company would
have to fulfill different mandatory rules, deperglion the state of incorporation.
Therefore, the idea of European Commission hasyalieeen to create a level
playing field for takeovers bid, so that takeovelsbcould be undertaken with the
same expectations of success throughout EuropeaonUnhus providing
shareholders with the same chances to sell thareshand bidders with the same

possibility to succeed in their goal to take thgéa company ovér

European Union’s efforts have been made also ieraim make the market for
corporate control open through its regulatory meetion. Finally, it should not
be forgotten another important purpoise, the purpose to facilitate the aim of the

Treaty on the Functioning of the European UnionEUIlr to create an internal

7 B. CLARKE, Articles 9 and 11 of the Takeover Directive (2084/2nd the market for corporate
control, in Journal of Business Law006, pp. 355-374.
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market without barriers in which the free movemeitapitals is ensurédThus,

taking into account this relevant issue, the Diwectried to comply the takeovers
regulation with Article 63 of the TFEU, and soéfforts have been made in order
to prevent any action that could directly frustratéakeover bid and indirectly

Impose restrictions on the free movement of cagital

The plan of the European Union was to take exarfrpie the UK takeovers
regulation,i.e. City Code on Takeovers and Mergéatso known as London City
Code), which was a non-statutory regulation in poimeUnited Kingdom since
1967, and thus to make the European Directive nhedieh it.

Those were the most important and declared purpafsEsiropean Commission.
Quite different was the outcome of the European @asion’s efforts, since the

final text of the Directive (25/2004/EC), whose W®itook so many years, turned
out to be very different from its initial ideas. uge difference between the
initial project and the final outcome, which | wiixplain in the paragraphs to
come, could be explained through the enormoustaegie and criticisms that any
proposal of European Takeovers Directive facechexrhoment of receiving the
approval by European Parliament. Those resistaaces reluctances on the
approval justify why a common legislation throughdduropean Union on

takeover bids was born only in 2004, and why tlsisso different from the

inspirations of the Legislator. In fact, due to tAbBove mentioned obstacles,
European Commission in order to receive the approyeEuropean Parliament
and in order to reach a minimum goal, had to coméetms and accepted a

compromise with resistant Member States.

A brief description of the history of the approvahd born of the European

Takeovers Directive should clear the point.

A Takeovers Directive is an idea first discussethwhe so-called Pennington

proposal in November 1973, but due to the histbsitaation and to the absence

8 J.MUKwIRI, Free movement of capital and takeovers: a caseystfithe tension between

primary and secondary EU legislatipim European Law Reviev2013, 38, pp. 829-847.
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of a high number of hostile takeover bids in Europdakeovers directive was

considered unnecessary.

The first draft for a European Takeovers Direciivaes proposed to the Council in
January 1989, a proposal modelled on the Oty Code on Takeovers and
Mergers. Reflecting the initial ideas and referring to s#ees in public
companies, that proposal required Member Stat@mpgose some obligations for
the bidder and for the target company’s manageniéwet.draft directive restricted
the possibility for the board of directors of tlaget company to take any action
that could frustrate a takeover bid, prohibitingnagers to engage in frustrating
operations without the consent of the shareholdeegting. Moreover, the board
of directors was required to distribute the offecament to shareholders, and to
provide them with its own report on the merits foé bid, taking into account its
position and its duty to act in shareholders’ iasér

European Commission, due to several amendmentesieggby the Parliament
and to the first criticisms by Member States, pnés#¢ an amended proposal in
1990. The amended proposal referred to listed carapand required the bidder
to present some offer documents in order to disclittee future position of

indebtedness of the company and the explanatitimedbidder plan to conduct the

future business of the target company.

The proposal was faced with hostility by some Mentbiates, mainly by United
Kingdom. The UK hostility was based on the diffareature between the UK
takeovers regulation and the proposed directivdads, it is worth to remind as
London City Code was a non-statutory regulatiord as Takeover Panel was
considered particularly flexible and able to addp rules and to promote the
necessary changes in response to any market devetdpin light of these issues,
it should be easy to understand the United Kingdiean. Indeed, the approval of
the Directive would have conferred to the takeoverulation the force of law,

and according to UK Legislator, this would havergased the possibility for

V. EDWARDS, The Directive on Takeover Bids — Not Worth the PaseWritten On? in
European Company and Financial Law Revi@@04, 1, pp. 416-439.
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parties to make recourse before a court, thus imgngome delays to the bid
process. Due to these resistances, this propaoksd.fa

In 1996, European Commission proposed a new versidhe directive, which
could be considered roughly the same of the previ@usion, with the difference
that the new draft didn’t require Member Statesnmiplement a mandatory bid
rule in case a person obtain a certain percenthghaves. Once again, UK was
against the draft directive, because of the sameeiselated to the nature of non-
statutory regulation of London City Code. Moreovether Member States were
also against the proposal, such as, for examplehedands, which had a
managers-friendly regulation, leaving them freadbagainst a takeover bid, and
Germany and Sweden, which had just introduced astaintory system on
takeover bids. Furthermore, the draft directiveggated fears that US companies,
which were not subject to corresponding rules, dp@ranagers free to frustrate a
hostile takeover bid, would have gained an unrec@ed advantage when

attempting to take control over their European ocetitqrs'®.

In 1997, UK asked the Commission to abandon thgegroor to make the
provisions non-binding. European Commission deciaejnore the UK advice
and introduced in the text of the proposal somevipions related to the
employees category, whose interests the boardeftdrs should have taken into
account in preparing its report for shareholderghenmerits of the bid. In 1998,
after a three-days meeting, Member States dideépicthe proposal, due to some
jurisdiction issues. In fact, for about a yeargcdissions were stopped because the
UK and Spain disagreed on who should have jurisshcbver takeover bids in
Gibraltar,

In 1999, the then German presidency partially aredrtie text, introducing the
possibility for Member States to maintain the poweeregulate whether and in

10 A, JoHNSTON The European Takeover Directive: ruined by protatim or respecting

diversity? in Company Lawyer2004, 25, pp. 270-276.

11 C. CLERC, After All, is the Takeover Bids Directive worth the paper is written on?, in Journal of

International Banking and Financial Law, 2013, 7, pp. 444-448.

16



which cases it is possible to act before a countusT a political agreement was
reached on that proposal, and in 2000, the Parfiamapproved a common
position with fifteen amendments. The problem wapresented by the
amendment to Article 9. In fact, the new text sdatee prohibition for the board
of directors to use “poison pills”, which are shwlelers’ rights plan used as
defensive measures, often used in order to dihgestake that a bidder obtain
when the takeover bid succeed. This prohibition 8een as the first real obstacle
set up on the path and behavior of the board adctbrs, which was indeed
against this solution. Conversely, Member Statesm#d to let supervisory
authorities the possibility to permit managersdbagainst a hostile takeover bid,
without the shareholders’ consent. This proposaimssl really strange, since on
the one side, Commission decided to restrict thssipdity for the board of
directors to act against a takeover bid, forbiddthg use of the most used
defensive measure, and on the other side, the eqant claimed to have still
more freedom to act. Thus, parties were walkingyasather than trying to find a

compromise.

In this context, Germany changed its opinion, dusdme issue that it was facing
in the domestic industry (i.e. Volkswagen and BASHAd proposed to require the
shareholders’ meeting to allow managers to takefarsgrating action by a fixed
date. Finally, on July 5, 2001, the Parliament a&hd Council found a
compromise, providing Member States with the polssibto postpone the
application of Article 9 for one year after the dié@e for the implementation of
the directive. What left was the majority vote iarklament and Council, which
seemed to be already reached through the conafliatbut somewhat
unpredictable happened. The proposed directivendidreceive the necessary
majority of vote, due to the rejection of the preglbbby Germany and Spain,
widely thought to be due to the restriction on paipill arrangements and to the
fears as to the opportunity for United States camgsato take advantages from

their more liberal legislation.

Thus, Commission decided to rule out the possybitt adopt a takeovers
directive, having lost any hope to success. Howes@ne months later, the then
Internal Market Commissioner, Frits Bolkestein, ldesd his will to present a
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new draft directive, and in September 2001, Comigrisset up a group of experts
(“High Level Group”) led by Jaap Winter, a professmd a legal adviser of

Unilever, with the aim to independently adviser @mmmission.

The group of experts sent the report in January220bie Winter report was
mainly focused on one pointe. the belief that the “shareholders decision-making
view” should have prevailed, so that the boardicéadors should not be able to
take any action in order to frustrate a bid, e¥en order to protect the employees
position. Following this idea, the advice of thentér report to the Commission
was not to entitle the board of directors to takg action without a shareholders’
authorizatio#®>. Moreover, the High Level Group proposed to intrcel a
breakthrough rule, under which should someone readertain percentage of
shares, eventual restrictions on transfer shamsaiing rights would have not be
applied in order to permit the bidder to gain thateol of the company.

Taking into account the Winter report, the Comnaisgiroposed a new version of
the Directive, which included the possibility forelhber States to postpone for
three years the implementation of Article 9, songjry managers with the

possibility to act against hostile bids without gorishareholders consent for
another three years. After a first moment of supjpgr most Member States,
United Kingdom decided to withdraw its support be foroposal, so standing up
with Germany for the inclusion of multiple votinggints in the not permitted

defensive measures.

Then, the most important and determinant contrilbutvas provided by Portugal,
which suggested the possibility to make the prowisirelated to the permitted
defensive measures optional and not mandatorygasong Member States free to
decide whether apply them or not within their cowest After some months of
silence, another determinant suggestion was prdvie Italy, which proposed

the so-called “reciprocity rule”, under which maregyhave the ability to defeat a

12 For a review on the Winter report on the lack ia kvel playing field see MMENJUCQ The

European Regime on TakeovdrsEuropean Company and Financial Revj@006, pp. 222-236.
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hostile takeover bid in case the bidder is not ettbfo the same passivity

regulation.

The Commission took into account the Portugal aalihh advices and proposed
a new version of the takeovers directive on Noven2y¢h, 2003. At the end of
the related discussions, Sweden proposed to intediclause of revision, which
stated the necessity to reexamine the Directiierenyears after the deadline for

its implementation, in order to eventually introdube needed revisions.

Before the vote, the then Internal Market Commissid-rits Bolkestein showed
against the Council his disappointment for the psgal version of the Directive,
stressing his opposition to the compromise on gimoality of Article 9, since he

thought this should have emptied the directiveéotontents.

Despite the Internal Market Commissioner’s warnagMember States, with the
exemptions of Spain, agreed with the Directive aatkd for it, with a finally
adoption on April 2nd, 2004, when the Directive ©akeover bids was born

(2004/25/EC), after many years of negotiations.

Thanks to the exposition of the troubled histow@lopment for the adoption of
the Takeovers Directive, everyone could assessdiffieulties that European

Commission had to face in its hard work. The probleas represented by the
necessity to put to a vote several topics with tadfoeconomic implications,

mainly for the life of managers, who made so mdifgres in order to prevent the
adoption of a directive against them.

Reading the final text of the Takeovers Directi2&/2004/EC) it should be easy
to realize the difference between the approveddastthe first draft and how far
it is from the Commission’s idea. The approved wgrscould be considered a
diluted version of the European Commission’s ihpieoposal, a dilution due to a
complicated optional system and to the reciproaitg'>. The adopted Directive

(25/2004/EC) could be seen as a victory for Germayce it was the only

13 THoMAS PAPADOPOULOS Cyprus in Journal of International Banking and Financial Law
2013, pp. 257-258.

19



Member State against a stronger version of thectiie in 2001, due to its
necessity to prevent the success of the takeov¥iotkswagen.

In light of the above mentioned difference betwdba first version and the
adopted directive (25/2004/EC), we need to assésther the Commission have
reached its goals, and then whether the finalisegble to create a level playing
field and to make the control of listed companiesecontestable. However, as |
stated before, it should be noted the hard worth@fCommission due to the huge
opposition from many Member States. For the momierg,worth to know as the
Application Report of June 28th, 201iZ. the report for the first assessment on
the application of the Takeovers Directive (25/2@12), stated that the
provisions of the Directive could remain optionaljth the Commission
commitment to conduct further researches as toptioéection of employees’
rightst4.

PARAGRAPH Ill - THE THREE PILLARS OF PASSIVITY RULE

The Takeover Bids Directive (25/2004/EC), adopted20D04 after so many
troubled years of controversies, due to the resistaand the opposition of some
Member States, such as United Kingdom and Germaroyides EU Member
States with some common principles and minimum irements in order to
implement takeovers regulation. As we have seehenprevious paragraph, the
Directive has been modelled on the @iy Code on Takeovers and Mergedost
it should be noted that the Directive remarks sqmevisions from the US
Williams Act!® For example, the following are just some of themown
provisions: (i) bidders must announce their bidsasn as possible and inform

the supervisory authorities, (ii) all holders ottseties must be treated equally

14 K. J.HopT, European takeover reform of 2012/2013 — timestexamine the mandatory bid

European Business Organization Law Reyi20d14, 15, pp. 143-190.

15 G. FERRARINI and GP.MILLER, A Simple Theory of Takeover Regulation in the dnB&tes
and Europein Rivista delle societ&2010, pp. 680-719.
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during the bid, (iii) all shareholders must be offié the highest offer price.
However, the Directive (25/2004/EC) have been smhé the US Williams Act,
providing some further restrictions, which are &a&t permitted under the US
Williams Act.

The core regulation of the takeover bids procesmsed on two main rules and a
closing statement. The first main provision is theard-neutrality rule” (Art. 9,
Takeover Bids Directive), which requires the boafdthe target company to
remain passive during a takeover bid and to obthe prior consent of the
shareholders’ meeting before taking any actionctvtuould frustrate the hostile
takeover bid. The second fundamental rule is thedkthrough rule” (Art. 11,
Takeover Bids Directive), under which any restao8 on the transfer of
securities or on voting rights working in the targempany shall not appljis-a-
visthe bidder during the time for the acceptance eftéikeover bid.

With a rapid look at the two main rules, it is pbss to state as the board-
neutrality rule tries to prevent the use of post-biefensive tactics, and the
breakthrough rule is in order to avoid the pos#ibilo use pre-bid defensive
tactics, with the distinction based on whether thetics are used in order to
frustrate an already existed or about to be anrexuibad, or in order to frustrate

future eventual hostile bids.

The Commission, also due to the Member Statestezloe on the acceptance of
the directive, decided to make these provisides,the board-neutrality and the
breakthrough rules, only optional and not mandattegving Member States a
large room to move, being free to opt-in or to opt-both the rules. Thus, the
Commission decided to provide for a flexible regjola, with a system based on a

double optionality.

In fact, any Member States is in charge of thd fiecision, the one as to impose
(opt-in) the board-neutrality and the breakthrougles as mandatory provisions
or not (opt-out). The default system is represebiethe obligation for companies
to fulfil both the board neutrality and the breakitiigh rules, so in case a Member
State decided not to intervene, that non-intereantvould correspond to the opt-

in decision, so making national companies incorgatan that Member State

21



subject to the passivity rule. Then, if Member &antend not to implement the
rules, they have to expressly opt-out them. Thersgalecision refers to the
opportunity for companies whose Member states éectd opt-out the rules, to
opt-in them again. Thus, it is possible to know hbe optionality system created
an articulated scenario, with a wide freedom fomNder States and companies.
Indeed, Member States have the possibility to ntierent choice: (i) making
both the board-neutrality and the breakthroughsratb@ndatory; (ii) making both
the board-neutrality and the breakthrough rulesoagt; (iii) making the board
neutrality rule mandatory and the breakthrough mb¢ional; (iv) making the
board neutrality rule optional and the breakthrough mandatory.

It is possible to understand that both the boamtrakty and the breakthrough
rules, if implemented by Member States, could de &b represent an important
element in the outcome and in the harmonizationhostile takeover bids.
However, the above mentioned optional regime, ntbaa trying to harmonize
the takeovers regulations within European Unionkesait possible to have
different regulations, with some Member States dlagi to provide companies
with the possibility to defeat hostile takeover §iénd then in favor of a more
protectionist regulation, and some Member Stategdog to put more obstacles

on the possibility of target’s board of directarditustrate a hostile takeover bid.

The last provision provided by the Takeovers Dikec{25/2004/EC) is a closing
statement, the so-called “reciprocity rule”, whiokfers to the possibility for
companies which are subject to one or both the doowutrality and the
breakthrough rules, to opt-out these rules, shthey be the target of a bidder
which is not subject to the same rules. Thus, apamy subject to the passivity
rule regulation could decide to misapply it, inedlse bidder is not subject to the
same provisions, so permitting managers to defeahostile bid and applying the

restrictions on voting rights and securities transf
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SUB PARAGRAPH | — BOARD NEUTRALITY RULE (ARTICLE 9)

The board neutrality rule, also called “non-frustma rule”, as well as passivity
rule, which is provided for in Article 9 of the Tedver Bids Directive
(25/2004/EC), represents the cornerstone of theotad bids regulation. The
board neutrality rule prohibits the board of diogstof a target company to take
any action that could frustrate a hostile takedwel; before it receive a prior
authorization of the shareholders’ meetfag

As | explained in the previous pages, the Take®rds Directive (25/2004/EC)
did not provide the board neutrality, such as tleakthrough rule, as a mandatory
provision, but it allows Member States and compaitdedecide whether to opt-in
or to opt-out these rules. Thus, firsty Membert&ahave the possibility to
decide whether to opt-in (making the board neuyralile mandatory) or to opt-
out (making such rule not mandatory). Then, beiagsprity rule opted-out by
Member States, companies are allowed to opt-irbtdad neutrality rule in their

bylaws.

The rational of this rule is based on the awarewédbe situation of conflict of
interests that the board of directors faces in adsa hostile takeover bid, and
with reference to the general belief that the sssoaf a hostile takeover bid
depends on the possibility for the board to engagee and post-bid frustrating
actions or not. As we previously noted, Articlerfdats board neutrality rule has
been thought to be able to prevent the possiliitgngage in post-bid defensive
tactics, which could be considered as the defensgtcs that managers are
motivated to use when a tender offer has alreaéwy lsunched or is about to be
launched’.

16 M. GATTI, Scelte opzionali e reciprocita nella direttiva irataria di offerte pubbliche di

acquistq in La Nuova Giurisprudenza Civile Commenta2@05, pp. 416-433.

17 E.M. MuccIARELLI, Il principio di reciprocita nella Direttiva comuratia sull’'opa, in

Giurisprudenza Commercigl@005, 6, pp. 830-ss.
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Article 9 of the Directive, which as | said, proe&lfor the board-neutrality rule or
passivity rule, forbid managers to take any actioat could frustrate a bid, so
reducing their powers to entrench themselves amohitisng them only to take
non-frustrating actions. In this topic, the two nter “board neutrality” and
“passivity” rule are used as synonyms, but the témeutrality” is better than
“passivity” in reflecting the board of directorsitigation. Indeed, the term
passivity should represent the situation in whigubject, in this case a company
and its management, is required to be passiweto take no action and with no
possibility to engage in any operation. Thus, iflveee a look at Article 9, we can
easily find that “passive” is a wrong term. Artidedoes not require managers to
be passive, but just not to engage in frustratingoas, therefore it exactly
requires board of directors to be neutral, notebssiv¥. It requires managers
to be neutral and to act taking into account tregediolders’ interests, whose goal
they should try to meet. Moreover, the board ndityreule does not require the
company as a whole to be passive; the prohibitegars only to the board of
directors, whereas companies have the possibilityiry to defeat a hostile
takeover bid, through a shareholders’ meeting ol that allows managers to
engage in frustrating operations. Thus, the tacgetpany is not required to be
passive and to suffer the hostile takeover bid, Adicle 9 only imposes an
alteration in the distribution of powers from th@magement to the shareholders’
general meeting, which is so in charge of the d&tisoncerning the merits of the

bid and how to face it.

Furthermore, Article 9 did not provide for a list what the management is
entitled to do without a prior shareholders’ megtauthorization, and what is
entitled to do only after receiving that consemtd at is therefore necessary to

proceed with a case-by-case evaluation.

With reference to the nature of neutral positionhaf directors, it should be noted
that there is only one activity that the board oE&ctors is directly entitled to

engage in, and this is the possibility to seekria#teve bids, due to the expressed

18 M. MENJUCQ The European Regime on Takeoy@rs€uropean Company and Financial Law
Review 2006, pp. 222-236.

24



prevision of the directive (25/2004/EC). Thus, sirec hostile takeover bids has
been launched, the board of directors is entittethbhd maybe is in charge of this
activity too) try to seek alternative bids, withoamiting for the shareholders’
authorization. The reason of this provision coull dasily noted, since it is
possible to understand as the ability to seek ratere bids might set up a
competition, and competitive offers are likely tainly advantages for
shareholders. In fact, in order to compete andtivencompetition, a bidder should

offer better terms and conditions (as well as &digrice) than its competitdPs

In addition, in case of a takeover bid, the bodrdiectors is required to prepare
a document containing its advice on the acceptantiee rejection of the bid, and
to provide shareholders with it. The board of dives must provide the

shareholders with its evaluation on the meritshef bid, on the effects of the bid
on the company’s interests, on the future busiradsthe bidder, and on the

implications of the future business also on thelegtpent situation.

In light of these two above mentioned exampies,the possibility for the board
of directors to seek alternative bids and the albloln to create a report with its
opinion on the merits of the bid, it should be cldaat the position and the
behavior that the board neutrality rule requirethedirectors is not a passive one
but it requires a neutral position. Indeed, theraa directors is only entitled to
engage in non-frustrating situation, while the shatders’ meeting has the ability

to decide on the merits of the bid and whethertonote defensive tactics or not.

We need to remember that, due to the assumptidrtitaboard neutrality rule
prevents post-bid defensive tactics, the sharemsildeeeting is required to take a
decision on the possibility to act against thedndly when a bid has already been
launched, and when shareholders have already Iné@med on the terms and
conditions of the offer. Thus, with respect to thetions initiated before the
launch of the bid, which could frustrate the bl board of directors needs to be

authorized by the shareholders’ meeting that has the power to ratify their

19 A. ANGELILLIS and CMosca Considerazioni sul recepimento della tredicesdirattiva in
materia di offerte pubbliche di acquisto e sullasjp@®mne espressa nel documento della

Commissione Europen Rivista delle societe?2007, pp. 1106-1170.
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acts. This solution, namely the need to receive toafirmation by the
shareholders’ meeting for the acts taken befordatech of the offer, could be
somewhat very intrusive of the managers’ work, airtccould represent a huge
obstacle on their business. In order to bridge thisblem, the Directive
(25/2004/EC) stated that only activities and aktg tannot be considered usual
and inherent with the conduct of the business efabard of directors have to be
ratified by the shareholder's meeting. This solutigives the managers the
possibility to go on conducting their business hwib fear for the inefficacy of its
operations, at least for those that could be cemnsdl usual and within the
ordinary activity of the board of directors.

Focusing the time when the board neutrality rulgif® to work represents a
crucial issue in this matter. In fact, if the tardwmard of directors had the
possibility to act, even if for a little period,etlaim of the takeover bids regulation
to prevent the agency problem between shareholdeds directors, trying to
prohibit directors to engage in operations thata¢duwstrate the bid, would be far
from being achieved. Article 9 can be interpretsdtlas time beginning in the
instant when the board of directors of the targahgany receives the necessary
information by the bidder, so even before the maion of the offer document,
and until the result of the bid has been publisbethe offer has expired. Thus,
pursuant to Article 9 of Takeover Bids Directivénce the board of directors
receives the needed information by the bidder, @md the publication of the
result of the bid or its expiration, the board okdtors is not entitled to take any

frustrating action without the shareholders’ conisen

SUB PARAGRAPH Il - BREAKTHROUGH RULE (ARTICLE 11)

The second fundamental provision of the passivitg rs provided in Article 11
of the Takeover Bids Directive (25/2004/EC), andsiknown as “breakthrough
rule” or neutralization rule. The usefulness ofstlprovision is based on the

neutralization of a variety of corporate law stgas usually used and provided
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for in the article of association as well as in tcactual agreements. Indeed,
pursuant to Article 11 of the Directive, during time allowed for the acceptance
of the bid, (i) restrictions on the transfer of wettes provided for in the article of

association of the target company, or in contrdcagaeements between the
company and shareholders or between shareholdensséives, will not apply

and will have no effectis-a-visthe bidder; (ii) restrictions on the voting rights
provided for in the article of association or imtractual agreement will not apply
in the general meeting called in order to decidetten permission of defensive

measures and any share carries one®lote

The granting of these provisions starts from thsuagption that the above
mentioned clauses, on the one side, could redueentimber of shares that
bidders may buy, and on the other side, could prbthe bidder who has gained
a controlling stake to get the control of the compadue to the existence of
different categories of shares with different vgtimghts (such as in the case of
dual class shares structure). The Commission ddwitether totally prohibit the
use of these structures in the article of assaoriatias well as in contractual
agreements, or to permit their use and only nemérahem in pendency of a
takeover bid. Also due to the belief that the fulstision would have been too
expensive and too intrusive on the contractualdveg and taking into account
the High Level Groupadvice, the Commission opted for the statutory and
contractual ability to set up these structures, \mith the neutralization of the

latter during the period of the acceptance of a bid

With a look at the restrictions of Article 11, & possible to understand their aim.
In fact, the provision on the neutralization of ttestrictions on the transfer of
shares, making shareholders free to decide whetheot to tender their shares,
sought to support the bidder making him more likelgucceed in its goal to gain
the majority of shares. Instead, with referenctheoprovision under which in the
general meeting for the decision on the authoopatf defensive measures any

share carries one vote, the Directive tried to néthe possibility for a materially

20|, SCIPIONE, Le regole in materia di misure difensive tra veechinuova disciplina dell’'opan
Le Societa2009, 5, pp. 581-595.
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controlling shareholders to take advantage of ikerepancy between shares and
voting rights and so tried to prevent its abilioydauthorize detrimental defensive

measures.

Furthermore, it is worth to know as the breakthtougle doesn't work only

during the period of acceptance of the bid, sihesfourth paragraph of Article 11
provided for post-bid neutralization provisionsdéed, the fourth paragraph of
Article 11 states that, in case a bidder holds &5qgent or more of the capital
carrying voting rights, in the first shareholdenséeting called in order to amend
the bylaws and to appoint and remove directors, rasyriction on voting rights

will not apply’*. With this final provision, the will of the Takeew Bids Directive

(25/2004/EC) was to provide the bidder who gaireast 75 per cent of shares
with the ability to make the necessary amendmentthe bylaws and to appoint
and remove directors in the first shareholders’ tingefor those purposes called.
This solution should permit bidders to make thedeeechanges and obtain the

effective control of the company.

As | explained in the past paragraphs, the brealtir rule is a provision able to
defeat pre-bid defensive measures, and it couleesept the most influencing and
useful provision in the takeovers regulation. Irdtjg@ost-bid defensive measures
that the board could be motivated to engage irsangewhat very evident, and for
this reason they could be easy to assess and firdhgiead, pre-bid defensive
measures are tactics brought in a period when stl&édids have been launched.
For this reason, it could be more difficult to metipre-bid defensive measures and
then it could be difficult to prohibit them. The stoused pre-bid defensive
measures, at least in the past, were the poisbarmihgements and the staggered
board?. Poison pill arrangements, which could be setrugeiveral ways, have all
the same purpose to dilute the stake that a bidbiein after a takeover bid. In

fact, through a poison pill, shareholders who il sell their shares to the bidder

21 J.MUKwIRI, Takeovers and Incidental Protection of Minority 8ftelders,n European
Company and Financial Law Revie2013, 10, 3, pp. 432-460.

22 G.FERRARINI and G.PMILLER, A Simple Theory of Takeover Regulation in the dn8tates
and Europein Rivista delle societa2010, pp. 680-719
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are granted with the possibility to buy new shdoes favorable price, in case the
bidder should gain a certain percentage of theeshao diluting its stake and
prohibiting him to take over the company. Instestdggered board tactics create a
staggered expiration of directors from their offis® that the new controlling
shareholder would need more terms of office to neertbe directors, so limiting
its possibility to exercise the control over thempany, notwithstanding its
majority of shares. In light of this, the breakthgh rule, if well implemented,
could bring a real obstacle in the inducement ef tlanagement to entrench its
position, and so could represent a real changdencteation of a more open
market for corporate control.

Unfortunately, we need to remind that the Direct{(28/2004/EC) made this
provision optional and not mandatory, with a douly-in system. Thus, first of
all Member States have to decide whether to malse ghovision mandatory

(through an opt-in decision) or not (through an-opt decision). When the
Member State decided to opt-out the breakthroudd, it must allow national

companies to opt-in again the provision in theifalys. Thus, any national
company has the possibility to subject itself wimailar breakthrough rule, in case

the Member State has decided to let it be optional.

However, the possibility (and also strange andidaliff decision) for national

companies to opt-in the breakthrough rule in thgiaws, and unlike the private
opt-in of the board neutrality rule, doesn't allowational companies to exactly
emulate the Directive provisions. Indeed, it woblkl possible to neutralize the
effect of restrictions on the transfer shares andveting rights in the general

meeting for the authorization of defensive measaresin the first meeting after
the success of a bid to remove and appoint boamib®es and to amend the
bylaws, when these clauses are present in the byldlwwever, it would be

impossible, or at least complex, to provide fortatigory clause able to make
some shareholders’ contractual agreements inefeedbecause they have power
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only between the shareholders that have enteredti agreement, while the
statutory clause would have influence on all shaldErs®,

The last issue | would like to talk about represemtprinciple of compensation,
under which in case of neutralization of the pregigeen rights,e. in case of the
neutralization of multiple voting rights for the thorization of defensive
measures, the shareholders who have seen its bgbken should be
compensated. Indeed, Article 11 provides for thigabon to compensate the
shareholders holding particular rights with a mangtcompensation, whose
amount and terms and conditions of the payment Meyber State should
implement. Thus, the Directive decided to creatfleaible system, granting
Member States with the decision on all the necgstanims of the payment,
without providing them with any guideline. The Comaion decided for this kind
of solution, in order to let Member States free cteate the best monetary

compensation system for their national situation.

On this matter, there was an issue on the intexpoet of the directive, which was
not clear with reference to the possibility to ddes this implementation

mandatory only for Member States that have opteth# breakthrough rule.
However, in light of the possibility for nationabmpanies to introduce in their
bylaws some provisions emulating Article 11 of ieective, the most accepted
interpretation of the directive requires all Meml&tates to implement the fifth
paragraph of Article 11. Thus, any Member State tagrovide for some

instructions for the establishment of the amourtt #re terms and conditions of
the monetary compensation, so protecting the posiand the rights of the
shareholders who suffered the neutralizing promsiof Article 11 of the

Takeover Bids Directive.

23 F.M. MucclIARELLI, Il principio di reciprocita nella Direttiva comurdtia sull'opa, in

Giurisprudenza Commercigl@005, 6, pp. 830-ss.
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SUB PARAGRAPH lll - RECIPROCITY RULE (ARTICLE 12)

The final rule provided for in the Takeover Bidsré&utive (25/2004/EC) is

represented by a closing statements, which provadeiprocity feature, the so-
called “reciprocity rule”, provided for in Articl&2 of the Directive. According to

the reciprocity rule, Member States are entitledxempt companies which apply
Article 9 (board neutrality rule) and Article 11réakthrough rule) from applying

those articles if they become the target of anrddianched by a company that
does not apply the same articles as they do, @obypany controlled, directly or

indirectly, by the lattef.

The introduction of the reciprocity rule requiredauble decision by Member
States and national companies. Indeed, any Menth& Biust decide whether to
implement this provision or not. However, Memberat8t opting-in, the
reciprocity rule will not work automatically, but @ecision of the company is
required. Thus, in case the Member State decidegrtmuce the reciprocity rule,
then national companies have to decide to take radga of it and apply it
through a general meeting resolution, which shdiddmade no earlier than 18
months before the launch of the offerTherefore, when there is this general
meeting decision, the board of directors is erditl® take any permitted action in
order to frustrate the hostile bid, as well as estriction on the voting rights or
on the transfer of shares will apply. As | saidonder to have the possibility to
use the reciprocity rule and be subject to the gtem, the general meeting’'s
decision on the introduction of the reciprocityeuhust be taken no earlier than
18 months before the launch of the bid, and thlggation brings some issues. In
fact, first, national companies and their sharebi@ddmeetings have to decide

every 18 months for the renewal of the reciprociile. Then, shareholders’

24 F.WOOLDRIDGE, Some important provisions, and implementationhef, takeovers Directiyén
Company Lawyer2007, 28, pp. 293-296.

25 M. Gatti, Scelte opzionali e reciprocita nella direttiva irataria di offerte pubbliche di

acquistq in La nuova giurisprudenza civile commente2805, pp. 416-433.
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meeting cannot decide with reference to one bid,itohas to grant board of
directors with a large freedom to act in frustratad an eventually future takeover
bid. The shareholders’ meeting would have no infirom about the future bid,
and then no possibility to assess if the permisgoengage in frustrating actions
could bring advantages for shareholders or coulddtemental for their welfare.

Finally, the shareholders’ meeting resolution woubd generally permit the board
of directors to act against a bid. However, due the impossibility for

shareholders’ meeting to be more precise, it isrequired to point out what
defensive measures and what operations board eftdrs is exactly entitled to

use.

If the two main provisions of the Directive on thermitted defensive measures,
i.e. the board neutrality and breakthrough rules, amgortant for the purpose to
prevent post and pre-bid defensive measures, Arfiel of the Directive, which
states the reciprocity rule, may be considered domehtal in order to achieve the
aim of the creation of a level playing field. Irctathe confusing system based on
optional rules may create everything but a levayiplg field, if a reciprocity rule
is not introduced. Thus, notwithstanding the pabsibfor Member States to
decide for the best system of permitted defensieasures depending on their
traditions and economic situation, companies ino@ed in different Member
States will be subject to the same prohibitionsmdl benefit from the same

freedoms, at least in the transactions betweengdbkes.

It could be interesting to analyze what are thgesib affected by this rule. First,
we could begin pointing out that the reciprocityerubeing the most important
provision for the creation of a level playing fielts supposed to work in a
takeover between companies incorporated in diftekégmber States. Moreover,
it should be noted as it is possible for a compinyrigger the reciprocity rule

even when the bidder is a company establishedarsime Member State. The
case | am talking about is that in which, for exéamthe Member State decided to
opt-out the board neutrality rule, and in which theget company decided to
introduce a corresponding provision in its bylawdjile the bidder company

decided not to implement it. In this case, notwdhsging the companies are
established in the same Member State, the targaipaoy could trigger the
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reciprocity rule, and then misapply the restrictoprovided by the board
neutrality rule in Article 9 of the Directive.

It is worth to know as the text of the reciproaityte is not that clear, so bringing

some interpretation issues.

First, the fact that the directive (25/2004/EC) ypded Member States and
companies with the possibility to alternatively -aptthe board neutrality rule or
the breakthrough rule raised the issue relatinghto possibility for the target
company to trigger the reciprocity rule with redatito both the rules or just to the
same rule not applied from the bidder company. Thesg a bidder subject to
only one of the two provisions (e.g.: only to theald neutrality rule), a question
is raised as to whether the target company, wisidubject to both the provisions,
Is entitled to exempt itself from both the rulesoaty from the same provision not
applied from the biddefin this case the breakthrough rule). Taking intcoant
the aim of the reciprocity rule to give the podgifpto companies to be subject to
the same provisions, this issue has been solvedbneting the text as providing
the target company with the ability to exempt itselly from applying the same
rule not applied by the biddér

Furthermore, another issue raised by the ambiguexs of the Directive
(25/2004/EC) is the one related to the situatiowimch a company is the target
of two or more bidders. For example, what if a campis the target of two
bidders, where only one is subject to the sameigions of the target? It is not
clear from the text whether the target company tnigger the reciprocity rule
vis-a-vis both bidders or only vis-a-vis the biddeat is not subject to the same
provisions. Also in this case, the predominant rprietation is for the second
solution, so reflecting the ideas and the aim ef thle, so permitting the target
company to trigger the reciprocity rule only vis4a-the bidder which is not
subject to the same restrictions.

26 F, M. MuccIARELLI, Il principio di reciprocita nella Direttiva comuratia sull’opa, in

Giurisprudenza Commercigl@005, 6, pp. 830-ss.
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Finally, the last issue raised by the confusing texhe one as to the territorial
validity of the directive,i.e. whether the Directive has effects only within the
European Union or whether it has extra-communitgat$. The issue is relevant
in order to understand whether a target companichnib subject to the passivity
rule, is able to trigger the reciprocity rule onfythe bidder is a company
established in a Member State, or if it would hake ability to oppose the
reciprocity rule vis-a-vis an extra-community biddempany. The text is not
clear on this point, but it would be surprisinghis rule, written into the Directive
to ensure the level playing field in Europe, did apply to foreign companies in
such cases where a level playing field does nattéxiMoreover, it should be
noted as this solutiom,e. the possibility for companies to trigger the peocity
rule and defend themselves vis-a-vis extra-comrguoitmpanies, is coherent
with the history of the adoption of the Directiweith the fears of some Member
States to allow companies established in UnitedeStéao easily take over

European companies.

It is possible to conclude that, because of thgrecity rule, the Directive would
restrict the group of potential bidders to listesinpanies that are themselves
subject to the board neutrality and breakthroudgstiand then to bidders open to
hostile bids. However, the possibility to use tkeiprocity rule could be against
the promotion of a more open market for corporaietroF®. Conversely, the
reciprocity rule could represent an incentive fompanies to subject themselves
to the passivity rule. Indeed, if a company expéxtse a credible bidder in future
and in order to benefit from the passivity of d@sget company, it should decide to
establish itself in a Member State that decideddbin the board neutrality and
the breakthrough rules, or if this is not the casshould introduce them in its

bylaws.

27 M. MENJucQ The European Regime on Takeoy@r€uropean Company and Financial
Review 2006, pp. 222-236.

28 M. GATTI, Optionality Arrangements and Reciprocity in the &ugan Takeover Directiyén

European Business Organization Law Reyi2@05, pp. 553-579.
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CHAPTER Il - THE ADOPTION OF THE EUROPEAN DIRECTIVE BY
MAJOR MEMBER STATES AND PASSIVITY RULE IN USA AND
CHINA

After so many years of negotiations, resistances|, @eluctances by Member
States in accepting the various drafts of Directittee European Directive on
Takeover Bids was finally adopted in 2004 (Direet®5/2004/EC). The Directive
established a framework based on common princgriesminimum requirements
that any Member State had to implement throughonatilegislations by May
20M, 20086.

In light of the optional system provided by the dgitive, the implementation by
Member States represents a crucial and fundameatah the European Union
Takeovers regulation. In fact, as we have seenhe grevious paragraphs,
European Commission, due to the above mentionéstaases, provided Member
States with a huge freedom to decide on whethenatrto implement the

Directive, allowing them to decide what restricgotheir national companies
should be subject to. Thus, the takeovers regulatithin European Union

depends on a double decision. First, any Membee 3Bi@s to decide whether to
intervene or not, deciding to impose the passikilg as a mandatory provision
(opt-in), or an optional one (opt-out). In caseopting-out, Member States have
to allow their national companies to voluntarilgroduce again the rules (opt-in)

in their bylaws.

It should be easy to understand that, due to thiergg system, in order to assess
the implications of the European Directive (Dirgeti25/2004/EC), we need to
have a look at the Member States’ implementatiord then at the national
companies’ voluntary adoption of the passivity islgrovisions. In fact, without
such fundamental analysis we would not be able ridetstand whether the
Directive has influenced the market for corporatmtml, making it more
contestable and open, or not. Moreover, we would hawve the possibility to
realize whether or not the board neutrality rukee breakthrough rule, and the
reciprocity rule, are able to create a level plgyfield within European Union. In
other words, we would not be able to totally corhpred how hostile takeover
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bids are faced across Member States. Thereforerder to acknowledge what
defensive measures the target company is entlese within European Union,
and in order to understand who the main chara@gvden shareholders and the
board of directors is, we need to analyze how argmider State decided to

implement the European Directive.

The European Commission published some data cdngetine Member States’
implementation in 2007. According to these data,ddirst brief assessment of
the implementation of the Directive (25/2004/EQ)isi possible to say that the
majority of Member States decided to opt-in therbazeutrality rule. In fact, 18
Member States out of 25 decided to introduce Agtd;land this means that about
75% of European listed companies are subject tbolaed neutrality rule, with no
possibility for the board of directors to engagedefensive tactics without the
previous shareholders’ meeting authorizatioriThus, in light of the data
concerning the implementation by Member States, takthg into account the
possibility for national companies to voluntaritytrioduce the rule, it is possible
to notice the high contestability of the control @dmpanies within European
Union, at least with reference to the board neityraule and the post-bid

defensive measures.

Conversely, the European Commission’s publicatias Bhown as only three
Member States — and no major Member State amomg thigave implemented
the breakthrough rule, , so that only a very lisiiteumber of European listed

companies is subject to Article 11 of the Directive

Furthermore, according to Commission data, the npast of Member States
decided to implement the reciprocity rule. Howeuers does not mean that all
companies established in Member States that hapéemented the reciprocity
rule are subject to it, because as we have prdyigasn, a company’s decision to
take advantage of this possibility is needed.

29 A, ANGELILLIS and CMosca Considerazioni sul recepimento della tredicesimattiva in
materia di offerte pubbliche di acquisto e sullasiz@mne espressa nel documento della
Commissione Europen Rivista delle societe2007, pp. 1106-1170.
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Now, | propose to have a more detailed look at thexision on the
implementation of the Directive (25/2004/EC) byatirmajor Member Stateisg.
Italy, United Kingdom and Germany, in order to havbketter view of the effects
of the Takeover Bids Directive. Then, | proposehtive a look at the defensive
measures regulation in USA and China, in ordercknawledge how the issue
concerning the conflict of interests between theartoof directors and
shareholders during a hostile takeover bid is a@red outside Europe, and how
other major countries have decided to solve itfakt, in light of the reciprocity
rule, the comparison with the takeovers regulatoriorce in US and China is
fundamental in order to understand what restristi@furopean companies are
allowed to neutralize, should they became targebaoipanies established in those

countries.

PARAGRAPH | — ITALY

SUB PARAGRAPH | — HISTORICAL DEVELOPMENT

Before analyzing how Italy have implemented the dpean Directive on
Takeover Bids (25/2004/EC), it should be interestin have a look at the long
and troubled historical development of Italian dagon concerning the passivity
rule and the permitted takeover bid defensive nreasuln fact, the first
intervention in this matter was made in 1992, whtatian Legislator, out of
nowhere, imposed for the first time a passivityerdh fact, in contrast to the then
absolute freedom for directors and managers tagainst a hostile takeover bid,
Italian Parliament imposed the passivity rule, tigio the adoption of the Law 18
February 1992, n. 149. That law imposed an absgassivity, according to
which, on the one side, the board of directors todoe passiveis-a-visa hostile
takeover bid, being it not allowed to engage in apgration that could frustrate
the bid; on the other hand, the shareholders’ mgédtad no ability to authorize
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the board of directors to &€t That solution lacked of flexibility, since it diabt
take into account the several disadvantages obaalate passivity. In fact, a so
rigid system represented a huge fear for Italiampmanies, which have been

induced to delist themselves from the Italian StBgkhange.

This reason and the fact that a so strong regulatias present only in Italy
within European Union have been the basis of tlers® intervention in 1998.
Indeed, Italian Legislator, by Article 104 of thelds. 24 February 1998, n. 58
(the so-called “Testo unico delle disposizioni irateria di intermediazione
finanziaria” or “TUF”), and following the debate dhe European Union field
where the discussions on the adoption of the Dueatere consistent, decided to
partly amend the previous provision. Thus, Artidl®4 of TUF granted
shareholders’ meeting with the ability to authorike board of directors to take
defensive measures, when shareholders considé&ostide bid and its success as
detrimental for the company. Therefore, the newe ruhposed a board of
directors’ passivity, with a distribution of powdrom the board to the
shareholders’ meeting, whereas the previous lawptadoin 1992 imposed a
passivity behavior for the whole company, which wasable to protect itselfis-
a-vis a speculative bidder. The system imposed by therniantion of 1998
seemed to be coherent with the then legislationtteér Member States. However,
the issue of Article 104 of TUF was represented thy obligation for the
shareholders’ meeting to reaclky@rumof 30% of the company’s capital in order
to allow directors and managers to defeat the Wwitich was higher than the
general quorums required for ordinary and extra@gi meetings, provided for in
the then Article 126 of the TUF. In fact, this dspgancy between the two articles
brought some interpretation issues, making theiegtpn of Article 104 of TUF

complicate and problematic

30 E.RosATI, La nuova disciplina delle tecniche di difesa nelps ostilj in Le Societa2009, 5,
pp. 567-574.

31 For a general review on the issue as to the loul of the achievement of the quorum see R.
LENER, Basta passivita, difendiamo [l'italianita! L'OPA olidtoria dinanzi alla crisi dei mercati
in Analisi Giuridica del’Economia2009, 1, pp. 53-66.
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It is worth to know as Atrticle 9 of the Directivel@pted in 2004 (25/2004/EC), is
quite similar to the then Article 104 of TUF, besauit required the board of
directors to stand still during the period of adeepe of a tender offer. However,
the Directive went little beyond the Italian TURating that the issue of shares
that could have the effect to impede a takeoverhad to be considered as a
defensive measure that require the shareholdemstingeauthorization. Moreover,
for the first time, the Directive provided the bdaf directors with the possibility
to seek alternative bids without the prior shardad’ meeting authorization.
This has represented an important change in Eunopidaon and in Italian
jurisdiction too, since the search for alternathids was not possible in Italy
before the Directive. In fact, it is possible toniad the Olivetti-Telecom case, in
which the activity of the management of Teleconorder to seek alternative bids

has been very criticized, while it now represensndul activity.

As we know, the Directive (25/2004/EC) had to beplemented by Member
States, and Italy implemented it through the adwoptif d.Igs. 19 November 2007,
n. 229. The decision of Italian Legislator was vstgrn, since it decided to opt-in
both the board neutrality and the breakthrough stulepting for a totally

contestable and open market for corporate control.

After the implementation of the Directive (25/20B@)), Article 104 of TUF still
did not expressly state what was to be considesesl Gefensive measure that the
shareholders’ meeting had to permit, and what djpexs the board of director
was instead able to engage in before any authmmzatiowever, a help came
from Consob (“Commissione Nazionale per le Soceefa Borsa”), that is the
regulatory authority of the Italian Stock Exchangehich gave a series of
guidelines. In fact, according to Consob, mere atations of knowledge, as well
as expressions of opinions, were not to be consilas a defensive measure and
the board of directors was allowed to provide theithout any shareholders’
consent. Conversely, Consob considered as protidgéensive measures: (i) any
activity that could increase the costs for the brgldii) any operation able to
change the financial and business structure oftahget company and (iii) any
action brought from the board of directors with phepose to make the success of
the hostile takeover impossible or at least moifecdit.
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Finally, the d. Igs. n. 229/2007 introduced thegitméty for national companies
to adopt the reciprocity rule, according to whidhliban companies were not
subject to the restrictions imposed by the boarditraéty rule and the
breakthrough rule, in case the bidder was not stibjethe same or corresponding

rules.

However, in 2008 Italian Legislator overturned #iteiation, being it afraid of the
low shares price of Italian companies due to tharfcial crisis. In fact, by d. I. 29
November 2008, n. 185, which was converted by J&8uary 2009, n. 2, Italian
Legislator made the board neutrality rule and treakthrough rule only optional.
Thus, by this intervention Italian companies welteveed to decide whether to

introduce the passivity rule’s provisions in thieptaws or not.

Furthermore, through this intervention, Italian iségfor did not only make the
passivity rule’s provisions optional, but it broggmany amendments able to
affect the openness of the market for corporatdrabrindeed, one of the most
debated amendments has been the decision to tieepeovision concerning the
necessity to achieve a quorum of 30% in order kowabirectors to engage in
frustrating operations. In fact, in the previoustt¢he requirement of a quorum of
30% of the company’s capital was able to, or astlemas trying to, limit the

possibility for controlling shareholders to taketamomous decisions and then
permit defensive measures in order to entrench gfasition and the position of
their directors. With the removal of this higheroqum and the adoption of the
lower general quorum, controlling shareholders ddog allowed to decide on

merits of a bid, even with a percentage of staks than 30 per ce¥t

Furthermore, it has been enhanced the possibdityhe controlling shareholder
to entrench its ownership without require him tanleh a tender offer to all the
holders of the company’'s shares. In fact, the pdigi for the controlling

shareholder who already has a percentage of shatesr than 30 per cent to buy

32 CIRCULAR OF APRIL 15TH, 2009,N. 18, Le modifiche alla disciplina sull'opa: regola di gsivita,
regola di neutralizzazione e reciprocita (decretdizrisi n. 185 del 29 novembre 2008)

www.assonime.it.
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shares without the obligation to launch a tendérgsassed from 3 per cent to 5
per cent.

Finally, the intervention of 2008 doubled the pbg#y for the company to buy-
back own shares, whose limit passed from a maxinomiO per cent to a
maximum of 20 per cent of shares. It should be dhete the buy-back of own
shares represents one of the most successful defesavice, which gives the
controlling shareholder the possibility to enhaitseposition and to make more

difficult for a bidders to take control over thengpany?.

To conclude, the declared rational of this so welasion of the decision taken in
implementing the European Directive in 2007, waes nlecessity to make Italian
companies able to face the financial and econonscsdhat affected the financial
market. In fact, the above mentioned financialigrisrought a drop in the price of
the shares of Italian companies. In this situatiba,fear of Italian Legislator was
related to the negative possible event of a spteelébehavior of abroad

investors, which could have been stimulated to talar Italian companies, due to
their low price. Another explanation of this chargmild be considered the fact
that Italian government realized to be one of the Member States that had

implemented the Takeover Bids Directive in thabisgy manner.

SUB PARAGRAPH Il - CURRENT LEGISLATION

In 2009, by d.Igs. 25 September 2009, n. 146, whieht into effect on July 1st,
2010, ltalian Legislator brought the last amendnmnthe takeovers regulation,
providing for the text of Article 104 of TUF tha now in force. With this final
change, Italian Legislator decided to amend adamature of the passivity rule,
at least with reference to the board neutralite.rihdeed, nowadays, through the
Decree of 2009, the board neutrality representsnatp@ default system of the

passivity rule, with the possibility for nationabrapanies to opt-out it again.

3 F.MAzzINI, Strategie di rafforzamento e misure antiscalata gieassetti di controllo delle
societa quotatein Guida al Diritto, 2009, 24, pp. 27 ss.
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Thus, Italy’s decision has been to introduce thartéhoneutrality rule in its
legislation, with the possibility for companiestatally or partly opt-out it in their
bylaws. The new regime did not affect the breakiglorule, since it is still
subject to an opt-in decision by national comparnied have the possibility to

introduce it in their chartet$

The lItalian Legislator have officially justifiedithnew Decree and the decision to
opt-in the board neutrality, with the necessitycteate a level playing field in
Europe Union. In fact, this intervention has beemated by the will to subject
Italian companies to the same regulation of congmargstablished in other
Member States.

The new regime could be considered as a middleesydietween the two
previous extreme decisionsi.e. the mandatory passivity rule in the
implementation in 2007, and the total overturn @& when, due to the financial
crisis, the ltalian Legislator decided to makeptional. It is easy to know as in
only three years, Italian Legislator have chandedd times its view, going from
a mandatory passivity rule to an only recommendasgllation. In fact, the last
regime could be seen as a set of recommendatiah#tdhan companies have the

possibility not to follow.

As we have previously seen, the new text of Artit@2 TUF provides Italian
companies with the power to totally or partly miglpthe board neutrality rule.
Thus, Italian companies have a large room to magrewvith the ability to make
three different choices: (i) being totally subje¢stthe board neutrality rule; (ii)
totally misapplying it; (iii) partly misapplying ,tso having the chance to set up
the system that better meet their needs. In caselddeStates decide for the third
option, i.e. the possibility to partly misapply the board nality rule, they are
entitled, for example, to decide what acts requine shareholders’ prior

34 G.FERRARINI and G.PMILLER, A simple Theory of Takeover Regulation in the Wh&eates
and Europein Rivista delle societ&2010, pp. 680-719.

35 A, MORELLO, Scalate ostili e misure difensive: dalla Diretti@®A al Decreto 146/Q9n Le
Societa 2010, 2, pp. 158-166.
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authorization, and what acts the board of direatesntitled to adopt, even if they
could be against the success of a hostile takdmder

With respect to the breakthrough rule, the newmegdid not affect the previous
one, since the new Article 104 have confirmed thile as only optional for
companies, who have the possibility to opt-in ittheir bylaws. In this field, it
was not sure whether the possibility for compamgemtroduce the breakthrough
rule in their bylaws could be considered as lagéathe board neutrality rule. It
IS not clear whether companies are entitled tolypartroduce the breakthrough
rule, but through interpretation, the possibilir tompanies to set up the best
regime for their needs is considered to concerh b board neutrality and the
breakthrough rulés.

Finally, with reference to the reciprocity rulealian Legislator decided to
introduce it and to make it mandatory. In fact,réhés no ability for Italian
companies to decide whether or not to implemenfitus, should an Italian
company be the target of a bidder that is not sultgethe same or corresponding
rules, the board neutrality rule and the breakthhowule will not apply. The
assessment on whether or not the bidder is sutgdtie same or corresponding

rules than the target company, is an activity edron by Consob.

To conclude, since due to these several intervestmf Italian Legislator the
situation could be not very clear, a brief summafythe rules that Italian
companies are subject to, should help us to uratetsivhat defensive measures

the target board of directors is entitled to use.

Therefore, as a matter of summary, the currentaéxrticle 104 of TUF states
that: (i) Italian companies are subject to the Hoaeutrality rule, with the
possibility to opt-out it by a statutory amendmg(i); Italian companies are not
subject to the breakthrough rule, unless they uatilg implement it; (iii) Italian

companies are subject to the reciprocity rule.

36 A, MORELLO, Scalate ostili e misure difensive: dalla Diretti@®A al Decreto 146/Q9n Le
Societa 2010, 2, pp. 158-166.
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PARAGRAPH Il — UNITED KINGDOM

SUB PARAGRAPH | — THE CITY CODE ON TAKEOVERS AND
MERGERS AND THE PANEL ON TAKEOVERS AND MERGERS

As we have already seen, the Takeover Bids Diredias been modelled on the
United Kingdom takeovers regulation. Thus, it isrthdo have a look at how this
regulation worked since its adoption and how Uniédgdom Legislator had to

amend it in order to implement the European Divec(25/2004/EC).

The UK takeovers regulation has always been basedhe City Code on
Takeovers and Mergersvhich came into effect in 1968 under the suppbithe
Bank of England and with governmental approval, ahith was established in
order to defeat some abuses raised in the 1950496@5. However, Takeovers
Code did not have the force of law, and in faavdts enhanced by the Takeover
Panel (the “Panel”), which was established in order supervise the
administration of the Code and in order to givehatitative rulings and advice on
its application. Thus, the Panel was in charge h# interpretation of the
Takeovers Code, and its interpretation was usefurder to follow the spirit of

the Code and avoid legalistic interpretatidns

The advantage of this regime was based on its eatuself-regulatory system,
which allows it to be quicker cheaper and moreifllexthan a statutory system.
This regime was preferred for its ability to prevany tactical litigation, which
could bring delays in the takeover process. Moreabe Panel has never been a
formal part of the wider statutory-based regulatainthe financial services or
capital markets sectors, and it was independenh ftbe Government, the
Financial Services Authority (FSA) and the Stockangé?.

37 A. JoHNSTON Takeover Regulation, Historical and Theoretical §ectives on the City Code
in The Cambridge Law Journa007, 66, 2, pp. 442-460.

38 G. MoORsE Self regulation of takeovers in Great Britain aftee thirteenth directiven

Company Law Newslette?005, 10, pp. 1-6.
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Historically, the Panel derived its authority frofimancial communities and
mainly from its representative bodies, who decitedupport its activities, and
who made a lot of efforts in order to encouragerthembers to adhere to the
code®.

Notwithstanding several amendments occurred siteeadoption, the United
Kingdom approach to takeover bids has never charigefdct, the UK regime,
through its City Code and its Panel, has always bmesed on the belief of the
supremacy of the shareholders decision-making Weeszmay summarize the UK
regime as having four fundamental aims: (i) equahtment of shareholders
during the period of the acceptance of the bijl;a@iequate and timely advice and
information for shareholders in order to enablartite decide on the merits of a
bid; (iii) the need to prevent the creation of éaisarket of shares; (iv) prohibition
for the board of directors of target companiesrigage in frustrating operations
without prior shareholders’ meeting authorizatiomhich is considered the
centerpiece of the whole regulatibnThus, it is possible to note as the entire UK
takeovers regulation has been always based onsthengtion that the board of
directors is in a situation of conflict of interesturing a hostile takeover bid, and
that shareholders should be granted with the ghditdecide on the merits of the

bid and to decide what defensive strategies thaydhdke to undertake.

SUB PARAGRAPH Il - TAKEOVERS DIRECTIVE IMPLEMENTATI ON

The European Directive on Takeover Bids was adopt@®04, and its Article 21
required Member States to implement its provisidns May 20th, 2006.

Notwithstanding the Directive was mainly basedQity Code on Takeovers and

39 D. CALcuUTT QC, Keeping track of takeovers — the work of the Take®ane] in Law Society
Gazette 1993, 11, p. 90.

40 J.MukwiRrl, The Myth of Tactical Litigation in UK Takeoveis Journal of Corporate Law
Studies 2008, 8, pp. 373-388.
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Mergers UK Legislator had to adopt some amendments ieraia implement the
Directive.

The most important amendment that United Kingdons vemuired to undertake
was related to the nature of self-regulatory botlyhe Code and the Panel on
Takeovers and Mergers, which was unacceptablehiertéxt of the Directive
(25/2004/EC). It is worth to remember as this issas at the basis of the United
Kingdom resistance during the years before the @atopf the Directive. The fear
of UK Legislator was related to the negative imgilions of the Directive on the
Panel, which could have lost its strengths, losiagature of a cheap, quick and
flexible regime. Then, United Kingdom feared fore tpossibility of the new
regime to stimulate a culture for tactical litigais, which was seen as somewhat
able to cause an increase in the costs and iretfggH of the takeover process. In
order to bridge this fear, the European Directias heen implemented in UK in
such a way as to allow the Panel and its systemadiatain their strengths related
to the nature of self-regulatory board, notwithdiag it became a statutory
system. In fact, the autonomy of the Panel on Tedesoand Mergers has been
saved with seven statutory restricting provisionat tprotected the Panel from

prosecutions, except in case of bad faith.

The European Directive has been adopted in Uniteddom by two acts, firstly
by the Takeovers Directive Regulations 2006, whiglas an interim
implementation made in order to implement the Rivecby May 20th, 2006, and
then by the Part 18 of the Companies Act 2006, whifinitely implemented the

European Directive and came into effect on Aptil, @007,

The board neutrality rule has always been the cstoee of the UK takeover bids
regulation. In fact, in implementing the DirectiveK Legislator decided to
maintain the board neutrality rule and to contiftuas the core of its regulation.
Thus, the board neutrality rule has been opteavith no possibility for national

companies to derogate to it.

41 P_DAVIES, An Introduction to the New UK Companies Act: Parin European Company and
Financial Law Reviews, 3, pp. 239-279.
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With reference to Article 11 of the Takeover Bidgdotive (25/2004/EC), the
UK Legislator decided to opt-out the breakthrougle in order to prevent the risk
to seriously affect market transactions. Howevaurspant to the European
Directive, should a Member State decide not to isepthe breakthrough rule as
mandatory, it must allow national companies toadtrce it in their bylaws. In
fact, in UK legislation any company may opt-in threakthrough rule by a special
resolution, but only if three conditions are meirst the company must have
voting shares admitted to trading on a regulatetketaSecond, its articles must
not contain the provisions and restrictions prodglider in Article 11 of the
Takeovers Directive, or in case its articles cantéiose restrictions, they should
state that such restrictions would not apply inesasnd under the circumstances
provided for in Article 11 of the Directive. Fingllits articles must not contain
any provision or restriction that could be in castrwith the text of Article 11 of
the Takeover Bids Directié

Finally, with reference to Article 12 of the Diraad (25/2004/EC), UK
Legislator's choice was not to implement the rewmgdy rule, since it was
considered to be too complex and in contrast witlopen market for corporate

control, and then detrimental for companies.

In order to make a first comparison between theetirtakeovers regulation in
Italy and United Kingdom, it is possible to assasdJK Legislator decided for a
less protectionist regime. In fact, with referencdhe board neutrality rule, UK
Legislator decided to provide for it as a mandatartg, with no possibility for

UK companies to depart from it, and then any UK pany is subject to the board
neutrality rule. Conversely, Italian Legislator ok to provide for it as a default
regime, granting Italian companies with the abitiyopt-out the board neutrality

rule.

With respect to the breakthrough rule, both UK #atian Legislator decided not

to implement it, allowing national companies taaaluce it in their bylaws, but as

42 F, WOOLDRIDGE, Some important provisions, and implementationhef, iakeovers Directivén
Company Lawyer2007, 28, pp. 293-296.

47



we have just seen, UK Companies Act requires strigtquisites to be allowed to
voluntarily implement the breakthrough rule.

Finally, with reference to the reciprocity ruleallan Legislator decided to allow
Italian companies to benefit from that provisiorhereas UK government, once
again, opted for a more open and contestable mddtetorporate control,

deciding not to implement Article 12 in its takeoveegulation.

PARAGRAPH Ill - GERMANY

SUB PARAGRAPH | - THE TAKEOVER CODE AND THE ACT ON THE
ACQUISITION OF SECURITIES AND TAKEOVERS

To begin the analysis concerning how Germany han@emented the European
Directive on takeover bids (25/2004/EC), it is resagy to analyze the previous

German takeovers regulation.

Before 2001, Germany did not have a legal reguiatio takeover bids, because
the German Takeover Code was only a voluntaryrselfdation, which has been
in force since 1995 and partially amended in 1998 application of the Code
depended only on its formal acceptance by compahesct, it contained some
provisions that any national companies was fregdimpt or not. Its nature of self-
regulation, and the freedom that any company wasitgd in the decision on
whether to adopt it or not, was the main issué¢so@pplication. In fact, as of April
11th, 2000, 540 companies listed in Germany ou9®8 acknowledged the
Codé®. In light of the unsuccessful of this voluntanjfgegulation, it was a
general belief that a statutory regulation on takedids was needed, in order to
make it mandatory and in order to bridge the issaksed to the voluntary nature

of the Takeover Code.

43 P.MENNICKE, A new takeover regime for Germany: the Act on tbguisition of Securities and

Takeoversin Company Lawyer2003, 24, pp. 26-32.
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Thus, in order to set up a legal framework on takedids, and taking into

account the need to provide minority shareholdétarget companies with some
protective device, the German Federal Parliambet3tndestagadopted the Act

on Acquisition of Securities and Takeovers (WpU@®) Movember 11th, 2001,
which have entered into effect on January 1st, 2002

The aim of this regulation, at least at the begignwas to require the board of
directors to be neutral in case of a takeover With the prohibition to take any
action that could result of a takeover be frusttatdowever, during the long
journey for the adoption of this regulation, thisw was stopped by the fear of
German companies to be taken over by US compahies, the final text of the
Act on Acquisition of Securities and Takeovers hasn far from its initial ideal.
In fact, according to the then German takeoverslatign, first, the management
team was allowed to autonomously engage in sefristiating operations, such
as the search for alternative bids (the so-cakadch of “white knights”) and any
measures which would have been taken even by aeprughd conscientious
manager. Second, with reference to defensive mesdhbat was not possible to
consider within the previous operations, the mameyg was required to obtain
the supervisory board’s consent, and not a shatetsdl meeting authorization,
which was required only in some cases directly ettbjo the authority of the
shareholders’ meetifiy If we remember the role and the composition @& th
supervisory board in German legislation, it shobéd clear as the management
team of the target company had a large freedonefiati a hostile bid. In fact, the
supervisory board is in charge of the control diermanagement conduct, and in
the bigger corporations (corporations with morenthao thousands employees),
the employees are entitled to appoint half of tinectbrs. Thus, it should be easy

for the board of directors to obtain the authoraatfor defensive tactics by the

44 F.WOOLDRIDGE, France and Germany: defences to takeover,bid€ompany Law2003, 24,
pp. 121-124.
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supervisory board, since it is mainly formed by &wyees, a category that in case
of a takeover bid is usually against the dffer

SUB PARAGRAPH Il - THE DOUBLE OPT-OUT

It should not be forgotten that Germany, in coupith United Kingdom, has
represented the bigger obstacle during the lasttiwgears for the adoption of a
takeover bids directive. Its opposition to the dinee on takeovers bids and
mainly to the board neutrality rule was based aedhassumptions. First of all,
Germany argued that the board neutrality rule wdade avoided the board of
directors from the possibility to engage in frusir@ operations, with no
possibility for shareholders to timely call a shwolelers’ meeting in order to
decide whether to permit any defensive tactics @iy and this even in case of
detrimental hostile takeover bids. Second, thishilmiton was thought not to
permit directors to create a competition and ta gahigher shares price. Finally,
it was believed that the above mentioned rules vdidve made the board of
directors accountable to shareholders, prohibiiegboard from the possibility to
take into account other company constituenciegrests during a hostile tender

offer, such as employees and credftdrs

In light of these believes, Germany implementedDivective on Takeover Bids
on July 2006, and decided for a double opt-outfdct, German Legislator
decided not to introduce the board neutrality are the breakthrough rule in its
legislation. Thus, German companies are subjetitedighter WpUG regulation,
unless national companies voluntarily decide toingioth the rules or only one

of them, providing for them in their bylaws. Finalshould a company decide to

45 C. STEINHAUER, La nuova legge tedesca sulle offerte pubblichecduistq in Giurisprudenza
Commerciale2002, 1, pp. 391-416.

4 M.T. REIGADA, Razionalita ed efficienza delle misure antipjpaGiureta — Rivista giuridica on-

line, http://www.giureta.unipa.it/phpfusion/readarticlep®article id=962008.
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opt-in the provisions provided for in Article 9 add of the European Directive,
the reciprocity rule would not automatically woltbyt it would be necessary a

shareholders’ meeting resolution.

At the end of this analysis about how the threeomdjlember States have
implemented the Directive (25/2004/EC), it shoule boted that, if German
companies are subject to the most protectionistpatdotic regime, and that UK
companies are subject to the most open regimaaritdlegislator adopted a
regime that could be considered as the middle grdagiween the UK and the

German regulation.

PARAGRAPH IV — UNITED STATES OF AMERICA TAKEOVERS
REGULATION

United States of America have always been chaiaeteby the highest number
of merger and acquisition transactions, and fa thason it should be helpful to
analyze how the federal and the several statesld¢gis decided to regulate them.

In fact, takeover bids in US are subject to seveegulations, with a tension
between federal and states jurisdictions. It shdaddhoted that US Constitution
has limited the jurisdiction of the federal lawttee matters it has been directly
granted with. In the past years, the Federal Lawslried to bypass this obstacle,
and tried to have jurisdiction on takeover bidgdkgion, since it has power to act
in case of interstate commetée Through this power, Federal law and the
Securities and Exchange Commission (“SEC”) regulakeover bids, but only
with reference to the necessary disclosure actiVityerefore, in order to be aware
of the takeover bids process in US, we should aedlye states regulations, and it
should be worth to have a look at the Delaware Lsmnce Delaware, for several
reasons, represents the place where most UnitesStargest corporations

47 C.M. SLAUGHTER, Rights offerings, takeovers and U.S. shareholdeast 2, in Company
Lawyer, 2002, 23, pp. 72-83.
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decided to incorporate. Thus, Delaware law govémesbehavior of the board of
directors in the most part of United States tratigas. The Delaware regulation
is mainly based on the decisions of the Delawargtspand the Delaware Court

of Chancery is considered the most efficient amqahsticated one.

First, it should be reminded that the Delaware rhdues a board-centered
approach, in fact, pursuant to Section 141(a) efklaware General Corporation
Law (“DGCL"), the board of directors is entitled ton the company and to carry
on its business and affairs. However, the boardlicéctors, in running the
corporation’s business, has been charged of fidpdaties owed to the company
and its shareholders. Thus, in case of a hostikeotger bid, on the one hand,
target directors are entitled to face it, and andther hand, they have to take into
account their fiduciary duty of camgs-a-visthe company and its shareholders.
However, directors are provided with a huge parsghin fact in managing the
hostile bid they are protected by thasiness judgement ruldccording to the
business judgement rule, in making a business idecithe board of directors is
presumed to be well informed, in good faith and thaonestly believes that the
actions taken were the best possible in order tetrttee company’s interests.
Thus, a court will not have the ability to subdgtihe board’s discretion, and
then, if this decision could be justified with aioaal business purpose, a court
will not be able to decide on the merits of therdoaf directors’ decision. In
Smith v. Gorkomin 1985, the Delaware Supreme Court, which is uhienate
appellate authority, stated that in order to shioat the action taken is based on a
rational business purpose, and then to be protdayethe business judgement
rule, directors must be informed on the meritshefibid hiring investment bankers
in order to advise them on the adequacy of tha8ffe

The above mentioned discussion could lead us teuselthat the board of
directors is allowed to decide how to face a hedtikeover bids and allowed to

entrench itself. However, the Delaware Supreme Conrseveral cases, has

4 A. O.“CHIP" SAULSBURY IV, The availability of takeover defenses and dealguion devices
for Anglo-American target companijes Delaware Journal of Corporate 1gw012, 37, pp. 115-
161.
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explained the size of the directors’ power and pas some limits on it,
prescribing some cases in which the board of directs not entitled to act in

order to frustrate the bid.

In fact, in Unocal Corporation v. Mesa Petroleum Corporatian 1985, the
Delaware Supreme Court, taking into account thaiptesconflict of interests that
directors could face in managing a hostile takedwdr stated that the business
judgement rule was not enough in order to indueebtbard of directors to make
the right decision for the company. Thus, for thstftime, the Supreme Court
imposed an “enhanced business judgement rule”, m@rin case of hostile
takeover bids. According to this enhanced requirdgptbe board of directors, in
order to be protected by the business judgemest rslsubject to a stronger
burden of proof, with the necessity to provide foore than a simple rational
basis of its behavior. Thus, directors must satsfyenhanced scrutiny in order to
have the possibility to benefit from the presummsi@f the business judgement
rule®®. In fact, InUnocal, the Supreme Court imposed and created a doutie te
that the board of directors have to pass. Indeest, the board of directors is
required to prove that the hostile tender offedesrimental for the company as a
whole, being it able to affect its corporate polanyd effectiveness. Second, once
it has passed this first test, it must prove that @actions taken were reasonable
with reference to the detrimental effects of theergually successful hostile
takeover bid. Despite the text of this Supreme €dacision and the enhanced
scrutiny that directors are subject to in facinastile bid, we sincerely have to
say and explain how directors could easily meet ¢éinihanced burden of proof. In
fact, with respect to the first test, in which theard of directors has to show the
eventual detrimental effects of the hostile tenoéer, the board could meet its
burden of proof simply stating the inadequacy ef phice offered, the nature and
the timing of the offer, or the detrimental effedis categories other than
shareholders, such as creditors, employees, custparal the society as a whole.
Then, in order to pass the second test, the onwhich directors have to

4 G.H. WHITE and A.PWKONEVsKY, The battle for ABN AMRO and certain aspects ofsros

border takeoverdan Journal of International Banking and Financial La2008, 23, 4, pp. 171-ss.
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demonstrate the reasonableness of the actions v@kenespect to the hostile bid,
the board of directors could meet its burden obpstating that its behavior was
neither coercive nor preclusive, and so establgsthat it acted in order to satisfy

the shareholders’ interedts

As we have seen itunocal case, the board of directors could easily meet its
burden of proof with the possibility to use a langeiety of takeover defensive
measures. However, iRevlon, Inc. v. MacAndrews & Forbes Holdings,.nio
1986, the Delaware Supreme Court reminded thatptheer of directors to
frustrate a hostile tender offer is not indefirdgtied it made clear when takeover
defenses are prohibited. In fact, Revionthe Supreme Court established that in
some cases the role of the directors changes agsl fgum prevent some hostile
detrimental takeover bids to try to get a higheareh price. This change will
occur when the company receives multiple fair addgaate offers. Indeed, in
case of multiple adequate offers, the company issubject to a risk for its
corporate policy and effectiveness, and then thectlirs are no longer required to
defeat any detrimental offer. Then, directors avelanger entitled to engage in
frustrating operations, and if any, it would notveced and protected by the
business judgement rule, being its act in breacitsdiduciary duties. Thus, we
could see a different situation and a different emodUnocal and in Revlon. The
dividing line could be represented by the numbeteatler offers received by the
target company. In fact, in case the board of tlinscis facing only one hostile
tender offer, even if it is valuable, the Unocaldaas on and so directors have the
possibility to defeat the bid and be protected Hmy husiness judgement. Instead,
in case the company receives multiple valuabledenéfers, the Revlon mode is
on and the role of the board of directors changesuttioneers charged with the
need to get a higher shares price. The defining embris considered the one

when a corporation undertakes a transaction whidh cause a change in

50Wal YEEWAN, The Validity of Deal Protection Devices in NegattAcquisition or Merger
Transactions Under Anglo-American Laiw Journal of Corporate Law Studig2010, 10, 1, pp.
179-217.
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corporate control, or a dissolution or a break-@iphe corporate entity. In these
cases, the board of directors cannot use take@fensive measures.

Now, it should be interesting to briefly analyzes tmost common and strong

antitakeover devices used in U®, poison pills and staggered boards.

A poison pill can be structured in many ways, kutnainly comprehends an
unilaterally decision of the target board of dimstbased on a shareholders’ right
plan, which allow shareholders to acquire compasyiares for favorable terms
and conditions, with the aim to dilute the hostildder’'s ownershit. Instead, the
staggered board of directors is a device useddardo prevent a bidder to obtain
the control over the company, avoiding its posgiptb remove all the directors
in case it gains a certain percentage of sharesydgh staggered expiration dates
of the directors’ office. Through this device, thelder would usually need at

least two terms of office to gain the control of thoard of directors.

As we have seen, notwithstanding the enhanced dssijudgement rule, the
board of directors is able to entrench itself emgygagn several frustrating
operations against a hostile tender offer. The tipress whether or not the board
of directors is provided with so much power to h#we ability to use a “just say
no” defense. A “just say no” defense, also knowntlas “Nancy Reagan
Defense”, could be considered as a board of dirgatefusal to positively answer
to an all cash, all shares tender at a reasonaiy grice, during an unlimited
time, and without providing the shareholders witlother alternativ@. In light of
the huge freedom that the board of directors hdadimg a hostile takeover bid, |
argue that it has the ability to defeat a hostilebver bid, even opposing to the
bidder a “Nancy Reagan Defense”. My personal bd&i¢fat this will be possible
as long as some defensive measures, such as goilsoand staggered boards,

will be permitted. In fact, in my opinion, poisoillp and staggered boards, if used

51 J.CRIVELLARO and M.MORGUT, The end of nocuous relations? New shareholdersopagpills

and markets for corporate contrah International Business Law Journ&012, pp. 349-355.

52 J.P.LABROUE, Directors’ fiduciary duties in hostile takeoverscatihe “just say no” defensén

International Business Law Journdl995, pp. 821-838.
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together, are able to create very high obstaclab®path of hostile tender offers,
so that the possibility for target board of direstto defend itself is so huge as to

allow them to use a “just say no” defense.

Thus, after all these statements, it should ber @sahe United States takeover
defensive measures regulation is at odds to thepgean regulation. In fact, due
to a different culture based on a managerial vie\wited States provides the
board of directors with huge powers in facing ati®gakeover bid, allowing
directors to adopt some antitakeover devices tbelly prevent shareholders
from the possibility to decide on the merits ofastile tender offer. Conversely,
as we have seen in the previous pages, the Europegalation, at least on the
text, is based on the belief that the board ofatiims would need the previous
shareholders’ meeting authorization in order t@taky action that could frustrate
a bid.

PARAGRAPH IIl — CHINESE TAKEOVER DEFENSIVE MEASURES
REGULATION

The People’s Republic of China Law (PRC) does motide for any prohibition
of defensive takeover measures. Thus, in ordendierstand how hostile takeover
bids are treated in China, we need to have a lbtkee acts.e. (i) the Securities
Law of the People’s Republic of China (the “SedesitLaw”); (ii) the Company
Law of the People’s Republic of China (the “Compdmgw”); and (iii) the
Procedures for the Administration of Listed Companfthe “Takeover Code”).
However, it should be noted that most of the Clenegjulations governing the
defensive measures permitted against a tenderartéemot very detailed, so that it
is not sure what behaviors the target managemaeanitided to adopt and when it
is instead in breach of the law. However, analyzivggrelated provisions could be
of help to better understand the Chinese Takeoids fig@gulation.

According to Article 8 of the Chinese Takeover Codecase of a takeover bid,

the board of directors of the target company, &3 ko fairly treat shareholders;
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(i) in taking the decision on the merits of thel land on defensive measures to be
adopted, it must take into account the need toidenghe interests of the
company and its shareholders’ as the ultimate tgoadach; (iii) must not abuse of
its powers creating obstacles to the success diithaising company’s resources
in order to assist a bidder, and harm the companyita shareholders. Thus, any
defensive measure must be adopted by the targed bbdirectors in the interests
of the company and its shareholders. The boardre¢tdrs must assume a neutral
position, and in adopting defensive measures itthaseet its fiduciary duties
owed to the company and its shareholders, and motstreate inappropriate
obstacle on the future success of thé%bid

Moreover, article 33 of the Chinese Takeover Castaldishes that the board of
directors of the target company may not carry myt @isposal of the company’s
assets, outward investment, adjustment to the najemess of the company or
any guarantee or loan that have a major impachermssets, liabilities, rights and
interests or business results of the company, withibhe approval of the

shareholder’s general meeting.

Notwithstanding this previous restrictions, the fiooaf directors is free to carry
on its normal business activity, taking into acdotlne prohibition to issue shares
or sell the company’s “crown jewels” in order taistrate a hostile takeover bid,
unless the board of directors is authorized to tdoyia shareholders’ meeting

resolution.

It should be noted as in the uncertain interpretanf the Chinese takeovers
regulation, in recent years, some listed Chinesapamies have modified their
articles of association, adding some antitakeovevigions. In fact, the previous
rules would apply when a bid has already been amgem) leaving companies
free to introduce some antitakeover provisions hgirt articles of association

before the launch of a hostile bid.

5 C.Rizz1 and L Guo, Entering the Chinese market through “Takeovers’sted Company
Acquisition and M&A: a new form of investment andeav method to expand a presence in China

in Diritto del commercio internazionale: pratica inteazionale e dirittp2010, 24, 2, pp. 281-308.

57



Thus, Chinese companies have recently introducede stakeover defensive
measures. First, some Chinese companies have ptb¥ restrictions on the
possibility to appoint directors and supervisorjoh state that any shareholder
or group of shareholders who already hold 10% efghares must communicate
this holding to the company within three days anesent a plan for the future
development, in order to have an approval by therdof directors; otherwise it
will not be able to appoint the candidates for ctives or supervisors. Second, it
has been established the possibility to requireimim terms of office on the
board to assume certain office such as directdr@iyman and vice chairman of
the board. Third, the use of staggered boards besamy common. Forth, it has
been established the possibility to provide foidgol and silver parachutes in case
of firing of directors, supervisors and manageisalfy, some Chinese companies
have introduced restrictions on transfer of sh#masrequires the approval by the
company and by the People's Bank of China to be abbossess more than 10%
of the total sharé&

In order to assess Chinese takeovers regulatios pibssible to say that Chinese
rules on this matter are not very clear. As we hseen, it seems that Chinese
companies have a large room to move into and tendefhemselves from hostile
takeover bids. In fact, taking advantage of theeutain text of the regulation,
some antitakeover provisions have been recentlpdaoted in the article of
association of Chinese companies, and only few@mnthave been required to be
amended and removed by the China Securities Regula&@ommission (the
“CSRC"). In light of the above mentioned situatidnis possible to consider the
Chinese takeovers regulation as more similar aodecto the US takeovers
regulation than to the European Takeover Bids Dive¢25/2004/EC).

5 WEI Cal, Anti-takeover provisions in China: how powerful d@iney? in International Company
and Commercial Law Revie®011, 22, pp. 311-317
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CHAPTER 1l — THE ECONOMIC CONSEQUENCES OF PASSIVIT Y
RULE

In the past chapters, we had a brief look at tlasaes justifying a regulation on
the behavior of directors and managers during &éladender offer, and we have
taken into account the long historical developnieatling to the adoption of the
European Takeovers Directive (25/2004/EC) and usppses and principles.
After that, it should be necessary to assess theosgic implications of passivity

rule.

The passivity rule regulation has represented drtteomost debated matter on
corporate governance in the past years, and it issale in which the thoughts on
the outcomes of such a regulation are mixed. Th®cehto let managers and
directors free to act against a takeover bid, dsagehe opposite choice to oblige
them to be passive within a takeover process, nsidered as somewhat able to
bring significant economic implications towards el company constituencies.
Indeed, even if shareholders and directors reptegba two constituencies most
affected by a tender offer, the latter could bedfieral or detrimental for other

subjects too, such as creditors, employees, angtibée social community.

In the previous pages, we analyzed the purposestlaadprinciples of the
European Directive (25/2004/EC), that is basedhenassumption that, on the one
side, directors and managers are often in a smwatf conflict of interests in
facing a hostile takeover bid; on the other sigguiring the board of directors to
be passive during the tender offer could resulbéodetrimental too, avoiding
directors and managers from using some powers aowlkdge that could benefit
the corporation and its shareholders. Passivitg rabulation and its economic
effects is a strongly debated issue. Moreoverjght lof the optionality system
provided for by the European Directive (25/2004/E@Quiring Member States
first and companies then to decide whether to dhtce the passivity rule or not, it
becomes still more interesting to assess the eceniwnplication of this tough
choice. In fact, in order to make the best possdbleice, Member States and

companies should be aware of the several implicatiof their decision and
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should try to set up a regulation able to create@an and contestable market for
corporate control.

For a better and more detailed analysis on thiomapt topic, in this chapter |
intend to show what are the theoretical economiglications according to some
most important academics of the passivity rule, amdt should be the most
widely held regime according to them. Then, | will to confirm or reject their

theories through empirical data.

PARAGRAPH | - WHY PASSIVITY RULE IS EFFICIENT

Some academics and practitioners argue that thavpggsule, which prescribes
the impossibility for directors and managers to agggin frustrating actions
during a hostile takeover bid, should be the défaod the mandatory rule in

corporate governance.

Such an opinion is based on the general beliefttietovers, as well as hostile
takeovers, are directly beneficial for the targetnpany and its shareholders and
indirectly beneficial for the whole community andet financial market. The
beneficial effects of hostile takeovers could béwas kinds. First, hostile takeover
bids are considered to be able to bring indirectebeial effects to the target
company, by monitoring the performance of the tabgard of directors. In fact,
the threat of a hostile takeover bid should stireuthe board of directors to run
better the company and to take more care abousttaeeholders’ interests. The
effect of this monitoring view could be explainegithe fact that everyone, and in
every field, works harder and better if he is stabed by the possibility to gain
more benefits or by the threat to lose his curmms®. In this case, the threat
brought by the possibility to receive a hostilegiaker bid and then to lose their
jobs, could represent the most effective influeocethe management team’s

5 F.H. EAsTERBROOKanNd D.R. FISCHEL, The proper role of a target's management in
responding to a tender offdn Harvard Law Review1981, 94, 6, pp. 1161-1204.
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performance. Second, a hostile takeover bid, itseds, is able to remove an
underperforming management team with a better paifig one.

Thus, a successful tender offer could benefit tapmany in two manners. First,
with the appointment of a more performing boardliogéctors, with the possibility
to better use the existing resources and knowlefiglge target company. In fact,
if the takeover bid succeeds, the target compamjdconprove its performance
thanks to the synergies between that and the argeompany. Indeed, it should
be easy to understand as a bidder, before to laancbffer on a company’s
shares, often performs a search in which it tiweietlize its best target company,
which depends on the possibility to identify an emprforming management
team, and a company that work in the same industiy an industry related to
the bidder one, in order to benefit from the pdssiynergies between the two
companies. Second, the threat of a hostile takebigtrshould represent an
efficient motivation for directors and managergtosue shareholders’ aims. Due
to these beneficial effects on the target compamy i#s shareholders, some
academics, such as Easterbrook, Fischel, and Lig#chuk, , argue that any
attempt of the management team to obstruct the qgfashhostile takeover bid is
detrimental for the company’s welfare. Thus, theyweé always suggested to
oblige the management team to be passive and heufeeing a hostile takeover

bid, and to allow shareholders to decide on thatmef a bid.

This is believed because a cash tender offer iallysiaunched at a price above
the market price, so offering shareholders the ipih$g to gain a return higher
than the current market value of the shares, sefligig of a premium due to the
takeover bid. In fact, the bidder, being confideumth the possibility to increase
the future shares value with its changes on thetsire of the target company and
with the synergies with the its company, is likétylaunch a bid for an amount
higher than the current market value. This offare do its premium over the
current market value of the shares, would beneéitshareholders. This beneficial
effect is based on the assumption that the mar&ktevof the shares exactly
reflect its value, being the capital market effintieln fact, if the stock did not
reflect well the shares value, with significantfeli€nces between its real value
and its current price on the capital market, inmestwould benefit from this

61



situation by selling the overpriced shares and Unyirtg underpriced shares. This
ongoing process would go on until no differencesvben the market price and
the real value of shares exist, or at least, tinélbargain would be less than the
costs for the search that a bidder should beardardo find some misprié In
this case, with any shares being corresponded tkair value on the capital
market, it should be easy to understand as everyolebenefit from hostile
tender offers, which are usually launched at aephigher than the market price.
Furthermore, the bidder could gain a premium totose amount must be
calculated taking into account the difference betwée future market price of
the company shares, which could raise due toridgegfies and synergies, and the
price paid to the tendering shareholders. Finalhgreholders who decide not to
tender their shares, would benefit for a raisedepaf their investments thanks to
the performance of the new management team. Thassibeen shown that the
hostile takeover could benefit all the company tituencies, and that a passivity
rule that permit these transactions could be prefieto the management power to

defeat a hostile takeover bid.

Moreover, in order to make sure that passivity iglefficient, it must be noted

that the passivity rule is considered still morendfeial in case a company
operates in an industry where its competitors hevé@akeover provisions. This

situation represents an important things that amgpany must take into account
in deciding whether to allow directors and managedefeat a bid or not. In fact,

it has been shown that companies without takeoeé&ndes are more likely to

receive tender offers if their competitors use taleg defenses: the higher the
number of companies allowing managers to use takedefensive measures, the
higher the price that bidders are willing to payatmuire companies without anti-
takeover provisio$. Thus, using takeover defensive measures divieotaers

activity to companies without the same defensivasuess. The reason of this

56 F.H. EasTERBROOKanNd D.R. FiIscHEL, Takeover Bids, Defensive Tactics, and Shareholders’
Welfareg in The Business Lawyet981, 36, pp. 1733-1750.

57 S.HANNES, The Market for Takeover DefensgsNorth Western University Law Revie2007,
101, 1, pp. 125-189.
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assumption should be easily identifiable. Indeéds presumed that any bidder
performs some researches before launching a bichpaong not only the
underperformance and the possible synergies witarget, but also making a
search on what defensive measures any target bbdickctors is allowed to use.
In fact, takeover defensive measures are suppasettiease the difficulty and
the expensiveness of an acquisition, and so amyebitlies to understand which
target would be more easy and cheap to acquires, Hmmpanies that prohibit the
board of director to act against takeover bidseikecmore attention by bidders,
which attention would lead to a higher number afereed tender offer, which
usually lead to a higher price of the bid. Themshibuld be said that, the higher the
number of companies with antitakeover provisiohg, higher the tender offers
that companies without antitakeover defenses recaivd the higher the price that
they gain. Thus, once again, passivity rule prevaih the board of directors
freedom.

After having analyzed the possible beneficial eéfexf hostile takeover bids, and
therefore of the adoption of the passivity rulepmder to enhance our confidence
concerning the belief that the passivity rule wobetter and maximizes the
company welfare than the board of directors fregedibms interesting to analyze

what would be the economic implications of leavingnagers this possibility.

In order to make this assessment, first of all,nged to better comprehend what
is the behavior of the board of directors in facabostile takeover bid. The use
of takeover defensive measures is widely considardxt able to increase agency
costs between shareholders and the board of dise@ind to be used by the latter
with the egoistic purpose to entrench its positibhis belief corresponds to the
“management entrenchment hypothesis”, accordingwtoch directors and

managers having the possibility to use severalndgfe measures, are stimulated
to use them in order to defeat takeover bids ddrest for the company and its
shareholder8. According to this theory, and as we have previossen, directors

and managers are likely to have this self-inteteb&havior since they are aware

58 R. DAINES and M.KLAUSNER, Do IPO Charters Maximize Firm Value? Antitakeofeotection

in IPOs, inJournal of Law, Economics and Organizatip8601, 17, 1, pp. 83-120.
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that in case the hostile bid will succeed, they lege their job. Thus, they are in a
conflict of interests in facing a hostile takeowsd, and they are more worried to
preserve their positions and benefits than to ati the goal to maximize the
company welfare. Then, this self-interested waydting, could lead managers
and directors to use their powers in order to defiestile takeover bids, using
some entrenching devices, and so making impos&blehareholders to gain the

above mentioned beneficial effects of hostile talkees.

Moreover, it should be noted that the strong rasst opposed to hostile
takeovers by the board of directors is detrimefaiathe financial situation of the

target company. In fact, the defensive measures rnf@nagers usually adopt
facing a hostile bid are able to spend a lot of gany resources. Thus, it is not
rare that, in the few cases in which a hostile d¢ake bid succeeds, the new
controlling shareholders and the new board of ¢rsds forced to face a difficult

financial situation, a crisis brought by the costigistance of the previous board

of directors.

Now, after having realized the delicate situatibattthe board of directors faces
during a hostile tender offer, we need to evalih&gdetrimental effects of the

most used defensive measuiies,“poison pills” and “staggered boards”.

The so called “poison pills”, which have been ineehby Watchell, Lipton,
Rosen & Katz, an American law firm, are arrangemmersied in order to dilute the
stake that a bidder gains after the success ohdiséile bid, should this bidder
obtain a certain percentage (usually 10-15%). Thesdwo main kinds of poison
pills. First, the flip-in poison pills, giving taeg shareholders the faculty to buy
shares of the target company for favorable prid¢eifatwo shares for the price of
one). Second, flip-over poison pills, giving targbtareholders the faculty to buy
shares of the bidder company, should the bidderpeoyn merge the two
companies. Thus, as it is possible to understdasettwo arrangements are able
to dilute the stake of a bidder and to prevenpdssibility to gain the control of
the company. However, poison pills do not totalheyent bidders from taking
over the company. In fact, the only way that biddeave to take the company
over is gaining the control on the board of direstbefore launching the tender
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offer and then remove the poison pill. Thus, biddenould win a proxy fight,
addressing shareholders’ vote by its commitmentatoich a valuable tender
offer. Thus, if poison pills do not totally prevelakeovers, they require bidders to
win a proxy fight and such activity brings delaygyich are costly for bidders. In
fact: (i) market conditions could change in the nvelaile; (ii) the management
team has to spend a lot of resources to win theypliight, and (iii) the timing of
the proxy fights could create a competition, and tould be detrimental for the
first bidder.

Unlike poison pills, staggered boards do not awdtlers from taking a company
over, but mainly make this gained control usel&s$act, with a staggered board,
directors are divided in several classes (usubhtgd), and it is possible to remove
one class of directors per year. Thus, should ddvidbtain a controlling stake in
a target company, it could remove only one thirthefmembers of the board, and
could so gain the control on the board of directoly if it wins two proxy fights.
Then, as well as with poison pills, the bidderascéd to face some costly delays,
and will be subject to the uncertainty of the figlsed on the necessity to win two
proxy fights.

The situation becomes still worse in case a comganyides its management
team with the possibility to use poison pills atabgered boards together. Indeed,
while the single device could only impose delaystbe success of a hostile
takeover bid, the two arrangements together are @bmake a hostile takeover
bid impossible. In fact, with these two provisiorss,bidder could not gain a
controlling stake, because of the dilution effetthe poison pill, as well as it
could not redeem the pills gaining the controlle board of directors, due to the
staggered boards. Thus, the use of poison pillsstagtjered boards together are
considered the most strong possibility for the Hoafrdirectors to entrench itself,

and the most detrimental defensive measures too.

As it should be clear, directors and managers Igatte ability to use some
defensive tactics in facing a hostile tender offerather detrimental for the
company and its shareholders, and maybe also ®orc#ipital market and the
whole community. The analysis on the detrimentgblications of antitakeover
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provisions shall begin with the studies performgdBgbchuk, Coates IV, and
Subramanian, who tried to assess the economicaatfans of permitting board
of directors to defend itself and entrench its fiasj mainly by using staggered
boards, which represents one of the most stronguaad defensive devices. The
event studies have been performed evaluating tttome of the use of staggered
boards in a set of hostile bids in a five-yeardquerThese studies have shown
that: (i) companies using staggered board are til@ky to remain independent;
(i) remaining independent is detrimental; (iilpggered boards provide for little
increase in the price of a successful tender offexd (iv) companies with
staggered boards receive a lower general retumdbapanies without them.

These empirical data firstly show a strong diffeeon the possibility to success
of a hostile tender offer. In fact, it has beenvahathat the possibility for
companies with antitakeover measures to remainpentent is equal to 60%,
whereas for companies without takeover defensegusl to 34%. Moreover, the
data show that protected companies are less ltkebell to initial bidders (equal
to 16%) than unprotected companies (a percenta@2%). Finally, companies
using defensive measure are less likely to be sola white knight (24%) than
companies without those arrangements (34%). Thugs possible to say as
companies that allow directors and managers taatleféid using some defensive
measures and in particular staggered boards, haweelde possibility to remain
independent than companies with no antitakeovevigioms. In fact, it has been
shown as companies within the first category ass lékely to be sold both to
initial bidders and to white knights than companafsthe second category.
Moreover, the empirical data have shown that congsanith defensive measures
remain independent not only in short-term (nine therafter the launch of the
hostile takeover bid), but they show as this indejeat position is maintained
also in the long-run (thirty months). In fact, ttmeee academics have provided us
with the evidence that target companies permittaiggover defensive measures
are likely to remain independent in the thirty nientafter the launch of the
takeover bids in the 47% of the case, whereash@s3% of companies with no
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permitted defensive measures remains independeheitong-rur®. Thus, it has
been shown that the fact that a company containgsirbylaws provisions
concerning the possibility to act against a hodbieé using several defensive
tactics, would lead the company to be less likelpé sold and then less likely to
permit its shareholders to benefit from the premmwer the market price, in the
short and in the long-run.

Second, we have to stress as remaining indepenseoiften detrimental for
shareholders in those companies which are solthdi academics are generally
for this theory, considering that returns for shatders in independent companies
are lower than that of shareholders in companiashhve been sold. This theory
has been demonstrated taking into account aggreigédeon average returns for
shareholders in companies remained independent cantbanies sold. The
empirical data have shown a large difference in dlkcomes of the bids.
Companies remaining independent received in thet sio (nine months) an
average return for shareholders lower of 37% tlampanies that are sold both to
an initial bidder and to a white knight. At the sammme, companies remaining
independent received in the long run (thirty mopths average return for
shareholders lower of 55% than companies that @k so that the costs that
shareholders bear in the long run are higher thdhe short run. To summarize, it
should be clear that companies using several takatefensive measures and that
remain independent receive less benefits than coiepahat are sold. These
losses are reflected both in the short run andénldng run, with really higher
costs for shareholders in protected companieserimg of very lower average

returns, mainly in the long run.

Third, we need to make a further check on the meceived by companies with
takeover defenses that have been sold. In fac, @haluation starts from the
general belief that companies with takeover defensten sold, receive a higher
price than companies without them. However, sutdelgef is not confirmed by

empirical data, at least not by our event studiedeed, our analysis shows that

59 L. A. BEBCHUK, J.C. CoATESIV, and G.SUBRAMANIAN,, The Powerful Antitakeover Force of
Staggered Boards: Theory, Evidence, and Politptanford Law Review?002, 54, pp. 887-951.
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companies with strong defensive measures, when satdive a price of 54.4%
over the then current market price, whereas comnggsamprotected receive a price
of 49.6% over the market price. Thus, companieb défensive measures, when
sold, are likely to get a higher price than compamwithout defenses. However,
the difference is not so huge, being of only 5%¢amparison with the negative
differences above shown in case of remaining indeéget. Thus, it is possible to
conclude that protected companies could be sold afohigher price than
unprotected companies, but this outcome does sbfyjuhe introduction of these
defensive tactics, since it does not cover the loagts that shareholders have to

bear in the usual situation when the company remnaependent.

Finally, in order to provide for a summary of theeyious evidences, our
empirical studies have calculated the overall aue® of the data. Thus, it is
possible to argue that companies using takeovesndefe measures reduce the
overall target shareholders’ return at the extér@-90% in the nine months after

the launch of a hostile tender offer

It is now possible to evaluate and summarize thelt® of the evidences and give
a first assessment on whether the passivity ruie le preferred to the possibility

for directors and managers to act against a hdakieover bid or not.

The empirical data have demonstrated several dettah effects that companies
with strong defensive arrangements usually beast, ki has been shown as these
companies are more likely to remain independertt bothe short run and in the
long run. Then, we have analyzed the impact of neimg independent on the
shareholders’ returns, discovering as companiesaireng independent obtain
lower returns than companies sold. Moreover, oualysms has shown that
companies permitting the management team to defdwtstile takeover bid are
likely to get a little higher price than companigghout this ability. At the end,
our study has provided us with the evidence tHaadeer defensive measures lead

to a reduction on the target shareholders’ retafrgs10%.

0L. A. BEBCHUK, J.C.COATESIV, and G.SUBRAMANIAN , The Powerful Antitakeover Force of
Staggered Boards: Further Findings and a Reply Byanposium Participanté Stanford Law
Review 2002, 55, pp. 885-917.
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The result of the previous analysis is the evidghee using takeover defenses is
likely to make companies and their shareholders Beme relevant losses, in
terms of lower average returns in both the shaitlang run. Thus, passivity rule

shall be considered to be more efficient - and {refierable - than a more liberal

regime.

PARAGRAPH I — WHEN ANTITAKEOVER PROVISIONS ARE
BENEFICIAL

A rule imposing board of directors and manageitsafet companies to be neutral
in facing a hostile takeover bid usually bringsraaf deal of benefits for target

companies and their shareholders.

However, some academics, honestly less than théewuof academics in favor of
the passivity rule, are against this rule and wofaof the possibility for directors
and managers to act against a bid, without a psiwareholders’ meeting
authorization. One of the most important suppoofethis view has been Martin
Lipton, a lawyer of the American law firm accreditéo have invented poison
pills. According to Lipton, hostile takeovers aremsewhat detrimental for the
company and the capital market, since the biddies dry to obtain the control
of companies for a price lower than its value, ar@hagement team could benefit
the company by prohibiting these speculations. Meee, he argues that
defensive measures are beneficial for the compexgiaining that usually the

shares’ price rises over the price of the unsudgkissstile tender offer.

Notwithstanding the numerous negative effects tleiénsive measures are able
to bring to companies and shareholders, it shoalddied that, if correctly used,
they could benefit target companies in several waéydeed, according to its
supporters, a liberal regime is able to bring s@usitive effects, such as: (i)
independence and stability of the board of direstdn) “bargaining power
hypothesis”; (iii) “rational myopia hypothesis”; @rfinally (iv) lower board of

directors’ compensation.
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(i) Independence and stability of the board of cliogs.

Takeover defenses are considered beneficial focdingpany, being they able to
confer the board of directors’ independence andil#i’. These two benefits

could be mainly explained taking into account tee af staggered boards. In fact,
if independent directors have a term of office lukee years instead of one year,
executive directors could less influence them.dct,fhaving a term of office of

only one year could represent a threat for independirectors, which could have
fear to not be renewed at the end of their anrerat of office. Moreover, the use
of staggered boards, reducing the annual turnozéneomembers of the board,
could confer stability to the work of the board difectors. In fact, staggered
boards could permit to have always some experieacedseasoned directors in
the board, allowing a change of only one-third lvé board of directors every
year, and so permitting the company to have ailireanomic policy. This could

be difficult to have in case every year the companirely changes its board of

directors.

Now, we may agree with the first potential positaféect,i.e. the possibility that
with a term of office longer than one-year, indegimt directors should be less
influenced by executive directors and could feeferfoee to act in an honest and
disinterested manner. Conversely, in my opiniors ot possible to totally agree
with the second assumption, according to whichgeeed boards should be seen
as somewhat beneficial for the company being ablpromote board stability.
What | contest is not the assumption per se anddhdity of its solution, which
could also be considered useful, but the concepstalbility of the board of
directors is itself against the idea of a takedudrand of a change of control of a
company. In fact, the board stability is a valuailea when there is harmony
within the board of directors, so that it shoulddo@venient to maintain the most
experienced directors from whom the newly appoirdgdctors could learn and
benefit. However, this is not the case of a hoséileeover bid, in which it would

be a hostile change of control. Indeed, in case lobstile change of control, new

61] . A. BEBCHUK, J.C.COATESIV, and G.SUBRAMANIAN, The Powerful Antitakeover Force of
Staggered Boards, Theory, Evidence, and Pplic$tanford Law Review2002, 54, pp. 887-951.
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and old directors are not likely to create a hanmaosm team and the newly
directors are less likely to benefit from the prese of experienced directors.
Thus, permitting this coexistence could be detriralefor the work and the

business of the board of directors and then negédivthe company’s business.
(if) Bargaining power hypothesis.

The “bargaining power hypothesis” concerns the ibdgy for directors and
managers to use defensive measures in order tmenhleir bargaining powers
and so obtain a higher shares pgiic&he validity of this outcome is based on two
main reasons. First, it is a general belief thagatshareholders usually face a
collective action problem in case of a tender ofier fact, they usually lack
coordination, and without it, they are often stiatatl to accept the offer, even if
it is for a lower price than the real value. In tfathe more dispersed the
ownership, the higher the pressure for shareholaetender their shares to the
bidder. Moreover, managers’ bargaining power cdagdefit the company since
they often have better ability and capabilitieshamdle a takeover competition
than shareholders alone. Finally, the most importaason relies on the
assumption that directors and managers have mfmemation on the company’s
business and value. This is the reason why theanask shareholders to reject
the offer assessing it as under the shares vatuéct, being the managers in
charge of the conduct of the company’s businessy tmave some important
information that shareholders do not have. Moreon&magers often have some
inside information that could be difficult to dissk to shareholders, since a
disclosure could destroy the value of those infdiomaand then destroy value for
the company. Thus, (i) due to this always presestrepancy of information
between target shareholders and management teamnecause of the ability of
the board of directors to promote a coordinatictwben the interests of dispersed
shareholders; and (iii) because of the ability @niangers to conduct a takeover
bid process, the possibility for managers to admphe antitakeover provisions

could lead to an increase of the offered pricepntler to align it to the shares

62D, A. OESTERLE The negotiation model of tender offer defensesthedelaware Supreme
Court, in Cornell Law Review1986, 72, pp. 117-157.
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value and to let shareholders to gain a premium theemarket price. In fact, the
board of directors, in light of the above mentioreeglanations, could benefit
shareholders by employing successful selling sirase by timing the sale of the

company and imposing the manner of the sale.

It is a general belief that, talking about thisegudtal efficient hypothesis, it should
be made a division between market in which thera ideveloped takeovers
activity and market with little development of suattivity. In fact, it should be
noted that, in industries with an active takeovemarket, any target company
could receive offers from multiple bidders, andsithought that the competition
between bidders is itself able to increase thersffgice, and then that target
shareholders do not need the intervention of tledof directors. Conversely, in
industries with a lower number of takeover bidsgéd companies usually receive
only one bid, and in this case, the interventiorihef board of directors is more
likely to be needed. Thus, the higher the numbeffefrs that a target company is
likely to receive, the lower the need of manager&rvention. Furthermore, the
less developed the market of takeovers activitg, thore the need to permit
managers to bargain with the bidder. However, serent studies have shown
that antitakeover provisions are provided for i@ llylaws of companies operating
in industry with active takeovers market. These demces showed that
antitakeover provisions are used in case theyem® dfficient and less needed. In
fact, they are more common in companies target oftipke bidders than
company subject to the pressure of a single bidOeis outcome is extremely
important, since it explains us that the board ioéadors is more likely to use
defensive measure in order to entrench its positon not in order to benefit
shareholders from its bargaining ability and thento get a better offer for
shareholders. Thus, these empirical data rejeqbalsibility to explain the use of
antitakeover provisions with the assumption thahaggrs’ intervention could
benefit shareholders because of their better bairgpiability, so they reject the
validity of the “bargaining power hypothesis” an@dnéirm the previously

explained “management entrenchment hypothesis”.

72



(i) Rational myopia hypothesis.

It is important to explain another possible benafieffect of the use of takeover
defensive measures, namely the “rational myopiathgsis”, according to which
takeover defenses are likely to allow the boardliogéctors to make long-term
investments. In fact, one of the most common attackight against the passivity
rule is the one according to which prohibiting dites and managers to defend
the company against a hostile tender offer, usuatlyces the management team
to make too many short-term investments. Indeekingainto account the
assumption that the capital market reflects only #alue of the information
available for the public, the board of directoraildobe stimulated to not make
some long-term investments and to rather take aiaitee activity that could raise
the current shares’ market value. According to“taéonal myopia hypothesis”,
the threat of a hostile takeover bid could incemtive board of directors of target
companies to run the company’s business improffeiferefore, the problem is
related with the fact that the board of directoewéi often to hide information
concerning long-term investments, otherwise the giithe company could be
emulated and then the company would lose its invessts. The need to maintain
some long-term investments’ information hide, ahdha same time to maintain
the market value of the shares as high as possiléd induce directors to have a
myopic behavior. The situation would change if somaeover defensive
measures were permitted. In fact, if managers hadbility to engage in some
frustrating operations, they would be more focusedong-term investments that
they evaluate beneficial for the company and ierelolders. Thus, this outcome
could theoretically represent another possibleanation of the positive effects of
the freedom of directors and managers to defealtstilid takeover bid. However,
in order to assess whether or not the “rational preyiypothesis” could be valid,
we need to try to confirm it through some empiriealdence. Then, our event
studies start from the assumption that, in casesladrt-term projects, the
expenditure for research and development (R&D) isteqlow, whereas

6 S.HANNES, The Market for Takeover Defens@sNorthwestern University Law Revie@2007,
101, 1, pp. 125-190.
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companies that prefer to make more long-term imests usually bear higher
R&D expenditures. Thus, if the “rational myopia byipesis” is right, companies
that permit their management team to use sevefahsige tactics should bear
higher R&D expendituréd In fact, if the theory is valid, the more the determ
investments and the higher the expenditure for R&i& more the defensive
measures adopted by companies. Conversely, thehedsng-term investments
and the lower the expenditure for R&D, the lessube of defensive measures. If
the theory is valid, empirical data should meeséhvo assumptions. However,
empirical data do not confirm the “rational myopigpothesis”. Indeed, it has
been shown as companies operating in industrids mgth expenditures for R&D
are less likely to adopt takeover defensive measuéereas companies in
market with lower expenditures for R&D are moreelikto permit directors and
managers to use antitakeover tactics. Thus, asasal the case concerning the
“bargaining power hypothesis”, our empirical daitally reject the validity of the
“rational myopia hypothesis”. In fact, our studyosled as antitakeover tactics,
unlike what the theory would suggest, are most commwhere they are less
efficient and less needed. Indeed, takeover dedease more present where the
business of the company is more transparent amdwien the market value is
more likely to reflect the shares value, so whegegmanagement has less need
to protect the company from a bidder that couldefierfrom a discrepancy
between the market value and the real value ofsbi@es due to some hidden
information in case of long-term investments. Thhg empirical study enhances
the “managerial entrenchment hypothesis”, statihgt ttakeover defensive
measures are more likely to be adopted by diredos managers in order to
entrench their positions and to save their jobs ttea benefit companies and
shareholders by bidders that could benefit fronovael market price of shares,
due to some hidden information.

64 R. DAINES and M.KLAUSNER, Do IPO Charters Maximize Firm Value? Antitakeoveotection
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(iv) Lower board of directors’ compensation.

Finally, the last point we need to analyze conceheshypothesis according to
which in case of the prohibition of the use of &k&over measures, the
managers’ compensation should be higher than thadropanies that allow them
to use takeover defensive measures. This theagsreh the assumption that the
possibility to use defensive measures is part ®fianagers’ compensation, or in
other words, that the impossibility for managersise defensive measures in case
of a hostile takeover bid, and so the higher st the management team have to
bear in running the company, is compensated by ehigtompensations.
Unfortunately, neither this time empirical data fion the theory of who
advocates the permission for the board of diredtodefeat a hostile tender offer.
In fact, some empirical data have shown that ugul#é opposite is true, and then
that usually managers with high compensations m®@ @lowed to use several
defensive measures. These empirical data represahtsanother evidence that
defensive measure are used by the board of diseatat by managers in order to
protect their high benefits, rather than really rdowate the dispersed
shareholders’ interests and get a higher price.offe

Conclusions.

In light of the numerous theories and hypotheselyaed, it is possible to state
that allowing directors and managers to decide warahhow to defeat a hostile
takeover bid would be detrimental from an econopomt of view. Indeed, the
costs that the company and its shareholders beadvwe higher than the possible
benefits that are rarely achieved.

In fact, on the one side, leaving target sharehsltlee ability to decide on the
merits of the bid, and then to decide the way tefd, represents a beneficial
solution for shareholders themselves, so raisieg teturns both in the short and
in the long-term. On the other side, it has beeowshthat the behavior of
directors and managers, even if taken in good faitd then with the aim to
benefit the corporation and its shareholders, Is tbreach this goal only in rare
cases. Furthermore, as we have seen, directonsiandgers in most cases, due to

the widely explained conflict of interests thatythace during a hostile tender
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offer, use the powers and the possibility they wprevided with pursuing
personal interests, so prohibiting target sharedrslfrom the possibility to obtain

the eventual benefits, which as we have seen wmildwer than the costs.

Thus, it is possible to affirm that the passiviijeris to be preferred, and that the
idea of the European Commission to introduce adbire in order to limit the
intervention of the board of directors and managegainst hostile takeover bids

was, at least from an ideal point of view, a faid aaluable aim.

PARAGRAPH Il - HAS EUROPEAN DIRECTIVE ON TAKEOVER BIDS
ACHIEVED ITS PURPOSES?

In the past chapter, we have analyzed the econiompiications of both a regime
based on the passivity rule and a regime basetieopdssibility for directors and
managers to act against a hostile takeover bichdJsbme event studies and the
empirical data that they have carried out, we hste¢ed the superiority of the
passivity rule. In fact, even if the managers’ méntion could sometimes benefit
the company and its shareholders, having they bangga ability and then
permitting to sale the company for a higher prioemost cases this intervention
is likely to be detrimental for the company, ragsithe possibility to remain
independent and lowing the shareholders’ returbath the short and long run.
Thus, we have stated that the European DirectivEakeover Bids (25/2004/EC)

is to be faced with enthusiasm.

Now, here is the moment to assess whether or oT #keover Bids Directive

have achieved its purposes, and thus if the abargiomed positive effects of the
passivity rule have been reached. In fact, thisesssent is somewhat very
important, since the Directive decided to provide the optionality of the board

neutrality rule, the breakthrough rule and thepemiity rule. Indeed, being these
provisions only optional rather than mandatory, dsihg any Member State
firstly, and any national company secondly, freeiplement these rules or not, it

Is not clear whether the Directive has achievegutiposes or not, and then it is
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not sure whether the economic implications linkedhie passivity rule have been
occurred within European Union or they have not.

Therefore, in order to assess whether the Europaactive (25/2004/EC) has
reached its purposes or not, it is necessary &flpranalyze how many Member
States decided to introduce its provisions, or whbe Member State decided to
not opt-in them, how many national companies detide introduce the
provisions in their bylaws. In making this analysiswill use the Application
Report of 2012, a study carried out in order toesssthe implications of the
Directive until that moment. This study has beehbg Marccus Partners, who is
the law firm for the Mazars Group, and by the Cembr European Policy Studies
(CEPS).

With regard to the transposition of the optionabyisions of the Directive
(25/2004/EC), the report has shown that Article f9tlee Directive, which
provided for the board neutrality rule, has beemogtuced by the majority of
Member States. In fact, 15 Member States have dédial transpose it. Instead,
with respect to Article 11 of the Directive, whighovided for the breakthrough
rule, only 3 Member States have imposed it as adatany provision. Finally,
with reference to Article 12 of the Directive, whiprovided for the reciprocity

rule, it has been showed that 12 Member states texided to implement it.

Thus, in light of these data, it is possible togaedhe board neutrality rule as
successful, since it has been implemented by masnidér States. Conversely,
the outcome concerning the transposition of theakilgough rule could be
considered as a total failure, because only threenbér States implemented it,
and therefore only about 1% of European listed congs are subject to this
provision. Finally, the outcome of the implemerdatof the reciprocity rule could
also be judged as satisfactory, and this couldabed with happiness since, as we
have seen in the past paragraphs, the reciproaley seems to be the only
provision able to create a level playing field witiEuropean Union. However, we
need to remind that, in case Member States daaaspose these rules, they must
allow national companies to introduce them in thslaws. Therefore, in order to
have a wider look at the degree of transpositiorthef provisions, a check of
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national companies is needed in order to verify tivre they have introduced
them in their bylaws. This activity is particulailyportant to be carried out about
the implementation of the breakthrough rule. Unfodtely, the Application
Report have stated that this appears not to hase the case. In fact, just a few
private companies have voluntary decided to impldrtiee Directive’s provisions
in their bylaws, and this is quite understandablg expectable.

Therefore, in light of these percentages concernimgyimplementation of the
Directive’s provisions, it is possible to say thatpost-bid defenses are now
forbidden in most Member States, pre-bid defensneasures are still usable
within European Union. And pre-bid defensive measurepresents the most
common and the strongest acts that directors am&geas use in facing a hostile
takeover bid. In fact, as we have seen in the ptsvparagraph, poison pills and
staggered boards, if used together, are able &dlytqgirevent the success of a
hostile takeover bid, whose detrimental effectdf@shareholders’ welfare have

already been explained too.

Thus, the Directive on Takeover Bids (25/2004/E€C3onsidered to have brought
a marginal impact on the market for corporate @ntboth in terms of
contestability and openness. In fact, becauseeofrilgmented transposition of its
provisions across Member States, and since moshsiee measures used before
the adoption of the European Directive are stithpéed, the latter is considered
to have not led major changes in the legal framkwofr Member States.
Moreover, no perceive of any increase or decreas¢he use of defensive
measures across Member States since the adoptiba Bliropean Directive have
been noticed.

Moreover, this belief is shared from stakeholden®ss European Union, whose
category comprehends supervisors, stock exchangesjers, employee
representatives, other stakeholder associationsirevegtors and intermediaries,
who believe that the Directive did not have a digant effect on the takeover

bids process.

Then, in order to evaluate the implications of Deective (25/2004/EC), it

should be interesting to have a look on the numbémuccessful takeover bids
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after the adoption of the Directive. Thus, the Apgtion Report have stated that
the number of successful tender offers has shaiptyeased since 2007, so this
could lead us to think that the Directive have aghd an outcome opposite to its
purpose. However, it is important to say that a jglete and fair evaluation of this
kind is not possible in this very moment. In faitte low number of successful
tender offer after the adoption of the Europeareive on Takeover Bids could
be explained as due to the economic situation pfedsion that most Member

States are facing following the financial crisis2008.

Thus, in order to better evaluate the economic icapbns of the European
Directive (25/2004/EC), at least with reference tbh@ number of successful
takeover bids, we should wait the end of economgeassion. In fact, this is also
the reason why the Application Report, notwithstagdhe evident lack in the
implementation of the Directive’s provisions and thee harmonization within
Member States, decided to not give a final assessore the efficiency of the
Directive. Indeed, the Application Report decidetl,least for the moment, to
maintain the board neutrality rule, the breakthtougle, and the reciprocity rule,

as optional provisions.

Now, in light of these explanations, it should beac that, even if the passivity
rule seems to be better than a regime in whiclctire and managers are free to
defeat a bid and entrench their positions, and thanthe European Commission
was right in adopting the European Directive onéier Bids (25/2004/EC), the
road to provide European Union with a more open ematestable market for

corporate control seems to be still long.
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CHAPTER IV — POSSIBLE FUTURE DEVELOPMENTS

In the previous chapters, we have seen in detailrdasons at the basis of
passivity rule and the European Directive (25/28@®)/ and how major Member
States have implemented it. Then, we have analymedconomic implications of
a regime based on passivity rule and the imposgyilbar the management team to
act against a takeover bid, comparing them withett@omic implications of an
opposite regime in which the board of directoraliswed to use some defensive
measures and entrench its position. Finally, ardim of some analyses, we have
stated that in most cases, passivity rule is terheéerred to the opposite liberal

regime.

In this final chapter, and after having provided $everal empirical analyses, |
intend to express my opinion on the European DOwectin particular
(25/2004/EC), and on passivity rule in general. $tracture of this chapter will
be mainly based on the exposition of what, in myniopm, the limits and
weaknesses of the European Directive and the pigssile are. Finally, 1 will try
to propose some solutions to the issues that lumtdlerline, in order to promote a
more efficient takeover bids regulation, such a$l we in order to express my
personal belief on the passivity rule.

| have identified a great deal of weaknesses of Ewopean Directive
(25/2004/EC), which could be assessed to be mai@gent in Article 12 of the
Directive, which have introduced the reciprocityerand that states the optional
nature of the board neutrality rule and the breakibh rule. However, other
issues are also present in other points of theciwes such as in Article 11 of the
Directive and its breakthrough rule, and in theagahtext of the Directive, which
requires the board of directors to perform someidiess, such as the creation of a

report and the search of alternative bids.

Finally, 1 will propose a regime in which indepentealirectors play a more
important role, and having a look at the possipildr the management team to

adopt some unregulated defensive measures, linallly try to assess whether or
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not the Directive and the passivity rule have agietheir purposes.

PARAGRAPH | — OPTIONALITY SYSTEM: IS IT USEFUL?

First, | would like to try to make an assessmenth@noptionality system provided

for by the Directive (25/2004/EC). In fact, as wavl seen in the past chapters,
the European Directive provided for an optionaltsys leaving Member States

first and national companies then, free to decitietier and how to implement

the board neutrality rule, the breakthrough rutel ene reciprocity rule.

It should be immediately said that, the optionatiture of the three main pillars
of the Directive (25/2004/EC) has been the aspexstmiebated and criticized by
some academics, according to whom, due to thisurfeathe Takeover Bids
Directive is not able to beneficially effect the nket for corporate control.
Though it should firstly be noted that the optidgtyalvas an obligated aspect and,
secondly, that European Directive shall not be id@med useless,
notwithstanding its lacks.

In fact, it should be noted that making the pasgimile’s provisions optional was
needed, representing an obligated aspect withouthwprobably we would not
have had any Directive on takeover bids (25/200)/Htleed, the Directive had
a journey that lasted almost 20 years of negotiatend drafts rejected, due to the
resistances by some Member States. In fact, sonmebeStates, due to their fear
to make national companies vulnerable, and themllmv foreign investors,
mainly US investors, to easily obtain the contrbtheeir companies, have always
refused a Directive stating the impossibility ftwettarget board of directors to
defend the company against a hostile tender ofteerefore, even if it is true that
a Directive on takeover bids should ideally be fedf mandatory provisions, it
is also true that the European Commission, in otdeminimally achieve its
purposes and to provide virtuous Member States emmpanies with the
possibility to follow the Directive’s provisions,ad to come to terms with

Member States. Moreover, the aim of the Europeamnr@igsion was to gradually
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intervene in this delicate matter, with the hopeatmove the optionality feature of
the Directive’s provisions, after Member States ihgvbridged their fear and

becoming aware of the beneficial effects of thespéty rule in the years to come.

Furthermore, in addition to the fact that the Ewap Commission has been
forced to provide for optional provisions, the optlity system shall not be
considered useless. In fact, notwithstanding threddive (25/2004/EC) stated an
optionality system, it is very important to takéarmccount that the default regime
states the effectivity of the passivity rule, whishy Member State is entitled to
misapply. Thus, in my opinion, a default system emahich the passivity rule

applies is beneficial for two reasons.

First, a default regime stating the application tbé passivity rule requires
Member States against the passivity rule to exptessew and its position on the
takeover bids regulation, being they obliged toreggly intervene in case they
decide to misapply the European Directive’s pransi (25/2004/EC). The need
to intervene represents itself a positive effertces requiring Member States to
intervene, it prohibits them from justifying the gsibility not to implement the
passivity rule with the difficulty to reach a padal agreement between the
different political parties. This beneficial effeatould not have occurred if the
European Directive had provided for an optionabtystem where the default
regime stated the misapplication of the passivitg,ras well as these effects were

not occurred in the years before the adoption @Bhropean Directive.

Second, and this is maybe the most important pesgifect of the optionality
system, the necessity for Member States first amttbmal companies then, to
intervene and take an explicit position on whetbernot to implement the
passivity rule’s provisions, represents a decisible to increase or decrease the
shares value on the market. In fact, in the paapten, | have explained as the
decision concerning the implementation of the Diveccould be considered as a
price-sensitive decision, and that the introductmi defensive measures by
companies in their bylaws usually lead to a de@@ashe shares price, due to the
fact that the company becomes less attractive iftatdos. Therefore, the default
system based on the application of the Directiyetsvisions (25/2004/EC), and
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the fact that their intervention is price-sensitie®uld represent an important
influence for Member States and companies not teriene, so subjecting
themselves to the board neutrality rule, the bieakigh rule and the reciprocity
rule. In fact, the opposite decision to interveneorder to allow the target
management team to take defensive actions agaossiientender offers could
result to be very detrimental for the company, iegdo a sharp decrease of the

company’s value on the market.

Therefore, despite the fact that the best takebids regulation should be based
on provisions that any company has to follow witlo mpossibility of
misapplication, it should now be easy to understhatl the belief concerning the
uselessness of the Directive (25/2004/EC) duestmptional system, is wrong.
Indeed, the fact that the default regulation pibser the application of the
passivity rule, could stimulate Member States arational companies to
implement the Directive’s provisions. This influencould be explained by the
fact that the necessity for Member States and maticompanies to intervene in
order to misapply the passivity rule could be daeémtal for the company and its
shareholders, due to the possible decrease ohtressprice. Conversely, it has
been shown that an efficient corporate governatroetare, in this case deciding
to implement the passivity rule, is usually abléemefit the company, producing
an increase on the value of the shares on the markes, the fact that the
decision on whether or not to adopt the passiwlg’s provisions represents a
price sensitive activity, could stimulate natiocampanies to subject themselves
to the European Directive, notwithstanding theelattave provided for a huge

optional system.

Conversely, it is clear that the optional systenesdmot represents the ideal
takeover bids regulation. In fact, taking into amebthe optionality feature of the
Directive’s provisions, we should ask ourselves thbeor not the Directive have
reached its purposes, and then whether or not aonap system is really better
than a system under which national companies hdwe possibility to

autonomously decide how to face hostile tenderreffén order to make this
analysis, we should take into account the hugedtefor Member States and
companies in implementing the Directive (25/2004/EG fact, European
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Directive requires Member States to make threeceoi(i) whether or not to
introduce the board neutrality rule, (ii) whether oot to introduce the
breakthrough rule, (iii) whether or not to introéuthe reciprocity rule, and
whether with reference to both the Article 9 andidde 11 of the Directive of
only for one of them. In addition to these threeisiens, it should be reminded
that in case of opt-out by Member States, natimuhpanies are allowed to
voluntarily introduce the above mentioned threev@ions. With reference to this
situation, | have a twofold belief, since in my miph it is formed by both

weaknesses and strengths.

| argue that the Directive (25/2004/EC), requiriMigmber States and national
companies to introduce some rules implementingDivective’s provisions, is
able to show them a road to follow, with a setwés that Member States and
companies decide to implement or not. Conversebfpre and without the
European Directive, should some Member States anpeaies intend to
autonomously regulate the issue of the defensivasores permitted against
hostile tender offers, without the guidelines pded for by the Directive, they
would provide for heterogeneous regulations, amsllould surely not lead to a
harmonization of the permitted defensive measuressa Member States. Thus, it
shall be remarked that the optionality system ofeClive provided Member

States with a uniform system they are free to immglet or not.

However, the previously seen wide optionality systevith the possibility for
Member States and companies to make three cheiltess some weaknesses. In
fact, it should be taken into account that in aartdember States, such as Italy,
the possibility for national companies to introduoe not the Directive’s
provisions is still wider, since Italian companikeave the ability to totally or
partly implement the Directive (25/2004/EC). Indefmt example, with reference
to the board neutrality rule, Italian companiesidaiecide to prohibit some post-
bid defensive measures and to allow others; fumtbeg, this possibility is also
related to the breakthrough rule, since nationalanies are for example free to
allow the restrictions on the transfer of shared prohibit some shareholders’

agreement concerning voting rights.
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In light of these statements, | argue that the omgatiity provided for by the
Directive is too wide, being able to create adittiarmonization within European
Union. A solution could be to maintain the optiatyasystem of the Directive, but
requiring Member States and companies to make a&immed choice for or
against the Directive (25/2004/EC). In other worlliember States and private
companies should be allowed to decide whether ortangointly introduce the
board neutrality rule, the breakthrough rule and thciprocity rule, with no
possibility to make partial implementations. Thivember States and private
companies being against the passivity rule andgbafraid to become the target
of not valuable bidders, could decide to totallysapply the Directive’s
provisions, so permitting the board of directors adopt pre and post-bid
defensive measures, without receiving the prior redi@ders’ meeting
authorization. Conversely, Member States and pricampanies being favorable
to the passivity rule and a more open market fopa@@te control, could decide to
entirely accept and implement the board neutrality, the breakthrough rule, and
the reciprocity rule, so prohibiting their board difectors to engage in pre and
post-bid frustrating operations without the prewoshareholders’ meeting

consent.

In my opinion, if regulated in such manner, thedpa&an Directive (25/2004/EC)
could bring three kinds of consequences. Firsfyd#ie Directive still formed of
optional provisions, this amendment should not sihe@padoption of the European
Directive by European Parliament. Second, this amemt could negatively
affect the Member States’ implementation, sinceoiild induce some Member
States to desist from adopting the Directive, astidor those intending to partially
introduce the Directive, such as Member Statesdhatlikely to adopt the board
neutrality rule and the reciprocity rule, misapplyi the breakthrough rule.
Finally, and this is the strength of this propoghE above mentioned solution
could at least permit to have harmonized takeoiwds kegulations across Member
States, and so a functioning of the market for a@f@ control more clear within
European Union, which is instead now confusing uthe too wide opportunity

to decide what provisions to apply.
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PARAGRAPH Il - RECIPROCITY RULE: SOME WEAKNESSES

Article 12 of the Directive (25/2004/EC) establidnthe reciprocity rule, under
which companies being subject to the board netitralule and to the

breakthrough rule, could derogate to them, in ¢hsg become the target of a
company that is not subject to the same or corredipg rules. This provision has
been introduced in the text of the Directive at émel of the negotiations upon
Italian proposal, and it has facilitated the adwoptof the Directive. It should be
said that the reciprocity rule has been faced vatlor by Member States and by
academics, since in a system largely based onptienality, it represented the
only one provision theoretically able to create exel playing field within

European Union. In fact, thanks to the reciprociye, despite the different
decisions taken by Member States and national compaconcerning the

adoption of the passivity rule, at least in theutual relations, any company is
subject to the same provisions, benefiting of tame powers and bearing the

same constraints.

From this point of view, the possibility to creatdevel playing field and then the
validity of the reciprocity rule is undeniable. Hever, it is still possible to

identify some weaknesses in this important prowisio

The first weakness concerning the reciprocity rsilthat it has been introduced in
a context in which it is less necessary and les$ulsin fact, in my opinion, it
seems that the European Commission, notwithstanidlihgs provided for the
board neutrality rule and the breakthrough rule@tsonal provisions, felt to have
intervened in a too drastic manner against the Men8iates and companies’
freedom, and that it has decided to compensate ti#nthe reciprocity rule. My
opinion relies on the history concerning the tregbbhdoption of the European
Directive (25/2004/EC). In fact, taking into accouhe negotiations period that
have lasted almost 20 years, Member States weaed aif the fact that foreign
companies, mainly US companies, which were not esibfo a passivity
regulation during tender offers, could have takelwaatages of the European

Directive and then easily taken European compamowves. Thus, Member States
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were afraid of these possible negative consequenme#iser than against the
passivity rule itself and its contents. Therefdres reciprocity rule should have
been introduced with the only purpose to deletefda of speculative tender
offers received by American companies. Thus, inapiyion, the reciprocity rule
should have been introduced only if the board adityrrule and the breakthrough
rule were mandatory and not optional, so creatingae rational and useful
regulation. In fact, in my opinion, this proposautd be beneficial for several
reasons. First, | argue that the possibility tovpte for the board neutrality rule,
the breakthrough rule, and the reciprocity rulenandatory provisions could have
not represented an obstacle on the approval oDtrextive by Member States.
Indeed, in light of the previous assumption, Mem®Bites and private companies
would have equally felt protected from the receqbttender offers by US
companies, since they could have applied the recigyr rule and could have
defended themselves. Moreover, a regulation in lwkhe three main provisions
were mandatory would have created more harmonizaitd clearness within

European Union.

In my opinion, this solution was probably not pb$sibecause the idea to
introduce the reciprocity rule came to mind in ayvadvanced stage of the
negotiations for the adoption of the Directive @®4/EC). In fact, ltaly
proposed the introduction of the reciprocity rukeai moment in which Member
States had already reached a compromise, whickdstiaé optionality nature of
the board neutrality rule and the breakthrough. riifaus, after almost 20 years of
negotiations, the European Commission have prefend to recommence the
negotiations in order to propose a Directive undeich the three main provisions
were mandatory. However, if it is true that thisegotiation would have
produced additional delays, it is also true tha¢ @n two years later, Member
States would have equally accepted a Directive édrmf mandatory provisions,
and the European Commission would have created & mational and
harmonized takeover bids regulation.

However, the weaknesses concerning the reciprogiégyare not over. In fact, in
my opinion, another relevant issue is representgdhle necessity to verify
whether or not the bidder is subject to the sameooresponding rules than the
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target company. | argue that this activity, whigpresent a necessary stage in
order to allow the target company to derogate ¢olibard neutrality rule and the

breakthrough rule, is very complicate. First, imlearto comprehend the size of

this issue, we need to make a distinction betwéencase in which the target

company receive a tender offer by a company estaddi in a Member State, and

the case in which the target company is subjeet tender offer launched by an

extra-EU bidder.

With reference to the first situation, and in light the huge optionality that
Member States and companies are granted in theemgpitation of the Directive
(25/2004/EC), the comparison between what pronssibe bidder and the target
companies are subject to is a very difficult atyivivhich is for example in Italy
performed by Consob. Furthermore, and here is njgpmaaiticism on this topic,
in my opinion, a comparison between the provisidnat bidder and target
companies have to fulfil, is not sufficient to deea rational regime and taking
into account the purpose of the reciprocity rulgptomote transactions on equal
terms. In fact, it could happens that, despitepibgsibility for companies to adopt
some defensive measures being they not subjectea@bboth the passivity rule’s
provisions, some companies decided to not take radgas of that possibility,
because of a voluntary choice, or due to the faat those permitted defensive
measures are not common in those Member Statess, Thuorder to really
promote transactions on equal terms, | propose ttletcomparison should not
only verify what defensive measures the biddemisled to adopt, but it should
analyze whether or not the bidder have actuallg @ttvantage of the defensive
measures that the target company is instead ptedito adopt. This proposal
would surely increase the difficult of the aboventr@ened comparison concerning
the existence of the requisites of the reciprocithe, but | argue that it could
create a reciprocity rule more rational and morke ab achieve its purpose to
allow companies that are subject to different pimrs to benefit of the same

powers in their mutual relations.

With reference to the second case, the case in which a European company
receives a tender offer by an extra-EU company,diffeculty to compare the
provisions that both the companies have to fuffikiill higher. In fact, if in the
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previous cases it was sufficient to verify whetlomth the companies have
implemented the board neutrality rule and the kreakigh rule, the comparison
become more difficult in case of extra-EU biddesisce they are not subject to
the European Directive (25/2004/EC). Indeed, is ttase, the subject entitled to
perform this comparison, such as Consob in Itadyehno uniform provisions to
take into account, and should perform a wider asslgf the permitted defensive
measures in the bidder’s country. However, notwathding this difficult activity,
the possibility to take advantage of the recipsonile against extra-EU bidders is
fundamental, being this provision able to proteatdpean companies from the
speculative behavior of US companies.

Another aspect of the reciprocity rule, whose fiorihg | consider complicate, is
the one concerning the application of the recigyodile in case of receipt of
multiple tender offers, in which only one of thelters is not subject to same or
corresponding rules that the target company hdslfib In fact, academics have
interpreted this situation conferring the targempany the possibility to take
advantage of the reciprocity rule onlig-a-visthe bidder that is not subject to the
same or corresponding provisions. However, on tietand, this solution could
be considered as able to confer rationality tosiystem and to be conform to the
text and purpose of the reciprocity rule to prontea@sactions on equal terms. On
the other hand, it could increase the difficultytloé application of the reciprocity
rule. In fact, in my opinion, it could be extremalgmplicate to permit the target
company to adopt some defensive measures only sigaire of the multiple
bidders. As a practical matter, | argue that itlddae difficult, to allow the target
company to make distinction between the bidders, eéioample in case the
defensive measure adopted by the target companytheabuy-back of its own
shares. Thus, in this case, in my opinion, it cdutdsomewhat very intricate to
permit the target company to buy-back its own shaféecting only the success
of the bidder that is not subject to the same oresponding rules. In fact, a buy-
back of shares, decreasing the number of sharebitiders could buy, is able to
contrast all the bidders, with no difference bagedhe reciprocity rule. The issue
that | am talking about is based on the fact th& not easy to differently treat

two bids pending in the same moment.
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The last and the most important weakness concertiiagreciprocity rule is
strictly related to its functioning, which unfortately allows and promotes some
abuses. In order to comprehend what abuses theroeity rule could promote,
we have to take into account the case in which ane State decides not to
implement the passivity rule’s provisions. In fangtional companies have the
opportunity to implement the Directive (25/2004/E@)d voluntarily subject
themselves to the passivity rule. Unfortunatelg, Ehrective, as it has been set by
the European Commission, allows private compamesibject themselves to the
passivity rule because of their policies of extedevelopment, rather than due to
their belief for the passivity rule and their faor a more open and contestable
market for corporate control. In light of the stgomcentive provided for by the
reciprocity rule, | argue that private companiesildodecide to introduce the
board neutrality rule and the breakthrough ruletha moment in which they
intend to launch a tender offer, and to misappéy Ehrective’s provisions when

they have no intention to externally develop tlteimpanies.

However, a speculative possibility of this kindrnst promoted only from the
reciprocity rule, but also from the optionality thfe board neutrality rule and the
breakthrough rule. In fact, the huge freedom thatopean Commission has
provided for, allows national companies voluntarihtroducing the passivity
provisions to completely overturn their belief atyaime, being they entitled to
misapply the Directive’s provisions in any momeilit. should be easy to
understand the problematic functioning of the ety rule with reference to

this aspect, which | consider inefficient from afeld standpoint.

First, companies could be not subject to the pagsiule and then allowed to
adopt some defensive measures, until the day bef@edecision to launch a
tender offer. Thus, companies could have the oppitytto subject themselves to
the passivity rule’s provisions in the moment o taunch of a tender offer, so
prohibiting the target company to take advantagthefreciprocity rule and then
prohibiting the target company from defending fts€inally, at the end of the
acquisition, the bidder could opt-out again thevigions and be protected in case
of the receipt of tender offers. It should be ewmswgssess this behavior as unfair
for the target company. In fact, bidder could matape the Directive and the
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reciprocity rule, abusing of the powers that thaydnbeen granted with by Article
12 of the Directive (25/2004/EC), and then emptihg reciprocity rule of its

purpose to promote transactions on equal termsdegtvcompanies subject to
different takeover bids regulations. Thus, the pemgity rule that it has been
thought as an instrument in the hands of targetpemmes that are subject to
passivity rule, allowing them to act against biddénat are not subject to the
Directive’s provisions, due to the above explairsdises, it could become an
instrument in the hands of bidders that could ta#leantage of it and prohibit

target companies from defending themselves.

Second, if the purpose of the reciprocity rule wasreate a level playing field
and to create harmonization within European Uniba,possibility of abuse of it
could difficulty lead to the achievement of thesegmses. In fact, those abuses
would be able to create a distorted level playingldf and a distorted
harmonization, since the latter would be preseny anthe moment in which

some companies decide to launch a tender offer.

Thus, in light of the previous explanations, theebiive (25/2004/EC) gives the
possibility to abuse of the reciprocity rule, ahdrt some amendments are needed.
In order to limit the possibility to manipulate thext of the passivity rule
subjecting itself to the passivity rule only in eas company is likely to launch a
tender offer, | propose to make the reciprocityerapplicable only in case the
bidder is subject to the same or correspondingsride 6 or 12 months. In this
manner, should a company receive a tender offexr biglder that is subject to the
same or corresponding rules for less than 6 or b@ths, the target company
would have the possibility to take advantage of ri@procity rule and then to
defend itself. At the same time, and this is thesthypmsitive consequence of this
proposal, when a company intends to externally eapés business, and if it
wants to benefit of the reciprocity rule, it showddbject itself to the passivity
rule’s provisions at least 6 or 12 months before&hing the tender offer. This
necessary subjection represents the most impoirtloence of the reciprocity
rule, as | am proposing to set it. In fact, theigmbiof 6 or 12 months before the
launch of a tender offer, in which the future biddws to be subject to the

passivity rule, is fundamental in order to limitesplative behavior, since in that
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period the future bidder could be subject to a ¢eradfer, with no possibility to
adopt defensive measures. In my opinion, this gapm amend Article 12 of the
Directive (25/2004/EC), could be functional to #stablishment of provision able
to create the fairness feature and the positivesagqurences for which the
reciprocity rule it was originally thought. In fadtargue that this proposal may
create a real level playing field and a real hanxetion, so promoting real

transactions on equal terms between companiescsubjdifferent provisions.

Thus, in my opinion, the initial idea of this pren was very valuable, but it
presents many weaknesses that make its functioreng complicate and that
allow private companies to manipulate the text dicke 12 and to abuse of their
powers. In fact, in order to summarize, the weakee®f the reciprocity rule have
to be identified as: (i) its minimum usefulnesscase of optional provisions; (ii)
the difficulty to compare the provisions that tlaeget and the bidder companies
are subject to, mainly in case of extra-EU bidd&ng;the difficulty to oppose the
reciprocity rule only against the bidder that ist ngubject to same or
corresponding rule without affecting the other leidd success; (iv) the possibility
to subject itself to the passivity rule only in teoment when a company decide

to launch a tender offer.

In response to these several issues concerningretiprocity rule, | have
proposed some amendments in order to permit Artideof the European
Directive (25/2004/EC) to achieve its purpose tbjsct companies with different
takeover bids regulations to the same provisionhéir mutual relations, and in

order to create a level playing field within EurapdJnion.

PARAGRAPH IlIl — THE BREAKTHROUGH RULE AND THE ISSUE
CONCERNING THE MONETARY COMPENSATION

In my opinion, it is possible to identify a weakaesd the Directive (25/2004/EC)
also with reference to the breakthrough rule, urvdeich the restrictions on the

transfer of shares and on the voting rights, predidor in the bylaws on by
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shareholders’ agreement, will not appig-a-visthe bidder during the period of
acceptance of the bid. Moreover, Article 11 of Dieective, in addition to this
neutralization provision that could be faced wittvdr, states that shareholders
whose particular rights have been broken duringehder offer, should receive a
monetary compensation by the bidder. Here is thatpehere | have noted a
weakness, since in my opinion the monetary compiemskacks from two points

of view.

First, European Directive (25/2004/EC), in requirthe payment of this monetary
compensation, have not provided Member States andpanies with any
guideline concerning who is in charge of the catah of the amount of the
monetary compensation, as well as no guidelinese haeen provided for
concerning how this amount should be calculatedmFthis point of view, the
European Commission has justified the lack of amgejine with the necessity to
leave Member States and national companies fregetaup the compensation
system most conform to their legal system. Howewetwithstanding the possible
acceptance of this justification, | argue that thek of any guideline and the
uncertain system that it creates could embarrass\bdde States and national
companies in the concrete calculation. In facthaut the possibility to follow
any principle or minimum suggestion, this systesksito encourage litigations,
or at least the recourse to a judge that coulde sla¢ compensation on an
equitable basis, with the obvious implication torease the costs and the duration

of hostile tender offers, which could be then diseged.

Second, | argue that the monetary compensation doesepresent always a
reasonable and fair arrangement, and in some daiskelers should not bear the
expenditure that it brings. In order to understavity and in which cases the
compensation could be unfair, it is now necessamnake a distinction between
Member States that have implemented the Direc2&2004/EC), imposing the
breakthrough rule as mandatory, and Member Sth&sristead have not adopted
the Directive, leaving national companies freerttvaduce its provisions in their
bylaws. In fact, in the first case, companies angjext to the breakthrough rule
not because of a voluntary decision, but becausddgmber State where they are
incorporated have introduced it as mandatory. énsbcond case, companies are
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instead subject to Article 11 of the Directive besa of a voluntary decision to

implement it.

Now, it should be noted that, Article 11 of the &uean Directive did not take
into account the above mentioned distinction betweBlember State
implementation and companies voluntary adoptiomtirsy that a monetary
compensation should be paid, without any furthecBgation. Thus, | argue that
it should be introduced an amendment to Articleolthe Directive, in order to
take into account the distinction between mandaboryoluntary implementation
of the breakthrough rule. At the same time, if aebiive’s amendment was
difficult to be realized, Member States and comearshould decide to stress the
above mentioned distinction in implementing thealktbrough rule. In fact, |
propose to compensate only those shareholders wigigs have been broken
because of a decision taken by the Member Statethefr company’s
incorporation. Conversely, | argue that in caseswimnch the company has
voluntarily decided to subject itself to the bréakiugh rule, its shareholders
should not receive any monetary compensation.Haratords, in my opinion, the
monetary compensation should rely on the fact it company and its
shareholders have not had the possibility to deeiiether or not to subject
themselves to the breakthrough rule. Converselycase a company have
voluntarily decided to implement Article 11 of tBerective (25/2004/EC), being
it aware of the consequences of this choice, i#sedtolders should not be entitled
to receive any monetary compensation, whose expgrdhe bidder should not

bear.

In my opinion, this proposal could result to be fand valuable. In fact, on the
one hand, it would compensate those shareholdesshate not the possibility to
decide, and on the other hand, it would relieveltideler from the responsibility
to compensate its target, in case the latter hasmtarily conferred to the bidder

the advantages related to the breakthrough rule.
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PARAGRAPH IV — THE BOARD OF DIRECTORS AND THE ROLE OF
INDEPENDENT DIRECTORS

In this paragraph, | intend to identify some furtmeeaknesses of the Takeover
Bids Directive (25/2004/EC), and | would like tooprde for some proposals to
solve these issues, which | propose to bridge laytgrg the board of directors
and independent directors with more powers in fabiostile tender offers.

First, 1 would like to express the risks concernwbat European Directive
(25/2004/EC), which requires the target board akdaors to not take any
defensive action without the prior shareholderstings authorization, however
permit and impose the board of directors to poslgivdo, when a hostile tender
offer has been received. | am referring to thegation for the board of directors
to provide shareholders with a report concernisgojtinion on the merits of the
tender offer, such as the possibility for the boafdlirectors to seek alternative
bids. In this paragraph, | will explain the dangefghese two activities with the

aim to propose some corrections to remove them.

SUB-PARAGRAPH | — INDEPENDENT DIRECTORS: THEIR FIGU RE
AND THEIR ROLE

With reference to the first activity.e. the obligation for the board of directors to
create a report for shareholders with its opiniorilee terms and conditions of the
tender offer, in my opinion, this debatable acyiyiff performed by directors,
could bring the risk that it is not truthful andathit negatively influences
shareholders’ decisions. My opinion relies on teguanption that, being directors
and managers in conflict of interests in facingoatthe tender offer, as we have
widely seen in the previous chapters, the boardliodéctors could easily be
stimulated to address the shareholders’ behawioviging the latter with a report
totally disparaging the bidder and the receivedi¢eroffer. Moreover, it should
be taken into account that a disparaging repaat the basis of the request to the
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shareholders’ meeting to allow the board of directm adopt some defensive
measures in order to defeat the tender offer. In apinion, the risk for
shareholders to receive a report that not reflactesal assessment of the tender
offer is very high. In fact, being directors andmagers aware that in case the
tender offer succeeds they are likely to lose th#ice, the board of directors is
stimulated to use the powers that the Directivé2@34/EC) have granted them,
and the creation of the report represent one dfettpowers. It should now be
underlined that, under Article 2392 of Italian Ci€ode, directors owed fiduciary
duties to the company, since they are requirediligedtly fulfill the duties
imposed by the law or by the company’s bylaws. Thusler Article 2395 of
Italian Civil Code, in case of breach of directofisfuciary duties, shareholders
are entitled to claim a monetary compensation. Hewnel argue that the
protection offered by such a rule is not enough rawidin line with the European
Directive on Takeover Bids’ purposes. In fact, gsihe protection provided them
by Article 2395 of Italian Civil Code, shareholdemsuld obtain an ex-post
protection,.e. a protection that could apply only after that tiwstile bid has been
frustrated. Therefore, in my opinion, even if Ali@395 of Italian Civil Code is
able to ex-post compensate shareholders, it wooldpnohibit the board of
directors to defeat hostile tender offers, and theis not able to permit the
European Directive to achieve its purpose to createore open market for

corporate control.

With reference to the second activitg. the possibility for the board of directors
to seek alternative bids, with the common search white knight, | argue that
this opportunity bring some risks for the companyg &s shareholders. In fact, on
the one hand, the aim of this activity is to creatmpetition that is often able to
increase the price offered. On the other handjsftrue that the board of directors
is not allowed to perform some defensive measwash as poison pills or
staggered boards, it is also true that directorddchave some instruments and
some manner likely to disadvantage certain biddexeed, directors could be
more cooperative with friendly bidders, who couttmpensate directors through
private benefits or through the promise to maintheir office or to get another

one, in case their bid succeeds. In order to bareteand to concretely
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demonstrate how the board of directors could acsialy of its power, we should
imagine the possibility for directors and managergprovide the friendly bidder
with a higher number of information concerning tteenpany. For example, the
board of directors could perform a vendor due diice and provide with it only
the friendly bidder, as well as it could provide viith some information
concerning the long-run investments carried outh®ycompany. In these cases,
the hostile bidder would be disadvantaged, sinceoitld not benefit from the
above mentioned cooperation of the target boardirettors and from sensitive
information. Indeed, the fact to receive some feged information represents
itself an advantage for the friendly bidder, whaiuldohave a clearer and more
detailed view of the company'’s situation and itkieawith the possibility to take
advantage of these information and succeeds aéxpense of its competitors.
This behavior and the different treatment betwaendly and hostile bidders,
such as the discrepancy of information that biddds&ain, could bring some
detrimental effects to the competition, which wobll distorted, so impeding all
the bidders to participate with the same possigditl argue that this distorted and
unfair situation could negatively affect the shapeise, which could result to be
lower than the highest possible, and so it couldi&@imental for the company
and its shareholders, who would not benefit frohthe premiums that the search

of alternative bids would be able to produce.

With reference to both the above mentioned issuesthe one concerning the
abuse of the board of directors in creating thentepn the merits of the bid for
shareholders, and the other one concerning theibgdgsfor the board of
directors to abuse of its power to seek alterndiids, | argue that an amendment
of the European Directive (Directive 25/2004/ECheeded. Such an amendment
could also be provided for by Member States or camgs in implementing the
Directive’s provisions. In fact, under an amendetiche 9 of the Directive, or by
Member States implementation, for example by anna®e@ Article 103 of the
Italian TUF, it could be possible to make in chafethe above mentioned
activities (i) independent directors or (ii) thatsttory audit.
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() Independent directors proposal.

A proposal could be to make in charge of these delicate activities not the
whole board of directors but only independent does; who could have a
disinterested behavior. However, if my proposapptd here, it would not really
solve the problems, since in my opinion, this solushould be accompanied by a
total reform of the nature and of the role of inelegeent directors, whose
independence is currently not very guaranteedrdieroto be aware of the figure
of independent directors, and in order to assesstheh they lack their
independence or not, we would have to take intocowac the Italian rules
concerning them. For an analysis of their figuréghwave to jointly consider the
rules concerning independent directdrs, Article 2386 of Italian Civil Code,
Article 147-ter of ltalian TUF, and Article 3 of éh“Codice di Autodisciplina
delle societa quotate”. In light of these rulesjalilconcern their appointment, the
requisites that they have to meet, their numbed,thair role, | argue that a huge
legislative amendment of independent directors eeded. Thus, | intend to
explain how | propose to develop the figure of peledent directors, in order to
guarantee their independence and make them usefialthe awareness that such
a proposal requires an intervention of the Italiagislator in order to amend the

text of the above mentioned rules concerning inddest directors.

First, in order to allow independent directors td a a more organized and
uniform manner, so that they could be more impartard they could have the
possibility to affect the decision on these extdawmary operations, | argue that it

would be necessary to organize independent dieatan intra-board structure.

Second, in order to achieve the purpose to guaahtsr independence, | argue
that requiring them to meet some requisites ofgesibnalism, honorability, and
unfamiliarity with the company is not sufficient fact, the lack of the current
figure is based on the evidence that, despiteabethat they are in possession of
the necessary independency requisites, independineictors lack their
fundamental aspect, since they are appointed bysltheeholder meeting, who
appoint all the board of directors. Therefore, ides to make sure that they are
independent, our proposal would start from changthg way of their
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appointment, since it could be difficult to requsemeone to be independent by
who have appointed him. In this field, | proposesé& up a system under which
independent directors are appointed by a publicybBdr example, in Italy the
public body charged with this responsibility coudd the Consob, which could
appoint independent directors among those entered riegister for that reason
created. Thus, when a company establishes in Itaé/,Consob would have to
appoint independent directors among those entamethe register, with the
possibility and the necessity to appoint those Wl knowledge related to the

new-co’s business.

However, it should be noted that the above mentigmeposal could only be able
to guarantee the independence of independent aiseat the moment of the
appointment, with no possibility to make sure ttiety maintain this feature for
the duration of their office. In fact, here is tlsecond issue concerning
independent directors, due to the fact that evertages in which they are
independent in the moment of their appointmentgjp@hdent directors usually
lose this fundamental requisite during the perforoea of their office. This
assumption could be linked to several reasons, tr@mrsimple fact that directors
and independent directors are members of the saarel land have to be in touch
in running the company, to the fact that the cdhitigp shareholder could easily
influence them and acquire their cooperation wite fpromise of a future
appointment as directors. In my opinion, this sec@sue represents the most
important obstacle on the possibility to set upe#ficient figure of independent
directors. Thus, in order to guarantee a real iaddpncy, both in the moment of
appointment and during the entire office, | proptsestablish the impossibility
for those entered in the public register of indejam directors to be appointed as
directors. In this manner, | argue that the mogpartant instrument that the
controlling shareholder could use in order to obtdie independent directors’
acquiescence would be neutralized. In my opinioependent directors, if
appointed as | have just proposed, would haveliligyao act in a more efficient
manner, both in creating the report for sharehslded in seeking alternative bids
to create a competition. Indeed, even if | am avedirthe fact that this proposal

could result to be too expensive and too intrusivilhe company and of the board
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of directors’ performance, | argue that my solutomuld allow target shareholders
to receive a sincere report. In fact, in this marthe report could really be based
on an honest and expert opinion on the meritsebit, which could represent an
important help for shareholders in order to alltvrh to take informed decisions

on the assessment of the tender offer.

At the same time, | establish that my proposal¢clhgrging independent directors
of the search of alternative bids, could allow thienpromote a fair and efficient
competition. In fact, independent directors wouttt be stimulated to be more
cooperative with some bidders than with otherssHituation could easily create
a competition in which target companies and shddein® benefit the highest

shares price.
(if) Statutory audit proposal.

However, being aware of the difficulty to create thbove mentioned system,
which requires a huge Italian Legislator’'s intervan, | intend to propose an
easier solution. In fact, in addition to the ficste, | propose a second solution in
order to provide shareholders with a real reportl@merits of the bid, and in
order to create a fair competition. My second psagpas to confer these two
activities, i.e. the creation of the report and the search of atera bids, to the
statutory audit. It should be now said that, like board of directors, the member
of the statutory audit are appointed by the shddein®' meeting, and such an
appointment could influence their behavior in perfimg the above mentioned
activities. However, on the one hand, the sharesldneeting appoint both the
board of directors and the statutory audit, ondtier hand, the statutory audit,
unlike the board of directors, is not in a confliétinterest during a hostile tender
offers. In fact, due to the fact that the statutauglit is not threatened by the fact
to be replaced in case of success of the bid)ess likely to have a self-interested
behavior and defeat the bid through a disparagpgrnt and by creating an unfair
competition. This solution, compared with the poes one, would be cheaper,
less intrusive of the company and the board ofctlrs’ performance, and more
doable. However, unlike the first proposal, thisos&l solution would confer the
above mentioned activities to subjects less infarnoé all the company’s
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information and future projects than independen¢adors, due to the fact that
unlike the latter they are not member of the boafddirectors, which will

continue to be the body charged of running the @gp

SUB-PARAGRAPH Il — DIRECTORS’ COMPENSATION

In this paragraph | intend to explain what in mynign the weaknesses of the
passivity rule in general aree. | will explain from what points of view, an
opposite regime based on the possibility for therdmf directors to freely defeat
a tender offer could result to be efficient, atskeiom a theoretically point of
view. Then, | will explain how | propose to makes$le benefits possible also in
reality. In my opinion, there are two main weakm®sssoncerning the passivity

rule,i.e. the short-termism issue and the self-interestéader of shareholders.
(i) The short-termism issue.

Prohibiting the board of directors to act againgtoatile tender offer, passivity
rule could make directors too much accountablé&reholders, with the result to
stimulate them to try to maintain the shares phigh, so influencing directors
and managers to focus their business on short-tevestments, without taking
into account the effects on the long run. In factthis manner, directors and
shareholders could be stimulated to take care alnbut shareholdergg. to run
the company with the aim to meet the aim of the mamy's category whose
interests are most based on short-termism. Thisfosduld be explained by the
fact that shareholders are only focused on thermrewf their economic
investments, being they interested only to theivecdedividends. In fact, their
interest is so focused to the economic return thatase of not excellent
company’s performance, they usually prefer to their shares and invest in other
companies, rather than take care of the companysnbss. Furthermore, the
issue concerning the short-termism of shareholddogcoming higher, due to the
always more preeminent presence of institutionaésiors, such private equity

funds and hedge fund. In fact, these institutianaestors are still more short-
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termism than single shareholders, due to the Feadtih their activity based on the
management of the portfolio of their clients, a-olag investment could usually
result to be long-termism. In light of this, | asgthat a more freedom for the
board of directors to act against hostile tendéersfcould encourage it to pay
more attention to the long-term investments cardetiby the company. In fact,

the possibility for the board of directors to defémstile tender offers could

induce it to be less focused on the short-termstments with a more attention to
the business of the company in the long run. Thoghe one hand, the fact that
long-term investments are usually not reflectedhm shares value could attract
hostile bids; on the other hand, the fact thatoibard of directors is entitled to act
against tender offers could allow it to be lessidfrof the current shares value,

and then more likely to make long-term investments.
(il) Self-interested behavior of shareholders.

Second, the other weakness concerning the passulgyconcerns the fact that
leaving shareholders free to decide on how to tad¢wstile tender offer, could
allow shareholders to act in a self-interested ragriaking into account only the
offered price, without any consideration of intésef other company’s
constituencies, such as employees and creditors.bEtief is enhanced from the
above mentioned assumption, in which | have st#tat shareholders are only
interested in the return of their economic investtaeHowever, a valuable offer
price, even if it is over the market price, doesmake sure that the tender offer is
valuable and profitable for all the company’s cdnsncies. In fact, the business
plan and the business policies of the bidder cbeldess efficient and this could
be detrimental for creditors. At the same time,lildeler, as usual happens, could
decide to amend the structure of the company aneniiployment situation, with
many negative effects for the employees constityeidowever, shareholders are
not interested in all these considerations. Thus,igsue concerning the fact that
the passivity rule leave non-shareholders stocldrsldithout any defense in case
of hostile tender offers represents another sitnainder which a regime based on
the possibility for the board of directors to défbastile tender offers could be
more efficient than the system provided for byplassivity rule. In fact, the board
of directors, if granted with the possibility to gl some defensive measures
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could take into account the interests of all thenpany’'s constituencies, being
able to take the best decision for the whole compan

However, notwithstanding the above mentioned ptsgibsitive effects of the
board of directors’ intervention, as we have seerthie past chapters, these
possible effects are often difficult to be achiewedhe truth, always due to the
conflict of interests of directors in facing hostilender offers. Thus, in order to
make possible the above mentioned positive effecysproposal is to try to align
as much as possible the interest of directors toedlolders ones. Therefore, |
propose to increase the percentage of the diréconspensation based on stock
options. In fact, a directors’ compensation basedtock options could be able to
decrease their conflict of interests, since dinectavould have part of their
interests in common with shareholders. Howeves itstrument could represent
a double-edged sword. In fact, on the one handnapensation based on stock
options could be able to align the interests oframalders and directors, giving
the latter the possibility to better representititerests of shareholders, and on the
other hand, a too high percentage of stock optiomdd make directors too
similar to shareholders. Thus, directors could tieeweaknesses and the short-
termism issues of shareholders. My proposal reliethe assumption under which
the conflict of interests of directors in facingstite tender offer is proportional to
the benefits that directors are likely to lose as& of successful tender offer. In
other words, the lower the benefits that directexseive should the tender offer
succeeds, the higher the conflict of interests betwthem and shareholders. From
this point of view, if the compensation of diredavas formed by stock options,
they could receive the premium often paid in castamsfer of control, so that
they would be less influenced to contrast the &ice they would bear less costs
than the case in which they are provided with melsioptions. Thus, thanks to
the reduced conflict of interests, the board oécliors could be able to handle all
the stages of a tender offer, being they less &ited to adopt defensive
measures, with the possibility to honestly decidetitee merits of the bid and to
provide the company and its shareholders with thledst benefits.

In light of these explanations, | argue that a cengation formed by stock
options that take into account the issue concernivg fact the a too high
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percentage of this kind of remuneration could resnlbe detrimental, could

reduce the board of directors’ conflict of inteegsto allowing them to face in a
honest manner hostile tender offers. Thus, thistsol could be beneficial from a
twofold standpoint. In fact, on the one side, tloard of directors would be able
to run the company taking care of long-term invesita, and on the other side,
the board of director could take into account ttiects of hostile tender offers for
all the company’s constituencies, such as emplogeescreditors. In fact, this

positive implication would not be possible if diters were prohibited to act

without the prior shareholders meeting’s authorarat

Therefore, | argue that if the above mentioned psapwas performed, a system
in which the board of directors has the possibility adopt some defensive
measures and to engage in some frustrating opesatgainst hostile tender
offers could be beneficial for the whole compamy #at it could be preferred to

the passivity rule from several points of view.

PARAGRAPH V — |INTERNSHIP EXPERIENCE: EMBEDDED /
UNREGULATED DEFENSIVE MEASURES

The final point | would like to analyze in this diuon the passivity rule, its
efficiency, and its necessary presence, conceraspdssibility to bypass the
Directive’s provisions by using some embedded amdegulated defensive
measures. The idea of this theme came to my mindhgluan internship
experience that | have performed at a law firm ondon at the beginning of
201%°. The change of control provision, whose check $ Wwacharge during the

% | have performed an internship experience at thelba office of the Italian law firm Gianni,
Origoni, Grippo, Cappelli & Partners. This interigstakes four weeks, since February 9, 2015 to
March 6, 2015. During this experience, among othieigs, | was in charge of the performance of
the legal due diligence concerning the acquisitibAnsaldo Sts (company established in Italy) by
Hitachi Rail Europe (subsidiary of a company esshlgld in Japan). During this due diligence
activity, | dealt with the check of the absencelwdinge of control provisions in the contracts

entered into by Ansaldo Sts and its counterpaits. dlosing of this acquisition has been published
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internship, are clauses inserted in contracts edtémto by companies, under
which a party has the ability to immediately teratenthe contract, in case of a
change of control of its counterpart. Now, withereince to the market for

corporate control, it should be easy to understhatithe presence of this kind of
clauses in the contracts entered into by a compapresents a strong defensive
measure for its board of directors, as well asrg sgong deterrent for the launch
of a tender offer against that company. In faat, itteertion of change of control

clauses in contracts entered into by the targetpamm brings issues from several

points of view.

First, in case of a successful tender offer, anthse the change of control clauses
were triggered by the counterpart, the bidder wcwdde acquired a company
whose value is strongly reduced compared to theeppaid to tendering
shareholders. Conversely, if during the performasfcie legal due diligence the
bidder acknowledges the presence of change ofaariiuses in the agreements
entered into by its target company, it has two jpbdssoads to follow. First, the
bidder could decide to withdraw from negotiationghwthe target company,
considering the operation too risky due to the gmes of these clauses and the
possibility for counterparts to trigger them. Seatom could decide to renegotiate
downward the price offered, taking into accountphesence of change of control
provisions and the possible reduction of the comijzavmalue. It should be noted
as all these possible situations are detrimentabifiders and for tender offers. In
fact, in the first case, the bidder obtain a conmypamose value is strongly
reduced. In the second case, the bidder withdram fthe negotiations and the
operations does not happen. In the third casefdttethat the bidder decide to
renegotiate the price offered, proposing a lowes, dmings the consequence that,
being the offered price lower than the market valamet shareholders would not

be stimulated to tender their shares, and the tesftbr would not succeed.

The target board of directors could decide to adowther usual and detrimental

behavior, inserting change of control clauses & ltdan agreements in which it

on legal community.it on February 24, 2015, anc:hethe link of the deal | have worked on:

http://www.legalcommunity.it/grimaldi-e-gop-nel-m@®gio-di-ansaldo-hitachi
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has entered into. Under these clauses, the lerdethle possibility to entirely and
immediately require the return of the lent amoshuld the borrower be subject
to a successful tender offer and a change of itgralb As well as the above
mentioned change of control provisions, it shoudddasy to note the deterrent
effects for tender offers and for bidders, who $timorrectly verify the presence
of these clauses before the launch of the tendfr.oin fact, the eventual
presence of change of control clauses in the |gaeeanents entered into by the
target company would require the successful bidter bear very high
expenditures, due to the fact that almost all tbemanies, in order to benefit
from the financial leverage, are likely to recoutsd®orrowed capital.

Now, it should be worth to analyze the nature dredim of change of control
provisions. Thus, it is possible to say that chaofyeontrol clauses are usually
inserted in agreements in which the identity of tbenterpart is a fundamental
aspectj.e. in cases in which the identity of the counterpagresents a guarantee
of the proper performance of the contractual obilges. Thus, it is possible to
state that the role of the change of control clausdo guarantee third parties that
come in touch with the company, such as its copatés in contracts entered into
by the company in the first case, or the lendethie second case. However,
notwithstanding this valuable aim, the fact thaseh clauses strongly affect tender
offers is not debatable. In fact, the board of dwes may insert these clauses in
all the contracts entered into by the company,tdeast in the most profitable
agreements, using change of control clauses asngiede measures and
entrenching its position. Moreover, and this is thest important aspect to
underline, it would not be possible to prohibit 4beeventual abuses, since an
eventual prohibition could bring too many obstadaghe ability of the board of

directors to run the company.

Now, in order to analyze whether the passivity mejgresents an efficient way to
regulate takeovers, | argue it may be useful topamm the negative consequences
of the use of the defensive measures that the igssille prohibits, and the
detrimental implications of change of control clesiswhich could be used as a

response to the passivity rule.

106



With reference to the eventual detrimental effesftshe use of the defensive
measures that the passivity rule prohibits, we riee@émind the consequences of
the most used anti-takeovers devices, such asmppids and staggered boards.
As we have seen in the past chapters, poisong#iggenerally used in order to
dilute the ownership that a bidder obtains aftergtccess of a tender offer. Thus,
poison pills require a bidder to first gain the tohof the board of directors by
the win of a proxy fight, and then to remove thiéspand launch the tender offer.
Obviously, these forced stages bring high costsdatays that the bidder has to
bear. Conversely, staggered boards, allowing thédnito annually remove only a
minority of the members of the board, usually oohe-third, force the bidder to
win two proxy fights in order to gain the contrdl the board of directors and
benefit from its controlling ownership. Thereforas well as poison pills,
staggered boards bring high costs and delays,Heyt do not totally avoid the
bidder from acquiring the target company. As weehsagen in the past chapters,
the above mentioned costs and delays caused byrppiks and staggered boards

are still higher in case these two devices are tgether.

Conversely, the above mentioned change of contanlses, mainly the clauses
under which a party is entitled to immediately tarate the contract in case its
counterpart is subject to a successful tender affet a change of its control,
could result to be more detrimental than poisols jgihd staggered boards. In fact,
unlike poison pills and staggered boards that atelly able to bring delays and
high costs for the bidder, but that do not avoie bidder from succeeding and
taking the company over, the presence of chang®miiol clauses and their use
by the counterpart could confer to the bidder a mamy with a reduced value.
Furthermore, the situation would be still more dgape in cases in which the
target board of directors have inserted chang®wofral clauses in the majority of
the most profitable agreements entered into bytahget company, whose value

would be close to zero in case of successful teoffier.

Thus, in light of these explanations, | argue thatshould take into account one
important outcome. In fact, it should be considetedt, if on the one hand,
passivity rule prohibits the adoption of some defem measures that could be
detrimental for the company and its shareholderghe other hand, the adoption

107



of the passivity rule stimulates the board of dives to use the above mentioned
change of control clauses. However, | need to §pehat | do not intend to
affirm that the adoption of the passivity rule mbigad to a generalized adoption
of change of control clauses. Instead, | meantti@board of directors that used
to adopt defensive measures such as poison pdistaggered boards, due to the
prohibitions provided for by the passivity rule,liwbe likely to devise new
methods to contrast hostile tender offers and eaokrés position. Finally, | argue
that change of control clauses could representhierboard of directors a valid

instrument for their entrenching purpose.

PARAGRAPH VI — CONCLUSIONS

In light of this, | mean to provide for a summaifynhat | have stated on passivity
rule. | argue that, it should be noted that thespity rule, whose ideals and
purposes may be shareable, presents several weaknas|east with reference to
the text provided for by the European Directive/Z2®4/EC). In fact, we have
first had a look at the optionality system’s weasidn addition to these issues,
we have realized the fact that the passivity ratiuces the board of directors to
have short-run interests and lead them to be tooumtable to shareholders, so
ignoring the effects of tender offers on other camps constituencies, such as
creditors and employees. After that, we have amal\the impact of the insertion
of change of control clauses in the agreementseaghiato by the target company.
Thus, we have realized that the introduction of plassivity rule’s provisions
could represent a double-edged sword. In fact,téinget board of directors is
induced to find new ways and new instruments temigfits position, and as we
have seen with the change of control clauses, tfeetdrs’ inventiveness may
produce instruments that could result to be everendgsadvantageous than the

classic defensive measures forbidden by the pagsule.

Finally, | conclude this chapter stating that, eWfdragree with passivity rule and

its purposes to create a more open market for cai@aontrol, as well as to

108



create a level playing field for takeover bids witkU, | argue that the Directive
(25/2004/EC) is far from limiting the possibilityrf directors to entrench their
positions. In fact, to conclude, | argue that dioee and managers are able to
bypass the passivity rule’s prohibitions and toeddf themselves from hostile
tender offers devising new defending instrumentsl that the adoption of the
above mentioned change of control clauses represgyntone of the instruments

in their possession.
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