EINER ELHAUGE
Toward a European Sale of Control Doctrine

From an American perspective, the most salient fact about Eu-
ropean sale of control doctrine is that there is not much of it. Not
much doctrine and, by comparison, not many sales of control either.
What European rules there are that impinge on sales of control are
either voluntary or quite recent, and in any event only an incidental
byproduct of rules actually intended to regulate takeover bids.!

In the United States, by contrast, an outpouring of legal cases
and intense academic discussion about sale of control doctrine pre-
ceded the wave of hostile takeovers and their academic analysis.
The 1950s and 1960s were inundated with cases and academic arti-
cles debating the existence and nature of the duty to share the sale
of an existing block of controlling shares with the noncontrolling
shareholders.?2 In contrast, the use of tender offers to create new
control blocks, which made hostile takeovers possible by creating a
mechanism to wrest control involuntarily from an existing control
group, did not even begin until the 1960s. And it was not until the
1980s that these tender offers led to a torrent of caselaw and aca-
demic literature regarding hostile takeovers.?

It is hardly surprising that in Europe, as in the United States,
voluntary sales of control have received far less media attention
than hostile takeovers. Hostile takeovers not only offer more intrin-
sic drama, but unlike negotiated control sales they are played out in
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ory,” 17 J. Leg. Stud. 165 (1988).
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public fora like the courts and legislatures. However, the resulting
tendency to conflate private sales of control with hostile takeover
bids is unfortunate. It obscures the important policy grounds for dis-
tinguishing between the two. These grounds, more obvious in
America because of the historical sequence of its doctrinal develop-
ment, have resulted in a U.S. corporate law that, unlike European
law, treats private sales of control very differently from public
tender offers.

Given my colleague Richard Buxbaum'’s recent paper admonish-
ing that comparative law analysis must pay close attention to the
country-specific structures that affect the desirability of given legal
rules,? it seems only appropriate to begin my inquiry with the ques-
tion of what structural factors might explain the relative dearth of
European sale of control doctrine. I address that question in Part I,
concluding that in Europe capital market size and stockholding pat-
terns historically made the problems raised by control sales more
amenable to policing through informal or contractual means. This
analysis suggests that, as the capital markets merge into a single Eu-
ropean market, control sales are likely to become far more preva-
lent and problematic than they were previously. Indeed, because of
the concentrated nature of current European stockholdings, the ad-
vent of the single market is likely to make sales of control even
more important in Europe than they are in the United States. These
same concentrated stockholdings also mean that European takeover
bids are likely to prove far less frequent and practically significant
than European sales of control.

I then move to the prescriptive. If a legal regime is going to reg-
ulate sales of control, how should it do so? I begin by spelling out in
Part II the policy reasons for sharply distinguishing between sales of
control and hostile takeover bids. I then outline in Part III the cur-
rent state of legal policy debate about how best to regulate sales of
control, explaining how the three leading approaches all represent
alternative methods of trying to achieve an optimal tradeoff between
the inevitable underdeterrence of harmful control transfers and
overdeterrence of beneficial control transfers.

Finally, Part IV uses this developed legal policy analysis regard-
ing corporate sale of control doctrine to assess a matter of great im-
portance and topical interest: the advisability and meaning of the
European Community’s Proposed Thirteenth Directive on Take-
overs. There are, I will show, plausible policy arguments for the
proposed thirteenth directive as applied to takeover bids. But as ap-
plied to private sales of control, the effects of the proposed thir-
teenth directive would be perverse: raising obstacles to those control
transfers least likely to be harmful. I then suggest means by which

4. See XIV Journées Juridiques Jean Dabin (Guy Horsmans forthcoming 1994).

HeinOnline --- 41 Am. J. Comp. L. 628 (1993)|




1993] EUROPEAN SALE OF CONTROL DOCTRINE 629

these perverse, and unintended, effects on sales of control could be
avoided through amendments or careful implementation and inter-
pretation of the proposed thirteenth directive.

I. EXPLAINING THE DEARTH OF EUROPEAN SALE
OF CONTROL DOCTRINE

A. The Current State of European Law

In the American sense of the phrase, meaning a doctrine that in
some circumstances makes it a violation of fiduciary duty for a con-
trolling shareholder to sell a control block at a premium unavailable
to the noncontrolling shareholders, there is no European sale of con-
trol doctrine. No country belonging to the European Community
seems to ever impose liability on a controlling shareholder for the
sale of his controlling block of stock.

What regulation there is in Europe instead takes the form of re-
strictions on the buyer’s ability to buy the control block without also
buying the remaining shares. But these restrictions are, in the Euro-
pean countries with the largest stock markets, manifested at most in
voluntary codes of conduct.® For example, in London, the largest
stock exchange in Europe, the City Code on Take-Overs and Merg-
ers provides that those who acquire more than 30% of a public cor-
poration’s stock must offer to purchase the remaining shares at the
highest price they have paid in the last twelve months.® But this
City Code does not have the force of law. Rather, it is an ethical
guideline promulgated by the nongovernmental Panel on Take-overs
and Mergers. Nor are the means of its enforcement apparent. The
most readily available enforcement mechanism, de-listing the corpo-
ration from the stock exchange, would harm a violating control
buyer less than it would harm the supposedly victimized noncontrol-
ling shareholders.

To be sure, special statutes or, more typically, corporate char-
ters or shareholder agreements sometimes impose general restric-
tions on the transfer of certain corporations’ shares in Germany,
Italy, France, and the United Kingdom. But these provisions by and
large do not distinguish the sale of a controlling block from the sale
of any shares. And for those corporations that have no applicable
general restriction on their share transfers, a control block can, in
these countries, be sold at a premium unavailable to other
shareholders.

5. 3 Common Market Reporter (Pending Legislation) 160,125, at p. 10,401 (CCH
Int’l 1990) (noting that Germany, Italy, Netherlands, Ireland, and the United King-
dom have only voluntary codes of conduct). See also Heinz-Dieter Assmann,
Ubernahmeangebots 55 (1990) (stating that in Germany the buyer of a control block
has no duty to make a public tender offer for the rest of the shares).

6. 2 Doing Business in Europe, { 90-260, at p. 91,354 (CCH Int'l).
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All this may be changing. The European Community’s proposed
Thirteenth Company Law Directive on Takeovers would require
that those who acquire more than a specified threshold percentage
of voting stock in a publicly traded corporation must make an equal
bid for the remaining shares.” The specific percentage of the thresh-
old is to be set by each country, but cannot exceed 33%. At the time
of this writing, this proposed directive had not yet been adopted.
Nonetheless, some countries have apparently been inspired by the
proposal (which was originally put forth in January 1989)% to al-
ready adopt laws that would serve to implement it. In 1991, for ex-
ample, Spain promulgated a royal decree requiring those who
acquire more than 25% of a corporation’s stock to make a tender of-
fer at the same price for the remaining shares.? In France, a 1989
regulation was promulgated requiring a person who obtained 33% of
a corporation’s stock to make a bid for at least two-thirds of the re-
maining shares.l® And I am told that Belgium has also recently
passed a law requiring those who purchase a control block to make
an offer for the remaining shares. \

But these measures are quite new against a historical backdrop
of near-total nonregulation of control sales. Moreover, even these
measures do not really constitute a deliberate regulation of sales of
control. Rather, as their very titles indicate, they are measures di-
rected at public takeover bids that, largely by accident, happen to
encompass private sales of control within their ambit.!? No apparent
attention was paid to negotiated nonpublic sales of an existing con-
trol block to a new owner, or whether they might differ in some rel-
evant fashion from public takeover bids.

B. A Structural Explanation

What could possibly explain this dearth of sale of control doc-
trine in Europe, when there is such a wealth of caselaw on the topic

7. See Amended Commission Proposal for a Thirteenth Council Directive on
Company Law concerning take-over and other general bids, 33 O.J. Eur. Comm.
C240/7 (1990), reprinted in 3 Common Market Reporter (Pending Legislation)
160,200 (CCH Int’l). Article 1(2) of the proposed directive contemplates that in five
years the rule may be extended to corporations whose stock is not publicly traded.
See 33 O.J. Eur. Comm. at C240/11, 3 Common Market Reporter at p. 10,453.

8. See 32 0.J. Eur. Comm. C64/8 (1989).

9. See 2 Doing Business In Europe (New Developments) §120-899 (CCH Int’l).

10. See Law No. 89-531 of August 2, 1989, [1989] JO 4 Aout at 9822. See also Ber-
ger, “A Comparative Analysis of Takeover Regulation in the European Community,”
55 Law & Contemp. Probs. at 62 n.38 & 66 (Autumn 1992) (collecting implementing
regulations).

11. See also 3 Common Market Reporter (Pending Legislation) {60,200 (CCH
Int’l) (“This proposal [for the thirteenth company law directive] is concerned princi-
pally with the way in which public take-over bids are conducted.”); 2 Doing Business
In Europe (New Developments) 120-899 (CCH Int’l) (Spanish regulation part of
general regulation of tender offers).
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in the United States? In both places, after all, sales of control raise
a common problem: how to screen out control buyers who would
abuse corporate control. The explanation, I think, lies in a different
susceptibility to this problem. And that different susceptibility is
linked to differences in the structure of the capital markets and cor-
porate stockholdings.

In comparison to the United States, the capital markets of Euro-
pean countries are smaller and more intimate. The major players in
the stock markets are relatively few and well-established. Buyers
and sellers of large blocks of stock are thus more likely to know
each other, and to be known by those able to finance their transac-
tions. Moreover, a pattern of cross-holdings between corporations,
and especially between corporations and their banks, means that in
practice it will be difficult to transfer control without the approval
of other major investors. And because concentrated ownership is in
general more prevalent, large corporations in Europe are more
likely to be closely held and governed by shareholder agreements
restricting the resale of stock without the other shareholders’
approval.

All this means that informal, social or contractual means of
preventing the transfer of control to buyers who would harm the
corporation is both more possible and more feasible. Reputational
effects should also have greater effect because buyers and sellers of
corporate control are repeat players who will lose future business
from a bad reputation. And to the extent the community of buyers
and sellers is small enough to have social meaning, nonfinancial in-
centives like the fear of social approbation will operate more
powerfully.

The viability of informal, nonregulatory means of policing con-
trol sales in countries with intimate capital markets and concen-
trated cross-held stockholdings means that a legal doctrine to
regulate sales of control has been relatively unnecessary in most Eu-
ropean countries. Consistent with this explanation, it is Europe’s
largest, most anonymous market, the London Stock Exchange,!?
that was (with the City Code) the first to adopt some sort of regula-
tion affecting sales of control, albeit one without legal force.

C. Implications for the Single Market

If this explanation is right, then sales of control are likely to be-
come more problematic as Europe moves to a single capital market.
Social or informal mechanisms of policing control transfers will be
less effective because control buyers yvill be less well-known. In

'

12. The capitalization of the London Stock Market was, in 1988, greater than the
capitalization of the stock markets in Germany, France, and Italy combined. See
Coffee, “Liquidity Versus Control,” 91 Colum. L. Rev. 1277, 1302-03 n.97 (1991).
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part, of course, this is because control buyers will be more likely to
come from foreign countries. But an additional factor is that, as cap-
ital markets become more free, it will become more feasible for less
well-established persons or entities to raise the capital necessary to
purchase large corporations. As the number of players increases, it
will be less and less possible for informal or social means of control
to function effectively. Eventually, the market may become as vast
and anonymous as that in the United States. If so, it might become
conceivable that in Europe, as happened in one famous U.S. case, a
controlling shareholder could unknowingly sell to a buyer who had
38 prior unsatisfied judgments and 54 lawsuits pending against
him.ls

This is not at all to say that the move to a single capital market
is ill-advised. Such markets allow greater accumulations of capital,
higher economies of scale, more risk-diversification, and a better
matching of investment needs to entrepreneurial skill. The extra
societal wealth created by the resulting increase in productive and
allocative efficiency is enormous. But, just as greater agency costs
are an inevitable byproduct of publicly held corporations, so too less
effective informal and social controls are an inevitable cost of mov-
ing to larger capital markets. It does no good to curse these adverse
effects of larger capital markets as long as they are exceeded by the
associated benefits.

The increase in adverse control transfers does, however, justify
a re-examination of European legal policy toward sales of control.
Indeed, despite the attention lavished on the regulation of takeover
bids, the issue of sales of control is likely to prove far more signifi-
cant in the years to come. Takeover bids are generally possible only
if shareholdings are dispersed, so that a bidder can, by accumulating
these shares, create a controlling block of stock to wrest power from
the group, typically management, that currently exercises control.
If a corporation already has a controlling shareholder, the chances of
a takeover bid succeeding are exceedingly slim, indeed nil if that
controlling shareholder has an outright majority.

In Europe, many large firms do not trade on the stock market
at all, and of those firms that do trade, most already have control-
ling shareholders. In Germany, for example, only 402 corporations
traded on the public stock market in 1988, and of those 402, fewer
than 100 lacked a person or group that owned a controlling block of
stock.1 The single capital market will create many profitable op-
portunities to sell or restructure corporate control. But given this
stockholding structure, such opportunities are unlikely to be real-

13. See DeBaun v. First Western Bank and Trust Co., 120 Cal. Rptr. 354, 357
(1975).
14. See Coffee, supra n.12, at 1302-03.
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ized through takeover bids in the coming decades.!® Rather, they
will be realized through negotiated transactions with the groups that
currently own the controlling blocks of stock.

In the near future, then, sales of control will be more prevalent
and pose more persistent problems in Europe than hostile takeovers.
The issue of the proper legal regulation of control sales is thus one
of great and independent importance. Indeed, the issue is likely to
be far more important in Europe than in the United States because
in the U.S,, unlike Europe, most large corporations have no control-
ling shareholder.

Of course, once control blocks are sold and resold to buyers fur-
ther removed from the corporate founders, it becomes more and
more likely that the control blocks will be broken up to lower moni-
toring costs and increase risk diversification. And many control
blocks will lose their relative clout as capital is pooled into ever
larger businesses. It would thus not be surprising if in Europe, as in
the United States, an initial wave of control sales was followed a few
decades latter by a wave of takeover bids. But for the foreseeable
future it is likely to be sales of control that have more practical sig-
nificance. The next few decades thus signal a time of great need,
and opportunity, to fashion a European sale of control doctrine.

II. PoLicYy DISTINCTIONS BETWEEN SALES OF CONTROL
. AND TAKEOVERS

We must begin our analysis by clearly distinguishing corporate
sales of control from corporate takeovers. Takeovers are transfers
of control that are, from the standpoint of the group currently exer-
cising corporate control, involuntary. That is why they are appropri-
ately called hostile takeovers. Takeovers also involve the creation of
a controlling block of stock through a transfer of shares from many
unorganized individual shareholders to one buyer. Sales of control,
in contrast, involve a transfer that is, from the perspective of the ex-
isting control group, voluntary. Moreover, the transaction does not
involve the creation of a new control block assembled via a public
tender offer to many shareholders but rather a negotiated sale of an
existing control block by a person or coordinated group. These dif-
ferences have policy significance for several reasons.

A. Sharp Shifts in Corporate Policy

Because hostile takeovers are involuntary and create new con-
trol blocks, they are more likely to cause sharp shifts in corporate

15. See Berger, supra n.10, at 70 (“one knowledgeable source estimates that
there are only approximately thirty German companies that have a sufficiently dis-
persed shareholder base to allow a hostile bid to be successful.”).
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policy. A strong argument can be made that these shifts in corpo-
rate policy are desirable because they reflect the curbing of agency
costs, namely management failures to operate corporations in ways
that maximize corporate profits.1¢ But there is no doubt that the re-
sulting corporate policy shifts often do harm identifiable persons.
Operating the corporation more profitably may involve firing man-
agers or laying off employees, ending customer or supplier relation-
ships, increasing environmental harm or reducing charitable
contributions, or taking on more debt or risk at the expense of cor-
porate creditors or bondholders.l? Some would also argue that the
prospect of takeovers makes managers excessively oriented to short
term profits at the expense of long term investments in things like
research and development.18

I do not here wish to take a stand on whether these objections
to takeovers are persuasive,!® or whether (if persuasive) they would
justify anything approaching the level of obstacles erected by cur-
rent U.S. corporate law and widely advocated for European company
law.2 Rather, my point here is that whatever the persuasiveness of

16. See, e.g., Frank H. Easterbrook & Daniel R. Fischel, The Economic Structure
of Corporate Law 171-75 (1991); Easterbrook & Fischel, supra n.3, at 1168-80.

17. See, e.g., Coffee, supra n.3.

18. See, e.g., Drucker, “Corporate Takeovers — What Is to Be Done?,” 82 The
Public Interest 3, 12 (1986); Lipton, “Takeover Bids in the T'arget’s Boardroom,” 35
Business Lawyer 101, 105 (1979).

19. Those interested in this issue should examine Easterbrook and Fischel’s re-
buttal of these objections. See Easterbrook & Fischel, supra n.16, at 175-205. Among
the interesting pieces of empirical evidence they present are the following: (1) share-
holders who sell to a takeover bidder receive on average a 50% premium; (2) shares
left outstanding after a takeover increase by 30% in value; (3) corporate bonds and
debentures do not on average decrease in value when takeover bids succeed; (4)
firms acquired in takeover bids are no more likely to reduce wages or close plants
than other firms; and (5) corporations that lower their investments in research and
development increase, not decrease, the likelihood of takeover bids. »

20. I would, however, point out that the political debate is often skewed against
takeovers. This is because the losses from takeovers in jobs, sales, or loan defaults
are easily traceable to those takeovers, and thus have great political saliency. The
social gains from the greater corporate efficiency that results from takeovers are,
comparatively, less traceable. Increased corporate efficiency should improve produc-
tivity and create new jobs, new sales, and better returns on investment. And if in-
deed overall efficiency is enhanced, these gains from takeovers should outweigh the
losses. But those who gain from these positive developments are unlikely to attri-
bute their good fortune to takeovers, whereas those who lose from takeovers are
highly likely to affix the blame on those same takeovers. This, coupled with the
human tendency to value the avoidance of a given loss more than the achievement of
the same gain, see, e.g.,, Kahneman, “Experimental Tests of the Endowment Effect
and the Coase Theorem,” 98 Journal of Political Economy 1325 (1990), stacks the
political debate against takeovers.

The political debate is even more skewed to the extent takeover barriers are er-
ected by individual States belonging to a Federation. For such States can have incen-
tives to impose inefficient barriers to takeovers in order to benefit local workers and
businesses despite greater costs inflicted on shareholders, workers, and businesses
located outside the State. See generally Romano, “The Political Economy of Take-
over Statutes,” 73 Va. L. Rev. 111, 138-41 (1983); Winter, “State Law, Shareholder
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