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Abgract
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unqudified support of Sate competition.
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INTRODUCTION

Twenty-five years ago Bill Cay published his mog laging contribution to
corporate lan---his Yale Law Journal atide entitted “Federdism and Corporate Law:
Reflections upon Ddaware’!---one of the mogt wdl-known and widdy dted atides
in corporate law.> In the atide, he agued that Ddawa€s rdiance on revenues
gengated from corporate chaters had led it to favor corporae managers in crafting
its corporate code. Cary bdieved tha managers often a the expense of shareholders,
enoyed unjudifidbly lax condrants with regad to isues ranging from fiduday
obligations to a paent's trestment of a corporate subsdiary.®  To sop this hamful

“race to the bottom,” Cary proposed Congress adopt “federd Standards of corporate

respongbility.”

Cay's skepticd view of dae competition hes not been widdy accepted by
corporae lav scholas.  Indeed, scholas snce Cay have lagdy teken a favoreble
view of dae compdition for corporate chaters  Rdph Winter, in an influentid

citigue of Cay’s pogtion, agued tha date compdition for corporae chaters leads

! 83 Yae L.J. 663 (1974).
2 Fred R. Shapiro, The Most-Cited Articles From the Yale Law Journal, 100 Yde L.J. 1449, 1462
51991) (finding that Cary’ s article was the 14th most cited Y ae Law Journal article).

SeeCary, 83 Yde. L.J. a 673--84.
4 Id. at 701.



to a “race to the top” as a result of market condraints on managers behavior® Frank
Eagterbrook and Denid Fschd have endorsed and developed Winter's contention
that date compeition benefits shareholdes® Roberta Romeno hes smilaly  argued
tha dae competition ensures that corporate lav maximizes shareholder wedth.’
Indeed, Professor Romano labds the fedardig dructure of corporate law “the genius
of American Corporate Law.”®

Sevad yeas ago one of us pursued the route suggested by Cay ad
devdoped an awdyss of the problems produced by date competition.’ Thet andyss
uggedted that, with respect to a st of important corporate issues, dae competition is
unlikdy to save shaeholder wedth meximization'® Raher, the andyss suggested
that dates might have an incentive to provide rules that are prefared by managers ad
controllers--and that on these isues the rules prefered by managers and controllers
may wdl be different from what' s benefidd to shareholders

Buldng on tha andyss we cotinue in this Aride to examine the
contention, aticulaed by Cay, tha there ae sarious problems with date competition.

Our andyss suggeds that dae compeition suffers from  important  Sructurd

5 Ralph K. Winter, Jr., State Law, Shareholder Protection, and the Theory of the Corporation, 6 J.
Legal Studies 251 (1977).

See Frank H. Easterbrook, Managers Discretion and Investors’ Welfare: Theories and Evidence,
9 Dél. J.Corp. L 540, 546 (1984); Frank H. Easterbrook & Daniel R. Fischel, Voting in Corporate Law, 26
JL.& Ec. 395, 398 (1983); Danidl R. Fischel, The “Race to the Bottom” Revisited: Reflections on Recent
Developments in Delaware’'s Corporation Law, 76 Nw. U.L. Rev. 913 (1982); see generally Frank H.
Easterbrook & Daniel R. Fischel, The Economic Structure of Corporate Law 1--40 (1991).
! See Roberta Romano, Competition for Corporate Charters and the Lesson of Takeover Statutes, 61
Fordham L.Rev. 843, 856 (1993); Roberta Romano, The State Competition Debate in Corporate Law, 8
Cardozo L. Rev. 709, 717 (1987); cf. Roberta Romano, Empowering Investors: A Market Approach to
Securities Regulation, 107 Yale L.J. 2359 (1998).
Roberta Romano, The Genius of American Corporate Law 1 (1993).
See Lucian A. Bebchuk, Federalism and the Corporation: The Desirable Limits on State
Competltlon in Corporate Law, 105 Harv. L.Rev. 1435 (1992).
10 Moreover, state competition for corporate charters might lead to inefficiencies when the interests
of not only shareholders but also third parties are implicated by alega rule. Seeid. at 1485--1495. The
present discussion will focus on shareholder wealth.
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problems, and tha compdiition among daes is therefore likdy to produce troubling
resllts with regpect to some criticad agpects of corporate law.  Cay caefully
examined sved corporate lawv issues, such as proxy contets de facto mergers,
famess in parent-subddiary transactions, and directors duty of care, dl hot isues in
the 1960s. We will discuss the issues involved in the dae competition debete
through the lens of takeover regulaion, perhaps the mogt important issue in corporae
lav in the last two decades We use tekeover law as a cae sudy of the
shortcomings of Sate competition.

Our andyss is organized as folows Pat | will ague tha there ae drong
theoreticadl reasons to bdieve tha daes will have incentives to produce a body of
tekeover lav tha excessvdy protects incumbent managers and redricts  hodile
tekeoves  Because manages play a key role in incorporaion deddons, dates
(espedidly ones with a large number of dreedy incorporated companies, such as
Ddavae) will gve subdatid weght to saidying maneges prefaences  To be
ure, in some aees of corporate law, because manages and shareholders  interests
ae aufficetly digned due to vaious make forces the rules that managers would
like dates to adopt are those that maximize shareholder vaue.  But, we ague, in the

aea of takeovers this is unlikdy to be the case  Because of the vaue tha manegers

= A parallel debate has been taking place concerning competition among jurisdictions in the

international sphere. Some commentators believe that this form of competition is generally beneficial, see,
e.g., Roberta Romano, Empowering Investors: A Market Approach to Securities Regulation, 107 Yae L.J.
2359 (1998); Stephen Choi & Andrew Guzman, Portable Reciprocity: Rethinking the International Reach
of Securities Regulation, 71 S.Cal.L.Rev. 903 (1998); Stephen Choi & Andrew Guzman, National Law,
International Money: Regulation in a Global Market, 65 Fordham L. Rev. 1855 (1997). Others predict
harmful effects resulting from such competition, see, e.g., Merritt Fox, Retaining Mandatory Securities
Disclosure: Why Issuer Choice Is Not Investor Empowerment (unpublished paper); Merritt Fox, Securities
Disclosure in a Globalizing Market: Who Should Regulate Whom?, 95 Mich. L. Rev. 2498 (1997). While
our paper will focus on competition among states, the analysis also has implications for international
competition among jurisdictions. For reasons explained in Bebchuk, supra, at 1507-08, international



might place on thar indegpendence managas might prefer rules that excessvey
redrict tekeovers notwithganding that such rules might somewha reduce share vaue
and make it somewha more difficult for them to acquire other companies when they
wear the acquirers  hat.

Pat 1l andyzes the devdopment of date tekeover lawv and agues that it is
condsent with the above theoreticd andyss Saes have devdoped a subdantid
body of rules induding both antitekeover datutes and judicdd decidons permitting
the ue of defensve tattics, tha make takeovers more difficult. We suggest that these
rules are quite likdy to excessvey protect maneges To dat with, we show tha the
extent to which these rules redrict tekeovers has little support in the policy literature
on takeovars Saes rdetless effort to come up with new antitekeover datutes
seems to be motivated more by a dedre to make takeovers more difficult than by an
dtempt to address in a cod-dfective way some vdid policy concans And the
latitude that daes have given to defensve tactics hes surpassad what even the
dronges supporters of defensve tectics have advocated. Furthermore, daes have
provided managars with more attitakeover protections than shareholders seemed to
have been willing to give them. Fndly, and pahgoes mos importantly, dates have
dected to procesd in a way tha imposed antitekeover protections without giving them
much choice or say.

Our andyds of Ddawvae tekeover lawv highlights the fadt thet its rules
govaning defendve tattics ssem to be charatterized by unnecessary ambiguity and

unpredictability  resulting in frequent litigation.  While this agpect of Ddawae lav

competition and state competition have similar structural problems. Thus, the implication of our analysisis
that international competition would not work well with regard to rules governing takeovers.



benfits the interests of the Ddaware bar, which might be of importance to Ddaware,
it is difficult to see how dhaeholdas ae bendfited by the excessve unpredictability
and vagueness of its rues  Hndly, our andyss of dae tekeover lav ends in a
compaison of it to the body of takeover lawv produced by the British City Code which
is the product of sdf-reguldion by a body that might wel have dronger incantives to
cae about shaeholder interests than do dates In shap contrat to what dHate
tekeover lav does, the British City Code severdy redricts defensve tactics by
incumbents, redricts bidders only to an extent that ssems to sarve some vdid palicy
concens, ad overdl regulaes tekeovers through rules tha ae much dearer and
predictable in goplication.

Pat Il discusses the inability of date competition advocaes to square ther
pogtion with their own view tha dae tekeover law, induding Ddawa€s,
excesvdy protects incumbent maenegers and  excessvdy  discourages bidders.
Indeed some of the fiercest critics of impediments to tekeovers which ae as much a
product of date competition for corporate chaters as any other aspect of corporate
law, are ds0 the leading Sate compstition advocaes We condude by expressng our
bdief tha dae compdition advocaes would be wdl-advissd to reconsder ther
pogtion.  Pro-dae competition scholas own criticdams of date tekeover law, many

of which we share, demand no less



|. THE THEORY OF TAKEOVER LAW UNDER STATE COMPETITION

As one of us has argued, dae compdiition might have virtues with regpect to
some corporate law questions but perform bedly with respect to others'?  According
to tha andyds the issues with respect to which dae competition will work poorly
ae () isues tha ae “ggnificatly redigributive’ (in that ther effet on manegers
or contrdling shaeholdas private interets is not indgnificant rddive to ther effect
on shaendlder vaue), (i) isues that diretly affect the drength of maket discipling,
and (iii) isues tha implicate the interests of not only shareholders and managers but
ds third paties In this Artide we will focus our atention on one very important
aea of corporate law: the rules governing takeovers. The argument will be that dates
have an incattive to desgn takeover law that is more redrictive on bidders and more

protective of managersthan isin shareholders interests.

A. The Importance of Managers

A dae€'s takeover lav will goply to companies incorporaied in tha dae who
become tekeover tagetls  These companies have dmodt by definition, aufficent
disoerson of shares such that managers have some mesesure of “de facto” contral.

Let us begin by explaning why daes in paticula Ddawae will cae about
managers preferences. The reason for this is Imple managers play a pivotd rae in

determining whether a company reincorporates to another state™®  If a state wishes to

12 See Lucian A. Bebchuk, Federalism and the Corporation: The Desirable Limits on State Competition
in Corporate Law, 105 HARV. L.REV. 1435 (1992).

13 A company cannot reincorporate without the company’s managers deciding to bring a
reincorporation proposal to a shareholder vote. See Robert C. Clark, Corporate Law s 10.2.4 at 416--17



maximize the number of companies tha ae incorporded there--the dating
assumption of the “race to the top”/“race D the bottom” debate---the date will take an
intere  in both initid incorporation decisons and  subseguent  reincorporation
decisons.

Condder Ddaware, which has a vay lage number of compenies dready
incorporated there It is criticdly important to Delavarés continued success, and any
date in a gmilar gStudion, that it retan companies dreedy chateed thee The
potetid loss by Ddawae of chatered companies through reincorporation, for any
gven peiod of time is grester than the potetid gan from initid incorporaions
While the number of initid incorporations in ay given year is likdy to be farly
limited, the number of companies tha Ddawvare could potetidly lose through
reincorporation, i.e the companies dready chatered there is dgnificat.  Moreover,
Ddavare will not only be intereded in preveting its companies from rencorpording
to another date, but inducing companies chartered dsewhere to move to Ddaware*
For these reasons, it would not be surprisng if Ddaware's corporate law catered, to a
gonificat extet, to the preferences whaever those preferences may be of
managers.

Indeed, the incentive of daes which do not have a lage number of chatered
companies, to provide shaeholder wedth-maxdimizng rudes when these ham

managerid intereds is not neally as drong as one might think.  Frg of dl, by

(1986). Moreover, managers in companies with widely dispersed ownership of shares can have significant
influence over the outcome of a shareholder vote through control of the voting process.

14 Delaware has been very successful in the market for reincorporations. See Roberta Romano,
Some Pieces of the Incorporation Puzzle, 1 JL. Econ. & Org. 225, 265-78 (finding that 82% of all
reincorporating companies between 1960 and 1982 switched to Delaware); see also Demetrio Kaouris, Is
Delaware a Haven for Incorporation?, 20 Del. J.Corp. L. 965, 1011 (1995) (finding that out of 255



providing rules prefared by shaeholdas the dae will place itdf a a disadvantage
in the maket for rencorporations with regpect to the compenies that ae currently
chateed thee and to those that might otherwise condder reincorporaing to thet
date.

But wouldn't a date that provided rules beneficd to shareholders atract more
initid incorporations as a result?  Not necessxily. It is quedionable the extent to
which companies initidly incorporaing in a dae with shaehdde  wedth
maximizing rules when those rues dffer from the ones prfared by manageas
would bendfit from them in the foom of a higher price for securities sold in an initid
public offering. Buyers of securities in a company initidly incorporated in such a
date might antidpate that if the date did ever enjoy a dgnificant number of chatered
companies, the date will then have a powerfu incentive, much as Ddlaware does, to
adt its lav 0 as to iy managerid preferences. Even if the date were judged
unlikdy to meke such a mid-dream change in its law, a gmilar shaehoder wedth
decreasing result might neverthdess be anticipated due to the ability of manegers to
reincorporae the company, a a later point in time, in a date that does have rules to
the liking of the manegars

But merdy conduding that dates and in paticular Ddaware, care a grest ded
aout managars preferences does not by itsdf imply tha manegas  ad
shaeholdas inteests ae likdy to sydemaicdly diverge  This was pehaps the
mos underdeveloped agpect of Cay's podtion.  Pro-dae competition scholars are

quick to argue that date competition for corporate charters works well because, due to

surveyed companies that changed their corporate domicile between 1982 and 1994, 89% reincorporated to
Delaware).



market incentives, maneger's wat to do what is in the interests of shareholders™
Bdow we explan why thee make incentives may often be insuffident to induce
manages to prefer tekeover rules tha ae more redrictive then what would be

optimd for shareholders.

B. Managers Preferred Takeover Law

1. Market Incentives

At fird gance one might resson as follows Since managers want to keep ther
jobs and independence, they will surdy want to prevent any tekeover tha does not
recave thar goprovd. It is not possble to jump to this condusion, however, because
managers dso cae about share vaue for severd widdy noted reesons And to the
extent that redrictive takeover lav would reduce shareholder vaue they might prefer
adate that opts for amore permissive goproach.

Among the potetid ressons why managers might have a drong interet in
maximizing shae vdue we address two of the main ones  HAre, unnecessaily low
share vadue can lead to an increasad likdihood of tekeover. The greater the difference
between a dhaes vdue and wha it could be worth if managas were adting in
shaehdlders interests, the more profiteble, ceteris paribus, a takeover will be, and
hence, the more likdy it is that one will occur.  Second, manegers compensation and

wedth are often tied, a leet to a cetan extet, to a sha€es price through share

15 See, e.g., Roberto Romano, The Genius of American Corporate Law (1993); Frank H. Easterbrook

and Daniel R. Fischel, The Economic Structure of Corporate Law (1991); Ralph K. Winter, Jr., State Law,
Shareholder Protection, and the Theory of the Corporation, 6 J.Legal Studies 251 (1977).
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options and shae holdings Insofar as managas ae shareholders themsdves they
will have an incentive to make decions thet reflect the interests of shareholders

As will be explaned, however, these two maket condrants are unlikdy to be
aufficdent, in a number of cases to cause managers to prfer a pemissve takeover

legd regime.

2. The Effect of Restrictive Takeover Law on Managers' Interests

As noted, pro-date compdition theorigds ague that the threat of a takeover
will cause managas to sek the legd arangement tha would be beneficd to
saeodas  The agumet is roughly as fdlows  Suppose thee ae two legd
arangements and one produces higher shareholder vdue compared with the other
one In tha casg managers will prefer the regime which maximizes shareholder
vaue because tha arangement dso reduces the probability of a takeover. Higher
share vaue makes takeovers more codlly and, asaresult, lesslikdly.

But let us further suppose that of the two regimes A is the optimd takeover
regime from the pagective of shaehddas while B is a somewha more redrictive
arangemet.  Snce A is the optimd arangemet, shae vdue would be by
Oefinition, lower under regime B. But tha does not necessarily mean that the
likdihood of a takeover would be increesed by B. To be sure with a lower share
vadue, a takeover a the same price would be more profitable  But if B makes it
auffidently more difficult to do a tekeover, then the likdihood of a hodile takeover

would be samdler despite the lower share price.

11



It is important to note tha making a hodile takeover overdl more difficult can
benefit menagars in two ways  Frd, they might be ale to use the protective
arangement to prevent a takeover dtogether, a vauable option snce they could then
retan dl the private bendfits of contrd that come with indgpendence (induding not
losng ther jobs).  Altendivdy, they can use thar increessd dility to resg
tekeovers 0 as to bendfit themsdves in any takeover, perhgos by maximizing the dde
payments they recaive from an acquiirer in anegotiated acquigtion.

However, one might rase the interes of managers in increasing share vaue
because of ther sock options and dock holdings But the above-mentioned two
efects, which are potentidly quite important to manegers can eedly dominge this
interet.  Condder managers who now have sy, 3% of the company’s sock and
enoy subdantid private  bendfits of control.’®  If a legd arangement would
subdattidly reduce the likdihood of thar lodng thee private bendfits of contrdl,
then tha mignt wdl be more important to them then avoiding some reduction in the

vaue of their existing holdings*’

3. Managers Interestsin Acquiring other Companies

Thus fa, we have explaned why manegas of a Ddawvare compaty might
prefer that, if thar company were to become a targd, they enjoy the protection of a

legd regime that redricted tekeovers more than is optimd from the pergpective of

16 The correlation between managerial pay and performance has been found to be weak. See

Michael C. Jensen & Kevin J. Murphy, Performance Pay and Top Management Incentives, 98 J. Pol. Econ.
225, 237 (1990); CEO Incentives—It's Not How Much You Pay, But How, Harv. Bus. Rev., May-June
1990, at 138.



shaehdders  But it might be sad tha this does not imply thet they would prefer thet
Ddavare have rules tha ineffidently redricted tekeovers for such rules would goply
to them regardless of whether ther company becomes a target.  Such rules may dso
goply to companies that they will want to acquire in the future  One might post thet
this crestes a countervailing consderation.'®  Because managers can be on both sides
of atakeover, 0 to spesk, they will not favor atakeover law thet istoo redrictive.

But this symmetry does not exis. For seved ressons maeneges of a
Ddawvae company will likdy care more dout how Ddawa€s takeover rules would
dfect them should their company become a target, then they would about the impact
of Ddaware stakeover law should they wish to acquire other companies

Frad of dl, while Ddavare lav would surdy afect them if they become an
acquistion taget, Ddavare lav may or may not dfect them should they wat to
acquire another company. It will afect them if they wat to buy another company
thet is incorporated in Delaware with dispersed ownership, but it will not afect them
if they go dter a company with a contralling shareholder, a company that is dosdy
held, or acompany with dispersed ownership that isincorporated dsawhere™®

Seoond, even assuming that Ddaware tekeover lav would goply each time
they go dter a tage, there is an asymmelry in the dakes to managas It vay wdl
might be extrendy importatt to them to retan thar own postions and privae

benefits of control---here the persond dakes of managers could be quite subgtantid.

v See Melvin A. Eisenberg, The Structure of Corporation Law, 89 Col. L.Rev. 1461, 1510 (1989)
(concluding that managerial interests are strongest when their jobs are implicated, thereby creating an
incentive for states to adopt rules that enable managers to keep their positions).

18 See Romano, The Genius of American Corporate Law 59-60 (1993).

19 In other words, a manager’ s decision of where to (re)incorporate has no effect on the takeover law
governing potential acquisitions. Foregoing (re)incorporating in a state with antitakeover defenses does
not increase the probability that a potential target will do the same.
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In contragt, it is unlikdy to be as important to them to wesken the power of the
managers of a company with digpersed ownership which they might wish to acquire
Thar persond intereds are not implicated to anywhere near the same degres a mod
they will have to choose different acquidtion targets or to pay a higher acquistion
price (induding any dde payments to the tage's managers).  This asymmetry is
evidenced by the fact that corporations ae the primary lobby responsble for the
pesssge of atitekeover legidation®® even though this legidation will presumably
impede thar own future acquidtions of corpordions fdling under the legidaion's

ambit.

C. Concluson

The bottom line of the preceding andyss is that Sates competing for corporae
chaters--and in paticula Ddawvare which is preumddy driving to mantan its
dominart rde in this maket---have an incative to provide a body of lawv that mekes
tekeovars more difficult regardess of whether this is in the intereds of shareholders.
We now turn to teke a look a Ddaware's tekeover law and reflect on whether it's

condgtent with our theoreticd condusions.

[l. REFLECTIONSON STATE TAKEOVER LAW

We dat with a qudification--wha we provide in this Pat is not a full
andyss and evdudion of the devdopmet of date tekeover law in the lagt twenty-

five yes This would be too large an underteking.  The literature on takeovers is

2 See William J. Carney, The Production of Corporate Law, 71 S. Cdl. L. Rev. 715, 749--50 (1998);

14



voluminous Wha we do is to offer a set of obsarvations on the body of takeover law
tha Ddawvare and other daes have produced. Our obsavaions are condgtent with
the preceding theordicd andyss which indicated that date compeition is unlikdy to

produce a body of takeover law thet is optimd from the viewpoint of shareholders

A. The Pro-Management Tilt of Sate Takeover Law

1. How Sates Worked To Make Takeovers More Difficult

Saes have worked hard, and quite successfully, to meke takeovers more difficult.
Sae tekeover lav condds of a subdantid body of rules--both dautory and judge-
mede that ggnificatly impedes hodile tekeoves and shidds incumbent manegers.
The fruits of thee dforts ae reflected in both rules govening biddes and those
govening the use of defensve tadics  As we will explan, it is the rules concaming
defensve tactics that have erected the mogt important impediments. But we will dso
andyze the rules redricting the activity of bidders both for the sske of completeness
and because they dso reflect, though less dramaicdly, the tendency of dates to

ubgantialy redrict tekeovers.

(i) RulesRedricting Bidders

One popula way among daes of protecting manegas from  unwanted

tekeovers is redricting what bidders are dile to do. While the Securities Exchange

Roberta Romano, The Political Economy of Takeover Statutes, 73 Va L. Rev. 111, 121--22 (1987).
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Act of 1934 and the Securities Act of 1933* regulae vaious aspects of tender
offers, the most important source of redrictions on the attivities of bidders have
come by ad lage from dae atitekeover legidaion. Over a twenty-five year
period, there have been severd waves of date antitekeover dautes, easly meking
passge of anttitekeover legidation one of the top priorities of dates in the corporate
lav aea.  Numerous dates over the years have enacted antitekeover datutes imposing
abewildering aray of requirements on bidders

The fird date tekeover daute wes enacted by Virginia in 19682 Over the
next thiteen years thirty-six dates followed Virginids leed®®  These datutes often
imposed disdosure  requirements on  biddes as wdl as--more  burdensomdy---
requiring adminidrative goprova for a bid to proceed. After the fird wave of
datutes congitutiondity was celed into serious question,® dates enacted a new set
of antitakeover Satutes.

So-cdled second-generation antitekeover statutes oread rapidly.?®  There were
sved types of second-generdion antitekeover datutes  “Contral share acquistion”
datutes typicdly require a shareholder vote goproving an “acquistion of control” by a

paty. Other dates adopted “far price’ dautes which prohibit a *“second-step”

2 The Williams Act amendments to the Securities Exchange Act of 1934 impose various disclosure

and procedural requirements on cash tender offers.

2 If a portion of the consideration for the target company is securities of the bidder, the Securities
Act of 1933 will often be applicable.

z Takeover Bid Disclosure Act, Va. Code ss 13.1-528, 13.1-541.

2 See Roberta Romano, Law as a Product: Some Pieces of the Incorporation Puzzle, 1 J.L. Econ. &
Org. 225, 234 (1985)

% Edgar v. Mite, 457 U.S. 624 (1981).

% While we refer to five different types of statutes as second-generation statutes, it is worth pointing
out for purposes of clarity that some commentators have divided these statutes into several different
generations.
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meger?’ between the bidder and the taget company unless a  supermgority
shareholder vote goproves the merger or the bidder provides a “far price” as defined
by the daute for the remaning shaes In a somewha dmilar vein, dates Ao
adopted “redemption rights’ datutes which provide minority shareholders the right to
sl to the bidder shares for ther “far vdue” agan a price deemined by daute
Some daes induding Ddawae adopted a “budness combindion” daute
pronibiting biddes from engaging in catan busness combingions with an  acquired
compary for a spedfied peiod of time?®  Thirty-seven dates adopted second-
generdion artitekeover datutes within a mere eight years of the MITE dedson.®
The hard work of dates ultimady paid off. They hed fashioned antitekeover Statutes
thet were likely to pass condtitutional muster.*

The daes were dill not stidfied.  Yet another type of antitekeover daute, the
so-cdled “condituency daute” has become popular among dates  The focus of
these dautes however, is somewha different then the othes They ae concerned
with what target manegement can legdly do in frudrating an unwanted bid, not on

what bidderscan do. It isto this centrd issue that we now turn.

(i) Rules Governing Defengve Tatics

The mod important impediment to tekeovers today is the wide lditude given

to managers to engage in defendve tadtics egpeddly the adility to hide behind a

2 A “second-step” merger isamerger between a corporation and a shareholder holding a significant

Eercentage of the corporation’s stock.

8 See generally Jesse Choper, John Coffee, and Ronald Gilson, Cases and Materials on Corporations
1054-1057 (1995) (4th ed.)
2 Carney, The Production of Corporate Law, 71 S.Cal. L.Rev. at 752-53.
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poison pill3t  Pahgps the mogt aiticd devdlopment credting this menagerid  power
was the goprovd by the Ddawae couts of poison pills put in place by
menagement?  After it became dear that managers had the power to erect poison pill
defenses, the key quedion became (and continues to be): When would manegers be
forced to dismantle them in a takeover contet? Ddaware lav hes gradudly evolved
0 & to dlow directors condget with thar fiduday obligaions to shareholders to
“just say no” to potentid bidders with their poison pill defensesin place

Many daes have adopted “condituency dautes’ tha endble directors to
condder the interests of nonshareholder condituencies, such as employess and locd
communities in exerdsing their authority.®®  Arguebly this provides menagers with
an even grege ddlity to formulae a legdly acceptable reeson not to digmantle a
poson pill or refran from whatever other defense manewvears they might wish to

engage in. It is worth noting that even though Ddaware does not have a

3 See CTS Corp. v. Dynamics Corp., 481 U.S. 69 (1987) (upholding Indiana’s second generation
antitakeover statute against adormant commerce clause challenge).
31 The Chief Economist for the Securities and Exchange Commission defined a poison pill as:

[A]ny financial device that when triggered by a particular action (e.g. merging atarget’s assets or acquiring
more than some specified amount of the target’s common stock), results in one or a combination of the
following:
(1) theacquirer is forced to purchase securities from the shareholders of the target firm at prices
equal to or exceeding their market value
(2) security holders of the target firm gain rights to exchange stock of the target firm for a
combination of cash and securities from the target firm exceeding that of the surrendered
stock (acquirer is generally excluded from this exchange)
(3) the security holders of the target firm gain rights to purchase securities from the target form at
prices below market value (acquirer is generally excluded)
(4) the acquirer must sell securities of the acquiring entity at prices below market value to
security holders of the target firm
(5) the acquirer loses substantial voting power of his or her shares relative to other security
holders of the target firm.
Office of the Chief Economist, The Effects of Poison Pills on the Wealth of Target Shareholders 1, 67
gOct. 23, 1986).
2 The use of the poison pill to ward of a potential bidder was first approved by the Delaware
Supreme Court in Moran v. Household Int’l, Inc., 500 A.2d 1346 (Del. 1985), a case which we will discuss
in Part 11(A)(2)(ii).
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“condituency datute’ its case law has long permitted manegers in evduding and
responding to a hodile takeover to condder its “impact on ‘condituencies other than
shaehoders (i.e, ceditors cutomas employess and perhgos even the community

n34

genedly).

(iii) The Corporate Fortress

Conddering the cumulaive effect of the redrictions daes have placed on the
adtivities of bidders as wdl as managas ddlity to eret and maintain antitakeover
defenses, especidly the poison pill, it is obvious to even the most casud obsarver tha
managers have subdantid power to block tekeovers Companies ae today
surrounded by high wadls tha can be vay codly for bidders to breech agand a
determined target management.  As a result of thee legd devdopments  the impact
on the operation of the market for corporate control has been far-reeching.

As one would expect, dates have varied somewha in how fa they have gone
in this drettion. As pro-dae compdition scholas have emphaszed, Ddaware,
dexpite offering manegers subdantid  protection agand  unwanted  acquidtions, hes
not fortified the corporate casle as much as other dates have. But for our purposss
wha is important is not the differences among dates which are, on the whole, amdl
compared to the long road toward redricting tekeovers that dmod dl daes have
travded. What is importat is the aggregate product of date competition and how

tha dffas from the body of rues tha woud maximize dhaehode wedth.

3 Thirty-one states have adopted “constituency statutes’ since 1986. See Jesse Choper, John
Coffee, and Ronald Gilson, Cases and Materials on Corporations 1057 (1995) (4th ed.).
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Accordingly, we now offer some observations on why the impediments to takeovers

that dates have s0 vigoroudy creeted are excessve,

2. The Weak Policy Basisfor Sate Antitakeover Law

Bang academics, we dat with the obsavaion tha the poweful antitakeover
postion teken by Ddaware does not gopear to have a drong bass in the extendve
literature examining the dedrability of different types of tekeover regulaion from the
perspective of sharholders.  Before proceeding, we want to emphasize that this is just
one observaion and not the bads for our view tha Ddaware has gone too far.  Of
course, the best arangement could, in fact, be one tha recaves little support in
academic drdes Even if poweful antitekeover protections ae judified, we will
ague in subsctions (3) ad (4) bdow that they should have been daforded to
managers in a manng much different then they were But a naturd place to begin the

andydsisto see how Ddaware s antitakeover podition hasfared in policy debates

() RulesRedricting Bidders

In this Section we will examine the pdicy bess for the arangements
introduced by date antitekeover dautes. As we have seen, while these datutes have
mede tekeovers more difficult, thar impeding efect is likdy les then tha of the
rdes govaning defendve tactics Our problem with tekeover datutes however, is

not o much with the magnitude of the difficulties they pose for tekeovars Indeed, as

3 Unocal, 493 A.2d at 955; see also Time v. Paramount, 571 A.2d 1140, 1153 (Del. 1990) (stressing
this language in Unocal)
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explaned bdow, our problem is that these dautes seemed to have been credted to a
large extent for the purpose of meking tekeovers more difficult rather then to address
legitimate policy concerns

We dat with the obsarvaion that dates have conddently come up with very
different types of anttitekeover datutes focussing on vaious issues and usng different
techniques When a paticular type of daute was found to be conditutiondly suspect
or to provide little impediment to tekeovers they Imply went back to the drawing
board and adopted another type of daiute The fird generation focussed on the tender
offer process a dmila focus to that of the Williams Act. When thee dautes
conditutiondly were cdled into quedion in MITE, dates smply went to the drawing
boad having in mind tha a daute regulding a compay’s intend afars would
likdy be permissble under the deddon's raionde  They tried then to use this
opening to impede takeovers, without interfering in the takeover process directly, by
dteing the powes tha an acquirer would have fallowing a takeover. When vaious
second-generdtion  dautes--many  of which, as explaned bdow, have a plausble
policy raionde---were uphdd agang conditutiond chdlenges but did not seem to
poe a subdatid impediment to tender offers shareholders would want to accept,
dates went back to work. They came up with a new and different st of dautes The
one common denominator to dl the antitekeover datutes is that they dl seek to make
tekeovers, in oneway or another, more difficult.

As has dready been mentioned, for some sscond-generation datutes one could
a lees find a legiimate policy rdionde the need to address the pressure-to-tender

problem that shareholders sometimes confront when conddering a tender offer.  The
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pressure-to-tender  problem  results from shareholders  incentive to tender ther shares
to a bidder out of fer of ending up with low-vdue minority dhaes in the event that
other charehdlders tender and the offer succeeds  Shareholders will have this
incentive even if they dl reach the condudon tha their shares would be worth more
if the tender offer did not suicceed

One type of second-generaion datute that some dates adopted, referred to
ealier, is the “control share acquigtion” daute  This daute could concevably be
judified as addressng the pressure-to-tender problem as it required shareholders to
vote on whether a bidder can acquire control of a company. Such a vote might
prevent a coardve offer from procesding and, thus, benefit shereholders®®  This type
of daute provides shareholders with direct input as to whether an acquistion should
procesd. In shap contrasd, many of the more formideble defensve tactics as we
ddl s¢ ae 0 potet precisdy because they prevent shareholders from ever
dediding for themselves the merits of atender offer®’

Ancther type of second-generation datute that addressed the pressure to tender
problem is the “redemption rights’ daute. This daute typicdly ensures that the
pos-tender offer vdue of minority shares will not fdl bdow the offer price  This
agan would diminate the pressure to tender.  Tender offers that shareholders do not

find atractive would not be ale to succeed through a bidder exploiting a

% See Lucian A. Bebchuk, Toward Undistorted Choice and Equal Treatment in Corporate
Takeovers, 98 Harv. L. Rev. 1695 (1985); see also Lucian Bebchuk, The Pressure to Tender: An Analysis
and Proposed Remedy, 12 Del. J.Corp. L. 911 (1987); Brudney & Chirlstein, Fair Shares in Corporate
Mergers and Takeovers, 88 Harv. L. Rev. 297, 336-37 (1974).

3 See CTS Corp. v. Dynamics Corp. of America, 481 U.S. 69 (1987) (“By alowing [ ] shareholders
to vote as a group, [Indiana s control share acquisition statute] protects them from the coercive aspects of
some tender offers.”)

3 SeeinfraPart 11(A)(3)-(4).



shaeholder’s pressure to tender for fer of beang duck with less vaduadle minarty
shares.

So it is far to say that many second-generation antitakeover datutes responded
to a concan tha the literature had identified as important. One might have thought
that dates would rest content with ther “control share acquistion” or “redemption
rights’ dautes To the extet tha the pressure-to-tender problem was efectivdy
addresd by these dautes, the only tender offers that would be able to succeed ae
the ones shaeholdas wat.  Moreover, while these second-generation datutes would
aguably frudrae dl offars shaeholdes would not want to Succeed, they probabdly
would not substantiadly deter offers shareholders would want to teke®  But Sates did
not dop here  Tdlingly, daes continued to add more redrictions on bidders which
do not seem dedgned to address specific concans over the operdion of the takeover
process.

Teke, for example, the “business combination” dautes Delaware has ong
dong with thirty other dates®® These datutes typicely redrict a successful bidder's
aoility to engage in a wide range of transactions with an acquired company, such as
mergars, liquidaions, sdes of assts and dock issuances™  These dtatutes might aso
prevent some tekeovars which dhaeholders would want.  They could concavably
reduce the potentid efidency gans reaulting from the bidder acquiring contral to the
extent tha those gains would require, say, effecting a meger between the bidder and

thetarget.

38 See Ronald Gilson and Bernard Black, The Law and Finance of Corporate Acquisitions 553-558
§1995) (supplement)
° Del. Gen. Corp. Law s 203.
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Some obsaves ague tha the codts imposed on biddes by Ddawa€s
“busness combination” daute, and Smilar dautes, are not dl that large and thus by
themsdves should not greatly curtail tekeovers®®  But our point does not depend on
how large the cods ae  Assuming that jus having fewer hodile takeovers is not an
end in itdf, thexe dautes ae not an effective ingdrument for addressng any vdid
concan. The only judification that could be given for these dautes is that, by
defending minarity shares in the dtemath of a takeover, they prevent coerdon and
unequa treatment of dhareholders A “control share acquistion” daute or a
“redemption rights’ daute would dearly be superior in accomplishing these gods A
date coud fulfill these gods in a complede way without prevating dfident
tekeovers.  In contrad, “busness combination” dautes cary the potentid cost of
preventing some desrable acquistion offers.

Reviewing what dates have done legidativdy in redricting bidders causes one
to sugpect that dates redly care about meking tekeovers more difficult rather then
mady diminding paticuar digortions in the tekeover process  This impresson is
powerfully renforced by looking a date rules governing defendve tadtics  We now

turn to this subject.

(i) Rules Governing Defengve Tadtics

40 See Jesse Choper, John Coffee, and Ronald Gilson, Cases and Materials on Corporations 1055
51995) (4thed))

! See, eg., Del. Gen. Corp. Law s203(c)(3).
See,. e.g., Ronad Gilson and Bernard Black, The Law and Finance of Corporate Acquisitions
558-573 (1995) (supplement)

42
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The ue of ddfendve tactics by managers rases an obvious conflict of interest
problem. Thee is no quesion that dlowing manegeid disoretion to use defendve
tactics entalls cods  This has led some commentators to support a ban on defensve
tactics.  While other commentators have supported the use of some tactics to address
paticula thregts and didortions, they did not want managers, given the severe
conflict of intere problem, to be grated an openended license But this is the
direction in which gate laws have moved.

The discusson in this Section will focus on the mog poweafu impedimeant to
takeovers---the dility of managers a lees in a wide range of drcumdances, to “jugt
sy no’ to potentid bidders while kesping in place a poison pill defense There can
be no quetion tha the use of defendve tactics by manegers presants a serious
problem, because of the inheret conflicc of interes faced by managars in the
tekeover context.  After dl, managers private interests induding their very jobs ae
drectly implicted. Theae is dways the dage tha managas will oppose a
shaehdder vdue-enhancing offr in oder to mantan ther corporaion’'s
independence. As the Ddaware Supreme Court hes repeatedly emphasized, there is
dways the “omnipresat soecter that a board may be acting primaily in its own
interests, in atakeover.” 3

There is a lage body of literaure that agues tha managas should be
completdly prohibited from engaging in defensve tettics--a literdure which indudes

contributions by lesding advocates of dae competition**  Those who oppose

43 Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946, 954--55 (Ddl. 1985).
a4 See generally Roberta Romano, A Guide to Takeovers: Theory, Evidence and Regulation, 9 Yale
J. on Reg. 119 (1992); Ronald Gilson, A Structural Approach to Corporations: The Case Against Defensive
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Oefendve tectics do not ignore the posshility that aoudve tekeover tactics might
result in a bad takeover outcome. For example, there is the concern, discussed ealier,
tha dhareholders will be pressured-to-tender due to the fer of being left holding
minority shares with a vaue lower then the bid price®* But those who oppose
defendve tattics can point to legd arangements that would address such problems
The pressure to tender problem, for example can often be resolved by having a
shareholder vote on a tender offer*®  There is no nesd, on this view, to use the coglly
remedy of giving managers the power to use defendve tactics and, thus, to have some
Veto power over acquigtions.

While both of us share the dove view, some commentaors favor giving
managers power to use defendve tactics in order to address abugve takeover tactics
For indance, Renier Kraegkman and Rondd Gilson, in trying to explan ad
raiondize Ddawaes ealy casss goplying Unocal’s proportiondity tes, suggested
that defendve tactics induding retaining the pill in the face of a hodile tender offer,
should pass judicd review inofar as they address two paticular threats so-cdled
sructurd and substantive coerdon.*”  They argued that a pill should be retained only
if ather: (i) the offer is dructured in a coerdve way, or (i) the managas can meke
some dowing (by, sy, rdying on an invedmett banker's opinion) that the

independent  vadue of the taget Sgnificatly exceeds the offer congderdtion.  The

Tactics in Tender Offers, 33 Stan. L. Rev. 819 (1981); Frank H. Easterbrook & Daniel R. Fischel, The
Proper Role of a Target’s Management in Responding to a Tender Offer, 94 Harv. L. Rev. 1161 (1981).

45 See, eg., Lucian A. Bebchuk, Toward Undistorted Choice and Equal Treatment in Corporate
Takeovers, 98 Harv. L. Rev. 1695 (1985).
46 Id. at 1747-52.

4 See Ronald Gilson and Reinier Kragkman, Delaware’s Intermediate Standard for Defensive

Tactics: Is There Substance to Proportionality Review?, 44 Bus. Law. 247 (1989). Gilson and Kraakman
in this article endorsed the approach taken by Chancellor Allen in City Capital Assocs. v. Interco, Inc., 551
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point worth emphesizing is that even commentators who endorse the use of defensve
tactics to address abusve takeovers do not wish that menagers have an openrended,
unlimited power to “just say no.”

It is interesing to note tha even Matin Lipton, inventor of the pill and
champion of takeover defenses, writing in the 1980s did not go S0 far as to ague that
managars should dways have the adility to frudrae hodile tender offe's  In a 1987
atide Lipton judified defendve tadtics by pointing to a lig of paticula takeover
abuses, esch of which he discussss a length.*®  He does not & any point argue thet
managas should be dlowed to “jus say no” when the identified abuses ae not
present.

But the Ddaware courts have left the reasoning of dl these commentaors,
even those sympaheic to some types of ddfendve tadtics far behind, indead
endorang a much more expandve license for managaid use of poison pills and “jugt
sy no”*  This was done in dages  Initidly, Ddaware lav seemed to be willing to
dlow tactics only in response to paticula wdl-defined thrests  But later on, without
much in teems of providing expliat judtification, Ddavare went well beyond this.

The fird semind Ddaware cases dedded in the mid-1980s which dedt with
managars ability to ue defendve tactics to defeat hodile tender offers, were Unocal
Corp. V. Mesa Petroleum Co.*° and Moran v. Household Int'l, Inc®! In both cases

the Ddavare Supreme Court was caeful to both examine the paticular threat to

A.2d 787 (Del. Ch. 1988). That approach entails allowing antitakeover devices in the case of coercive
behavior by the bidder.

48 See Martin Lipton, Corporate Governance in the Age of Financial Corporatism, 136 U. PA.
L.Rev. 1(1987).

49 See, e.g., Joseph A. Grundfest, Just Vote No: A Minimalist Strategy for Dealing with Barbarians
Inside the Gates, 45 Stan. L. Rev. 857 (1993).

S0 493 A.2d 946 (Del. 1985).
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shaeholders that would have exiged without manegerid use of the defendve tadtic in
guesion and whether the defendve tadtic tha was used addressed that particular
threst. Only then did the court condude that the use of the defengve tactic was
gopropriate.  In Unocal Corp. v. Mesa Petroleum Co., the Ddaware Supreme Court
reviewed a sdettive Hf-tender offer by a target corporation that was being offered as
a way of defedting a hodile tender offer.  In explaning why the target management
had not violaed ther fiduday duties to dhaeholdes the court repeatedy
emphaszed the fact tha the board reasonably bdieved that the hodile tender offer
was a “grody inadequate two-tier coercive tender offer” and that the sdf-tender offer
was “ressonebly related to the threats posed.”®? In Moran v. Household Int'l, Inc. ,
the Ddawvae Supreme Court goproved the use of another defendve tectic by
managers. the erection of a poison pill defense The court rdied on the fact that the
plan was mild and would therefore not deter bidders  Rather, the poison pill a issue
medy provided ressonddle protection agangt a coerdve two-tier terder offer®
Moreover, the court pointed out that once a bidder did arive on the scene, a decison
not to dismantle the pill &t thet time would be reviewable by the Ddaware judidary.>

After these dedidons, the Chancery Court begen to devdop a jurigorudence
limting the use of defendve tattics 0 as to protet dhareholders not only from
coacdve hodile tender offes but dso from manageid ause of these tactics For
exanple in AC Acquisitions Corp. v. Anderson, Clayton & Co.,>® the Chancery Court

conduded that the taget board's sdective sdf-tender offer was itsdf coercve and,

51 500 A.2d 1346 (Del. 1985).
52 493 A.2d at 956, 958..
53 500 A.2d at 357.

54 Seeid.
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therefore, not reasonable®®  The Chencary Court followed this up with its dedsion in
City Capital Associates v. Interco Inc.>’ There, the court forced a target board to
redeem its poison pill in the face of a noncoercive tender offer the board beieved
was too low.®®  Indeed, in the course of its andyss, the court gpprovingly dited Gilson
and Kraskman's interpretation of the Unocal standard.®® Laer that same year, the
Ddavare Chancary Court in another case forced a target board to redeem its poison
pill in the face of a noncoardve tender offer®®  Unfortunatdly, this seerching inouiry
of managerid use of ddfendve tadtics and whether sharehdlders were being wdl-
served by them, was not to lag.

Perhgps the key tuming point in cregting a much more expandve license for
managerid use of defendve tactics was the Ddaware Supreme Court's dedison
sverd years laer in Paramount v. Time® wherein the court wert out of its way to
explictly dissvow the approach of the Chancary Court in Interco.®> The Deaware
Supreme Court dressed that the dl-cash, dl-daes tender offer for Time by
Paramount  thregtened  the taget management's busness plan (here meging  with
Warner)---a threat it found to be legdly cognizeble® In contrast to what one might

have thought from Unocal and Moran, and the Chancery Court cases building on thelr

s 519 A.2d 103 (Del. Ch. 1986).
%6 Seeid. at 113.
57 551 A.2d 787 (Del. Ch. 1988).

%8 The Chancery Court forcefully explained that “To acknowledge that directors may employ the

recent innovation of ‘poison pills' to deprive shareholders of the ability effectively to choose to accept a
noncoercive offer . . . would, it seems to me, be so inconsistent with widely shared notions of appropriate
corporate governance as to threaten to diminish the legitimacy and authority of our corporation law.” 1d. at
799-800.

%9 Seeid. at 796 n.8.

e See Grand Metropolitan Public Limited Co. v. The Pillsbury Co., 1988-1989 Transfer Binder, Fed.
Sec. L. Rep. (CCH) 94,104 (Ddl. Ch. 1988).

61 571 A.2d 1140 (Del. 1990).

62 Id. at 1153.

63 Id.
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andyds the Time cout made vey dea tha the use of ddfensve tadtics are not
limted to gStuations where the tender offer is coerdve---which Paramount's offer
dealy was not---or when manegement has paticular, defengble reesons to bdieve
the offer is inedequate®  The potentid disoretion this line of ressoning provides
Managersis svegping.

Until this dedson, Ddawvae was aguady in line with those commentators,
such as Professors Kragkman and Gilson, who endorsed defengve tactics in response
to paticuar, wel-defined threats®® Begiming with Paramount v. Time, Ddaware
courts have, however, increeangly tolerated, dthough this is not much acknowledged,
the openrended use by managars of defendve tactics far more dradtic then the one a
issle in Moran, without requiring, in aty meaningful way, a showing of dructurd or
Sbgtantive coercion.®®

This impotat legp was mede by the Ddawvae ocourts without much
judification. This devdopment dso had litile support in the literature, a that time or
gnce  Now it is dways possble tha Ddawvare lav, notwithganding the lack of
aticulated policy judifications is in fat the legd regme tha is beneficgd to
shaeholders and reflects what shareholders want.  In the end, what's important is not
what some academics bdieve but what actudly servesthe interests of shareholders

And this brings us to our next two aiticad obsavaions that Ddaware, as wdl

& other daes has adopted dronger antitekeover protections than those shareholders

64 Id. at 1152-53.
65 Seeft. 47 & text.
66 In Unitrin, Inc. v. American Corp., 651 A,2d 1361 (Del. 1995), for instance, the Delaware

Supreme Court upheld a target corporation’s repurchase of its stock, which was designed to defeat a hostile
tender offer. The court pointed out that the bidder could always conduct a proxy contest. This analysis
seemed to give short shrift to the interests of shareholders in having the ability to agree to the terms of the
competing tender offer and the difficulty of conducting a successful proxy contest.



a the time were willing to vduntarily provide and that dates have imposed these

arangements on shareholdersin away that Ieft them with little choice or say.

3. Sates Granted to Managers What Shareholders Were Not Willing to Give

It is worthwhile to dress that impediments to tekeovers to the extent tha they
ae favored by shareholders, can be adopted through chater provisons In the lae
1970s and ealy 1980s managers did indeed push for various antitekeover charter
anendments®”  But it became increasngly dear that informed shareholders were
willing to vate only for “mild” antitakeover arangements---ones amed a addressing
the pressure-to-tender problem but not going much beyond this®®

Alreedy in the 1980s Robeta Romano described how managas were
successful in getting antitekeover protections from dates more severe than those they
could recdve from shareholders®  If this was true then it has become even more so
gnce The protections from takeovers which manegers have been aforded by dates

have only grown stronger.”®

4. Sates|mposed Antitakeover Rules on Shareholders

Saes could have taken the goproach of meking it eeser for companies to have
tekeover protections should shareholders gpprove. This gpproach would likdy have

pleesed dae compdition advocaes who often place gret emphass on the

67 See Ronald Gilson, The Case Against Shark Repellent Amendments: Structural Limitations on the
Enabling Concept, 34 Stan. L. Rev. 775 (1982).

68 Id. at 826-27.

69 See Roberta Romano, The Political Economy of Takeover Statutes, 73 Va L. Rev 111, 129--30,
147-48 (1987).

70 See discussion in Part 11(A)(1).
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importance of peamitting shareholders to chooe the legd regme tha governs the
corporation in which they invet. Saes however, have dmog universly shunned
this gpproach.

In the tekeover context, shareholders did not gopear interested or willing to
redrict tekeovers much beyond arangements nesded for diminging the pressure to
tender. Dexpite this Ddaware, dong with other daes imposed its antitekeover

arangements on shareholders ex post in away that left them little choice

(i) Thelmpostion of Legidative Antitakeover Pratections

Condder the antitakeover statute adopted by Ddaware.™ Tdlingly, Ddavare
did not do folow its ealier goproach concaning limitations on directors  lichility.
In the aftermath of Smith v. Von Gorkom,”? Delaware dianged its corporate code so as
to dlow companies to adopt chater provisons thet limit directors liability.”®  In
contred, dhareholdars were nat given the option of adopting the antitakeover
protections contained in Ddawar€s “busness combinaion” dSaute by aoproving a
chater provison to tha effect. Indead, the Ddaware datute afforded managers these
protections unless the corporation opts out of it by chater amendmet. Why did
Deaware adopt opt-in limitations on ligbility but opt-out limitations on takeovers?

The difference between opt-in and opt-out is of aiticd ggnificance This is

because a chate amendment mus be brought to a shaeholder vote As a reault,

n See 8 Del. Code s 203. Delaware's antitakeover statute, with certain exemptions, bars an acquirer

from conducting a second-step merger with the target for a period of three years after the target's
acquisition.
” 488 A.2d 858 (Dél. 1985),



shaeholders canot opt out of the Ddaware daute unless the directors want this to
happen.”*  And snce managers generdly prefer to have antitakeover protection, there
is no reeson for them to opt-out. In hort, the Delaware tekeover daute has followed
an enadling goproach for the managers, not the shareholders---it's the menagers who
can have an antitakeover arrangement if they wart it (which they generdly do).”

Mos daes have adopted a gmilar goproach in deciding not to condition
legidative antitakeover protections on shareholder consent.”®  Indeed, some states do
not even dlow for optingout of thar takeover daute (uch as Wiscondn's
antitekeover datute Judge Eaderbrook confronted in Amanda Acquisition Corp. V.
Universal Foods Corp., 877 F.2d 49 (7th Cir)). But practicdly, the difference
between dlowing optingout and not dlowing optingout is udly not dl tha
gonificant.  As long as managers contral the opting-out process, we are often going to
have the antitskeover arangement prefared by managers regardess of shareholders

interests.

(i) Thelmpogtion of Poison Alls

The introduction of more and more potent poison pills and ther goprovd by

Deavae couts and the courts of other daes has changed the landscgpe of

& See 8 Del. Code s 102(b)(7) permits the certificate of incorporation to contain “a provision

eliminating or limiting the personal liability of a director to the corporation or its stockholders for monetary
damagesfor breach of . . . [duty of care].”.

“ See 8 Del. Code s 242(b) (shareholders cannot propose charter amendments on their own).

& Professor Romano’ s suggestion that the opting-out structure of Delaware’ s takeover law saves on
the transaction costs that would be incurred by forcing corporations to opt-in, see Romano, The State
Competition Debate in Corporate Law, 8 Cardozo L. Rev. 709, 729 (1987), is a fairly insignificant
consideration in light of the harm resulting from the increased ability of managers to thwart value-
maximizing takeovers at the expense of shareholders.



tekeovers.  Poison pills have dtered fundamentdly the dlocation of power between
managers and shareholders

What poison pills did was use the foomd powe tha manegers have to issue
souitiess  This power was origindly given to fadlitate the rasing of cgpitd.””  The
cregors of the poison pill, however, used this power to desgn securities not with a
view to rasng capitd but raher with the sole purpose of preventing acquistions
managers wish to block.

There is no question that the introduction of poison pills in the 80s could not
have been anticpated in the 1970s, 1960s, or 50s It took huge manegerid demand
for antitakeover protection, coupled with the credtive legd ingenuity of Martin Lipton
and his colleegues for poison pills to be invented and implemented on a widespread
bass Shaeholdes buying shares in Delavare companies ealier on smply could nat
have anticipated poison pills and the redllocation of power they would cause

And a dradic redlocation it is indeed. As long as they are not redeamed by
managers, poison pills typicadly prevent shareholders from having access to an offer.
For this reason, they have had a dramdic effect on the tekeover picture and the
divison of power between shareholders and manager's

Our point here is not that this redlocation is necessxily bad. Let's grat for a

momat thet it might be benefidd to dhaehodes The important point is thet this

e See Carney, The Production of Corporate Law, 71 S.Cal. L.Rev. at 752 (describing as the very
purpose of state antitakeover statutes the provision of “takeover defenses without the necessity of [a
shareholder] vote”).

" 8 Del. Code s 157 states that:

Subject to any provisions in the certificate of incorporation, every corporation may create and
issue, whether or not in connection with the issue and sale of any shares of stock or other securities of the
corporation, rights or options entitling the holders thereof to purchase from the corporation any shares of its
capital stock of any class or classes, such rights or options to be evidenced by or in such instrument or
instruments as shall be approved by the board of directors.



was a mgor redlocaion, which had not been aticipated earlier. If daes wanted to
endure that this was in shareholders interests and not just in managers interedts, they
would have required thet this redlocation of power firs enjoy shareholder consant.

Shareholder consant could have been required in any number of ways Courts
devdoping the doctrines governing the use of the poison pill could have required,
gven the inheret conflict of interest, thet pills be raified by the sharehdlders ether
right avay or within a catan peiod of time Or a cout could have required
managars to redeem a pill when shaeholders express a dear preference for them to
do so---sy, by tendering en maesse to a noncoacve bid. Or, & the minimum, courts
could, in such drcumdances, have required the managers to cary a heavier burden of
demondrating in a memningfu way the bendiits of mantaning the pill.  Smilady,
date corporate datutes could have been amended to condition the use of poison pills
on the adoption of a charter provison dlowing managersto do so.

But this is not what Dedaware and other dates have done.  Ddaware hes
imposed on the shaeholdas of Dedawae corporaions an arangement whereby
managers enjoy a much grester levd of protection from tekeovers thean they hed
before without requiring shareholders consent or giving them some practical way of
getting out of an undesired arrangement.

This is dl condgtet with the mid-sreem problem discussed in Pat 1.7
Ddavae caes a grest ded not only about new incorporations but adso about
mantaning the lage sock of compenies it curently has  Manages play a cudd

roe in how succesful Ddaware is in mantaning its curret pogtion.  The nead to

8 See supra Part I(A).



sidy the preferences of managers of exising chatered corporations has proved to

be an important force in the deve opment of Ddawvare slaw.

B. The Pro-Uncertainty Tilt of Delaware Antitakeover Law

Besdes predicting that daes will tend to adopt corporae rules whose
subdative content  benefits  shareholders, the pro-dae competition pogtion dso
entals tha these rules would likdy be fomulated in a way that Imilaly maximizes
shaeholder wedth. Robeta Romano, one of the drongest supporters of date
competition, suggested in her earlier writings that one of the advanteges of Ddaware
law is its certainty and predictability.” It is important to redize thet this dmendon is
not the same as where the law gands subdantively. For example, a body of lav can
redrict tekeovers gredly in d@ther a predictable or fuzzy way. And, dmilaly, if the
law is pamissve, this can agan be dore in a predictable or fuzzy way. That is one
dmengon is roughly where the line is drawn, and the other dimengon is how dealy
thet lineisdrawn.

Other things being equd, predictability is desrable It reduces uncetanty and
the amount of litigation. It is for these reasons tha Romano viewed it as a virtue and
suggested that Ddaware law's catanty and predictability hes endbled it to reman
dominant in the competition for corporate chaters despite widesoread copying of
Ddaware lav by other daes®  The problem, however, is that Delaware law does

not enjoy this virtue of predictaolity and catanty. Ddavae couts have

& See Roberta Romano, Law as Product: Some Pieces of the Incorporation Puzzle, 1 J.L. Econ. &

Org. 225, 273--79, 280--81 (1985); Roberta Romano, The State Competition Debate in Corporate Law, 8
Cardozo L. Rev. 709, 720--25 (1987).
8 See1J.L. Econ. & Org. at 226.



consgetly filled Ddaware jurigorudence with prindples that ae openended and
undear®  The prindples throughout Delavare law contain tems which cdl for a
case-edific assessmet by the court.  Moreover, there is dways some room for the
chancary ocourt's equitable intervertion.  Any plantiffs lavyer knows tha it would
be difficult to atack succesSully a freezeout or to get a deivaive it to pass the test
formulated in Aronson v. Lewis.® But the outcome is never cartain.

Thae ae reesons to bdieve tha this is no acddet.  Ddawae might
puposdy be mantaning a legd regime that encowrages litigation®®  Ddaware's
corporate lavyers an important interes group in Ddaware, bendfit from more, rather
then less litigaion. Thus regadess of whee Ddawvare lav dands subdtantivey,
Ddavare has an incentive and, consequently, the tendency to draw the line in a way
thet is more fuzzy and litigation-induang, then what would be good for shareholders.

The pro-uncatanty tilt of Ddawvares takeover lawv is as goparent as it is in
other aess. Ddaware could have given managers a great ded of power to “jud sy
no’ while drcumsribing very dealy the boundaries of wha manegers can and
cannot do. But, no, Ddaware has chosen to do it in a way thet leaves a far amount of
uncertanty as to where exadly the line is drawn®* Charadteridicdly of Ddaware,

the court’s requirement of a vey case-gpedfic invesigaion adways keeps the door

81 See generally Ehud Kamar, A Regulatory Competition Theory of Indeterminacy in Corporate

Law, 98 Col. L.Rev. 1908, 1913-23 (1998); J. Coates, “Fair Vaue’ as an Avoidable Rule of Corporate
Law: Minority Discounts in Conflict Transactions, 107 U.Penn. L.Rev. __ (1999) (forthcoming)
gdescri bing uncertain nature of Delaware law on discountsin fair value determinations).

473 A.2d 805 (Del. 1984).
See Ehud Kamar, A Regulatory Competition Theory of Indeterminacy in Corporate Law, 98 Cal.
L.Rev. 1908, 1913-23 (1998); Douglas M. Branson, Indeterminacy: The Final Ingredient in an Interest
Group Analysis of Corporate Law, 43 Vand. L. Rev. 85 (1990); Jonathan R. Macey & Geoffrey P. Miller,
Toward an Interest-Group Theory of Delaware Corporate Law, 65 Texas L. Rev. 469 (1987).
84 See, eg., Unocal, 493 A.2d 946, and Revlon, Inc. v. McAndrews & Forbes Holdings, Inc., 506
A.2d 173 (Del. 1986) (court emphasized the need to conduct a very case-specific investigation to determine
whether amanager acted improperly in rebuffing atakeover attempt).
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open, & lesst a bit, to judidd intervention® It is no coinddence how frequently

tekeoversresult in litigation.

C. Comparison to the British City Code

We would like to end our obsarvations on dae takeover lav by comparing it
to the regulaory arangement crested by Britan's City Code on Tekeovers ad
Mergers®  British regulation of takeovers is interesting beceuse it is bedcdly in the
hands of the Pand on Takeoves and Meagas a nongovenmenta body, which
adminiges ad revises the City Code The City Code and its implementation is an
exanple of a sydem of regulaion that is not imposad from the outdde by a detached
governmentd body but rather by a group that has drong connections to interested
paties The char of the pand is chosn by the Bank of England with other members
representing such groups as the insurance indudry, penson funds, invesment banks,
dearing houses, British industry and the London Exchange®’

The British City Code contans a body of arangements that is very different
from US dae takeover lav when messured dong the two dimensons the ealier
discusson hes focussed on--the extet to which regulaory arangements  protect
managers, and the extet to which they generate confuson and litigation due to a lack

of darity.

8 See, eg., Unitrin, Inc. v. American Gen. Corp., 651 A.2d 1361, 1374 (Del. 1995) (describing the
Unocal test as a “flexible paradigm that jurists can apply to the myriad of ‘fact scenarios’ that confront
corporate boards.”)

8 See generally P. Begg, Corporate Acquisitions and Mergers (1991) (3d ed.).

87 DeMott, Current Issues in Tender Offer Regulation: Lessons from the British, N.Y.U.L. 945, 954
(1983).



On the fird dimengon, the City Code differs shaply from U.S. date takeover
lav on managerid defendve tadtics  In paticular, the Code contains a swesping
prohibitton on defengve tadtics unless shareholder consat is obtaned.  Generd
Principle saven of the City Code dates that

At no time &ter a bona fide offer has been communicated to the board

of the offeree company, or after the board of the offeree company has

reeson to believe tha a bona fide offer might be imminet, may any

action be taken by the board of the offeree company in rdaion to the

dfars of the company, without the goprovd of the shaeholdes in

gened medting, which could efectivdy result in ay bona fide offer

being frusraed or in the shareholdas being denied an opportunity to

decide on its merits®®
This gengd prohibition is reflected in Rule 21 of the City Code which spedficdly
prohibits a taget board from engaging in a lig of catan defendve tadtics without
shareholder gpprova®---alist which the Pand has made dear is not exhaustive™

It is not the case that the City Code ignores the problems that takeovers might
pose. To prevet the possble pressure to tender problem, the Code provides that, if
an offer is successful, nontendering shareholders will get a second opportunity to
tender,™ much like sae “redemption rights’ satutes. But given tha it's possible to
endble shaeholdas to make an undigorted choice by having such an arangemet,

the Code does not leave any room for defengve tactics

88

o P. Begg, Corporate Acquisitions and Mergers at A7.4 (emphasis added).

Under Rule 21, atarget boards may not unilaterally:

(a) issue any authorized but unissued shares;

(b) issue or grant optionsin respect of any unissued shares;

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

(d) sell, dispose of or acquire, or agreeto sell, dispose of or acquire, assets of a material amount;

(e) enter into contracts otherwise than in the ordinary course of business.

Id. at A7.22
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Tuning to the catanty/uncatanty dimendon, the British regulaory
arangement s|ams to provide more catainty and less room for litigation then those
under date law. The dear prohibition on the use of defensive tactics contained in the
City Code is one such example It is not a “flexible’ bdancng tes talor-mede for
endess litigaion.®®  Indesd, a mgor concern of the Pand on Takeovers and Mergers,
a wdl as otheas invaved in London's finandd markets is tha the Europeen Union
might pass takeover regulaion that will enaddle targets to engege in draegic tekeover
litigation S0 common in the United States and o rare in Greet Britain.*

The reesons why the Code went in such a different direction might lie in the
different incentives its desgners had from those who aated U.S. date takeover law.
Preeumably those respondble for the City Code gave less weght to manegeid
interests because of the dose connection & leest some of them had with the interests
of shaeholders Moreover, corporate managers operaing in a federd sysem such as
the United Saes have ggnificantly more influence as they can rewad daes tha
caer to thar interets and punish those that do not through their incorporaion and
reincorporation decisons.

The British regulgory sysem is an example of a nationd sydem of reguldion
that both addresses posdble defects in the takeover process and ensures tha
saehddas not manegemat, have the ultimae sy on whehe a takeover

procesds. It accomplishes this without the degree of uncetanty and pevasve

% See, e.g., Consolidated Gold Fields PLC (Takeover Panel, May 9, 1989), at 14 (concluding that

the commencement of litigation against the bidder by atarget board was “frustrating action” in violation of
Generd Principle 7)

o1 Rules91.-9.5. See P. Begg, Corporate Acquisitions and Mergers at A7.14-A7.15.

92 Another example is the Code' s rigid timetable for the completion of atender offer. A takeover bid
must be completed in no more than 102 days.

93 See, e.g., Financia Times, Defending the Code (Nov. 4, 1997), p.12



tekeover litigation that charecterizes U.S dae takeover regulaion.  The British
expaience suggedts tha the federdig dructure of corporate lav might not be as
poweaful a force for dedrable corporate rules as some pro-dae compeition

advocates contend.

I11. TAKEOVER LAW AND THE SUPPORTERS OF STATE COMPETITION

So far we have agued that dae tekeover law is condgent with the theory of
date compdtition, outlined in Pat |, which views such compeition as problematic.
We now meke our point in ancther way---by showing how supportes of dae
compdiition are unable to square thar podtion on dae competition with thar views
on the type of takeover regulaion that maximizes shareholder vdue

As will become dea, the leading advocaes of dae competition ae dso
vigorous supporters of a robust market for corporate control. As a reault, there is a
degp tengon in thar vievs We begin, in Section A, by andyzing the reasoning of
four prominent proponents of date competition and how they try to reconcle ther
regpective pogtions on date competition and tekeovers  In Section B, we will argue
tha thar atempts & recondling these two podtions are unconvindng.  We suggest
tha a more productive path would be for them to recondder their podtion on date
compeiition in lignt of thar own agumetts concaning the subdantid bendits

takeovers can create for shareholders.
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A. The Dilemma Facing Supporters of State Competition

The mog prominent supporters of dae competition--Raph Winter, Frank
Eagebrook, Danid Fsthd and Robeta Romano---dso smultaneoudy advocate a
legd regime tha fadlitates rather than frudrates, takeovers The hodility of date
law to takeovers therefore, poses a saious problem.  Wha would explain the poor
record of daes in the tekeover area without undemining ther generd postion on
date compeition? Assessng how successul they ae in recondling ther faddly
inconagent pogtions will go a long way in dgemining how oconvindng thar views
ae on the dedrablity of date compdtition. Accordingly, we will examine thee pro-

date competition scholars arguments.

1. Ralph Winter

Rdph Winter formulated the dassc response to Cay’'s contetion that dae
compiition results in a “race for the bottom” that harms shareholders®  He huilt his
critique on the obsavaion tha a corporation chatered in a dae with an ingffident
corporate code will have a lower rae of reun on invedmet as a result®
Companies with sub-par raes of reun will have grester difficuty raisng capitd,®
have less sucoess in the product market”” and be more likdy to be the target of a

takeover.® The consequences of inferior returns crested by inefficient corporate rules

o4 Ralph K. Winter, Jr., State Law, Shareholder Protection, and the Theory of the Corporation, 6 J.

Legal Studies 251, 256 (1977).
% See Ralph K. Winter, Jr., The ‘Race for the Top' Revisited: A Comment on Eisenberg, 89 Col.
L Rev. 1526, 1526 (1989).

% Ralph Winter, State Law, Shareholder Protection, and the Theory of the Corporation, at 257.
o7 Id. at 264.
% |d. at 264--266.
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reduce manegers  private  bendfits of oontrol, induding ther job  security.®®
Managers, accordingly, have a drong incertive to ensure that the legd regime
govaning the opedions of thar corporaion result in shareholders recaving the
gredtesd possble reurn on thar invesment.  In other words in Winter's view,
manegerswill maximize shareholder value out of sdif-interest.2%°

At the same time however, Winter expressed his gengrd bdief that a regime
that fadlitated tekeovers maximized corporae  profits®®  Profit-maximization  is
obvioudy wha shareholdas as resdud damats typicdly want.  Not surprigngly,
he was citicd of date antitekeover datutes and, indeed, atributed pat of the high
cogt of takeovers to the compardivdy regulatory light-hended federd law (the
Williams Act'®?) regulding tender offers  There was much for Winter to object to.
Some “fird-gengraion” date anttitekeover datutes went 0 fa as to  prevent
acquigtions of companies which had thar prindple place of busness in the dae,
unless adate officd gpproved it.

In explaning how exiging dae antitekeover lav, which he disgpproved of
besed on its effect on shareholder wedth, wes consstent with his defene of date
competition, Winter mede sevad points--points thet, as we shdl see, have often
been repeated by othes He dressed that Ddawvare's antitekeover datute, by far the
mos important date daute on the subject, wes rdatively innocuous®®  More

importantly, Winter damed that whether fedead regulation was goproprige in the

9 Id. at 264, 266.
100 |d.

101 Id. at 288.
102 15 U.S.C. s 78m(d)-(e); 78n(d)-(f).
103 Ralph Winter, State Law, Shareholder Protection, and the Theory of the Corporation, at 289.



tekeover context was an issue “cuite different” from the arguments rased by Cary.'%
Snce exiding dae atitekeover dautes typicdly had extraearitorid  gpplication:--
they goplied to companies even if they were not chatered in the date---thee laws
accordingly, implicated a “chartering issue in only a peripherd sense”'®  Indeed, the
extraterritoria  festures of antitekeover dautes Winter bdieved, subdantisted  his
basc contention that dates competing for corporate chaters have drong incentives to
provide efficient corporate rules*®

This lag explandion, based on ddae atitekeover dautes extraeritorid
goplication, is obvioudy inadequate to explan the reection of daes to the Supreme
Court's decison in MITE'®" which cdled into serious quesion the congitutiondlity
of thee datutes After this dedson, the vaa mgority of daes induding Ddaware,
quickly passed new anttitekeover legidaion that was confined to compenies chartered
in the date. Stae antitakeover law, as a result, can no longer be cabined from the rest
of date corporate law in the way tha Winter suggesed. On the other hand, his other
two aguments--tha dae atitekeover lav somehow rased differet issues then
other aspects of corporae lav and the rdiance on Ddawa€'s regulaory light-touch--

-are onesthat remain popular to this day with pro-state competition scholars

2. Frank Easterbrook and Danid Fischd

Fank Eagebrook and Danid FHschd ae dso drong, even passonde,

bdievers in dae compdition for corporae chates Thus, in their academic work,

104 Id. at 270.

105 Id. at 289.
106 |d.

107 457 U.S. 627 (1981).



they presume thet dodtrines produced by state competition are effident.’®®  However,
like Winter, they ae vigorous supportes of tekeovers and, as a rexult, drongly
oppoxe the use of ay ad dl defensive tadtics by target management,'®® because
reguldtion tha dlows managas to impede tekeovas is unjudified and soddly
weadteful.

The incondgency in thar podtion is even more oovious then was the case
with Winter. Eagebrook and Fschd have conagetly agued, over a period of
some fifteen years in numerous atides that dae compdition genedly produces
effident corporate rules'®  Yet on this important issue date competition produces the
oppodte of wha they drongly beieve ae dedrable legd arangements To ther
credit, they candidly acknowledge the problem date antitekeover legidaion cregtes
for thdr postion, desxribing it as “embarassing”!  The dlemma they face is
parfully refleted in Amanda Acquisition Corp. v. Universal Foods Corp.,*'? where
Judge Eagterbrook, while conddeing the conditutiondity of a date antitekeover
daute forthrightly acknowledged the tenson between his bdigf in both dae
competition and the fally of antitakeover regulation.

However, Eaderbrook and Fschd, & the end of the day, ae only willing to
concede that dae antitekeover regulaion reveds tha date competition is not perfect.

Sae compstition, they argue, credies effident rules over a peiod of time We mud

108 See, eg., Frank H. Easterbrook & Daniel R. Fischel, Voting in Corporate Law, 26 J.L.& Ec. 395,
398 (1983).

109 See, e.g., Frank H. Easterbrook & Daniel R. Fischel, The Proper Role of a Target’s Management
in Responding to a Tender Offer, 94 Harv. L. Rev. 1161 (1981).

110 See, eq., Frank H. Easterbrook, Managers Discretion and Investors Welfare: Theories and
Evidence, 9 Del. J.Corp. L 540 (1984); Frank H. Easterbrook & Daniel R. Fischel, Voting in Corporate
Law, 26 JL.& Ec. 395, 398 (1983); Danid R. Fischel, The “Race to the Bottom” Revisited: Reflections on
Recent Developments in Delaware’s Corporation Law, 76 NW. U.L. Rev. 913 (1982); see generaly Frank
H. Easterbrook and Daniel R. Fischel, The Economic Structure of Corporate Law 1--40 (1991).



be patient and recognize thet the “long run takes time to arive”'™® They identify the
shortcoming in dae competition, a lees in the short-run, with respect to takeover
legidation as this daes that adopt antitekeover lavs ae not pendized as much as
perhgos they should be by compeition from other dates as invedors will redize that
ay dae can pass anitekeover legidation mid-sresm.**  State antitekeover law, we
areassured, isa“ spedid,” dthough important, case !

Like Winter before them, Eadebrook and Hschd point to Ddawa€es
atitekeover daute They dress tha it is rdaivdy mild compared to those of other
dates!®  This is used to subdantiate the assartion thet State competition, even in the

tekeover context, creates powerful incentives for datesto enact efficient regulation.

3. Roberta Romano

Robata Romano is another leading supporter of dae competition.  While
avoiding teking a dand on the issue in he initid writings she now characterizes date
competition for corporate charters as the “genius of American Corporate Law.” '’
Her bdief in date compdition is as drong as anyonés  Indeed, she has recently
agued that securities law should be recadt, based on the American corporae law

modd, o asto dlow competition between chartering jurisdictions™*®

11 See Frank Easterbrook and Daniel Fischel, The Economic Structure of Corporate Law 221 (1991).
112 877 F.2d 496 (7th Cir), cert. denied, 493 U.S. 955 (1989).

113 Id. at 507.
114 Id. at 222.
115 Id. at 212.
116 Id. at 222--223

17 See Roberta Romano, The Genius of American Corporate Law 1 (1993)
118 Roberta Romano, Empowering Investors: A Market Approach to Securities Regulation, 107 Yale
L.J. 2350 (1998).



Also, like Winter, Eagterbrook and Fschd, Romano views legd arangements
enebling managers to erect antitekeover defenses as ingffident!’®  She acknowledges
the “dismd track records of most dtaes in takeover regulaion.”*?° Is Romano awy
more sucoessul in resolving the conflict?

In the ocourse of defending the ocondgency of her podtion, Romano
empheszes tha Ddavare has been dow to adopt antitekeover legidaion, even
though it typicaly has been a leeder in mogt mgor corporate lawv reforms. Moreover,
its antitekeover datute is not as draconian as other dates, such as Pennsylvanias
disgorgement daue®  Futhemore, Romano spends a great ded of time arguing
that, whatever the impafections of dae reguldion, any fedad tekeover law is likdy
to beworse.

This lag defense is hardly a ringing endorsament of date compdition. Rather
then showing the “genius’ of Americean Corporate law, it is raher an argument that
we mud live in a highly impeafect world. We find it hard to imagine that Romano, or
indeed the other pro-date compeition scholars we have discussed, would oppose a
hypotheticd  federd datute that sharply limited the ability of daes to redrict
tekeovers. Whether this is a redidic posshility is besdes the point.  Support for such
a daute would undeline the fact that dae competition suffers from  sEious
shotcomings  What, if anything, should be done about these shortcomings is another

andyticd question.

119 See, e.g., Roberta Romano, A Guide to Takeovers: Theory, Evidence and Regulation, 9 Yale J. on

legg. 119 (1992) (concluding that almost all state antitakeover law is unwarranted and harmful).
Id. at 859.
121 See Roberta Romano, Competition for Corporate Charters and the Lesson of Takeover Statutes, 61

Fordham L. Rev. 843, 855 (1993).
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B. Why Supporters of Sate Competition Should Reconsider

One type of reaction by dae competition supporters, as we have seen, views
dae tekeover lav as an anomdy, an exception, or an impafection.  This is mos
explidt in Eagebrook and FHschd's writings  The sentiment here seems to be that
even a process that has drong dructurd ressons to function wdl can fal from time to
time, and these fallures do not imply that the processis not agood one.

But it is not dear that one can brush adde tekeover lav as an anomdy or an
isolated falure, and comfortably continue to bdieve tha date compdition is such a
great process. To dat with, takeovers might wel have been the mog important issue
with respect to which date corporae law has had to deveop a podtion in the lagt
twenty years.

If daes have produced bad tekeover law, this was not a fluke, a one-time
isolated midake. We are taking about a gradud process developing over quite a few
yeas in may deps and dedsons and with much atention and occupdtion by date
offidds dong the way. There were severd waves of antitekeover datutes!?? dl
regpresanting the perdget atempts by daes to place impediments in front of
tekeovers with little or no support in the academic liteedure  And as for judicd
decidons, this involved not one cas, but raher an issue that has been visted and
revigted over many yeas If date competition has persgently produced bed, even
indefengble, results concerning the modt important  corporate issue of recant  times,

how can we be confident that it performs well dsewhere?

122 See supra Part 11(A)(2)(i)



All this means is that it is hard to brush this avay as an anomdous exception
and oontinue to think dae compeiition can rdidbly produce good results
Eagerbrook and Fschd’'s explandtion of why dates have adopted inefficient takeover
legidation, the fact thet these were mid-sream legidaive changes!?® is in no way
limted to tekeovers Mid-dream changes are possble with respect to any legd rule,
not just tekeover reguldion, that managers might wish to change  Moreover, mid-
dream changes are not only possible through a dae changing its corporate code, due,
sy, to campaign contributions, but by a corporation reincorporating to another dae
aswell.

Ancther common reection by supporters of date competition is to point out
thet Delaware has not been as extreme as some other gates in its antitekeover datute
This is true  But through case law, and in paticular the goprova of the poison pill,
Ddawvae has eected formideble bariers to tekeovers — Ddaware’s  antitakeover
postion has hed, as it typicdly does a cerd and vey influentid roe The use of
poison pills is now very widesporeed. The debete is over the body of lav produced by
date compdition. And while daes differ somewha in the extent to which they
redrict tekeovers they dl by and large go much further in that direction than Winter,
Eagterbrook, Fischd, and Romano would gpprove of.

While the pro-dae competition view has a serious problem acocounting for
exiding dae tekeover law, nesding to rdy on excusss and anomdies the view tha
Cay hdd, ad tha we ae advocaing, has no problem whasoever explaning this
Our oconcan with the possble shortcomings of date competition for  corporate

chaters is not only condget with the dae tekeover lav tha we obsarve but hdps

123 SupraPart 11(A)(4).
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explan why dae lav hes evoved in the regretable direction that it has By
reconddering ther largdy unqudified endorssment of dae competition, Supporters
of date competition can gan both a befter explandtion of why dates have adopted

redrictive tekeover rules and retain thar bdief in the dfidency of a more pamissve

legd arangement.

IV. CONCLUSION

This Artide hes sought to highlight the problems involved in date compeition
for coporae chates On some important issues, daes might have inceantives to
provide rules tha ae dtractive to managas but not hareholders.  Tekeover law is
one important area in which dae competition might wel have produced a body of
law that excessvey redricts tekeovars Teakeover law is one importat area in which
date compdtition is likdy to fal. There are drong theoretica reasons to expect that
dae compdition will work to produce a body of corporate lav that excessvey
protects incumbent manages The devdopment of date takeover law, we have
agued, is condgent with this view. It should leed the many who offer unqudified

support for Sate competition to reessess ther pogtion.
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