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Abstract

In a number of papers published over the last several years,
I have put forward a standard of evaluation -- and thus also an
objective -- for the legal rules that govern corporate takeovers.
According to this standard, which might be termed "the sole owner
standard,™ a corporation should be acquired if and only if its
shareholders judge the offered acquisition price to be higher
than the target's independent value. Ensuring that acquisitions
occur 1in accordance with the proposed standard, I suggested,
would much contribute to the efficient operation of the market
for corporate assets. I also identified the set of arrangements,
- concerning the behavior of both bidders and targets, which would

be desirable to attain the proposed 'sole owner objective. The
objective, I suggested, would be best served by certain rules
that mandate a delay period, neutralize the pressure to tender, -
and prohibit managerial ,obstructing tactics.

This paper is part of an exchange with Alan Schwartz which
is to be published in the Journal of Legal Studies. Schwartz's
paper presents a detailed criticism of  the sole owner standard
and its implications. This paper respond to Schwartz's criticism.
‘The first part of the paper explains why Schwartz's claims do not
undermine my prior conclusions céncerning the efficiency of the
sole owner standard. The second part of the paper addresses
Schwartz's claim that, in any event, the sole owner standard
would not be best served by the rules that I have put forward. In
the course of the analysis I summarize, and comment on, the main
points ‘and aspects of the proposed sole owner -approach to
takeover policy. ' :



In a number of papers published over the last five years; I
have put forward a standard of evaluation -- and thus also an
objective -- for the legal arrangements - that govern corpbrate
acquisitidns;l This étandard, which I termed the "undistorted
choice" standard, might alsb be appropriately referred to aé the
"sole owner" standard. The Astandard was prbposed' for all
vauisiﬁions of‘targefs with dispersed ownership. According‘to

the standard, a corporation should bé acquired if and only if its

1 The standard was developed and put forward in the
following six papers: Lucian A. Bebchuk, The Case . for
Facilitating Competing Tender Offers, 95 Harv. L. Rev. 1028
(1982) [hereinafter Case for Auctions I}; Lucian A. Bebchuk, The

Case for Facilitating Competing Tender Offers: A Reply and
Extension, 35 Stan. L. Rev. 23 (1982) (hereinafter Case for
Auctions II); Lucian A. Bebchuk, Toward Undistorted Choice and

Equal Treatment in Corporate Takeovers, 98 Harv. L. Rev. 1695
(1985) [hereinafter Undistorted Choice]; Lucian A. Bebchuk, The
Case for Facilitating Tender Offers: A Last (?) Reply, 2 J. L.
Econ. & Org. 253 (1986) [hereinafter Case for Auctions III];
Lucian A. Bebchuk, The Pressure to Tender: An Analysis and a
Proposed Remedy, forthcoming in Knight Raiders and Targets: The
Impact of Hostile Takeover (John C. Coffee, Louis Lowenstein, &
Susan Rose-Ackerman eds., Oxford University Press 1987) and in 12
Del. J. Corp L. (1987) [hereinafter Pressure to Tender]; Lucian
- A. Bebchuk, A Model of Outcome of Takeover Bids (Discussion Paper
No. 11, Harvard Law School, Program in Law and Economics Nov.
1985) [hereinafter Model of Bids]. The first paper, Case for
Auctions I, focused on a subset of the acquisition rules
suggested by the sole owner approach: the rules facilitating
takeover auctions. Case -for Auctions II and Case for Auctions
- IITI responded to objections and reactions to that paper's
analysis. Undistorted Choice developed the approach taken in the
first paper to a general approach for corporate acquisitions.
This long paper presented a detailed discussion of the sole owner
standard, the efficiency basis for supporting the standard, and
the standard's main implications for takeover rules. The gist of
this paper's analysis was summarized in Pressure to Tender and
was presented in the form of ‘a mathematical model in Model of
Bids. These six papers are the basis for a book on the economics
and law of corporate acquisitions on which I am now at work.
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shareholders judge the offered acquisition price to be higher
‘than the target's 1ndependent value.?

The term "sole owner" is approprlately attached to the
standard because the‘ob]ectlve underlying it is to establish in
the corporate acquisition context a mechanism that parallels the
one operating in the sole owner context. Because the law
conditions the acquisition of a sole owner's assets on his
consent, such an acquisition would take place if and only if the
oWner views the offered price as‘higher than the Value to’hihself
.~ of retaining his assets. According ﬁo the proposed sﬁandard, the
dispersed shereholders of a target should be able to follow the
'same course of action_fhat a sole owner would.

In support of the proposed standard, I presented an
- efficiency analysis. Ensuring that acquisitions occur in
accordance with the standard, I suggested, would contribute much
to the efficient operation of the market for corporate assets.
Such a regime would sechre the efficient outcome of acquisition
~ attempts and would provide aﬁpropriate incentives to investment
in given companies.

Having put forward this standard, I also identified a set of

, 2 If the target's shareholders differ in their judgement,
“then, according to the proposed standard, the Jjudgement of the

'_majorlty of the target's shares. The reasons for choosing a
majority as the decisive fraction are discussed in Undistorted
"Choice, supra note 1, at 1774-75. Because the choice of the

decisive fraction is not central to my thesis, and because it is
'in any event not relevant to the issues discussed in this paper,
I will abstract from it; to this end, I shall assume throughout
" .that a given target's shareholders generally have the same

" ‘judgement concerning how the acquisition price compares with the

- target's independent value.




arrangements (described in Section II below) that are necessary
to ensure compliance with it. One part of the set of desirable
arrangements concerns thé behavior of bidders. Without any
restrictions on the bidding process, the tender decisions of
shareholders would be distorted, and the shareholders might be
pressured into accepting an offer whose rejection they view éé
value maximizing. Therefore, it is desirable to provide
shareholders with a delay period and with a certain vote-like
mechanism that would enable them to express and follow their
preferences concerning an acquisition. Another part of the set
of desirable arrangements concerns the behavior of target
managements. Without any restrictions on their behavior,
manaéérs might obétruct offers whose acceptance would be value
maximizingf Therefore, it is desirable to prohibit managefial
obstructive or defensive tactics. The set of arrangements that I
identified as sﬁggested by the proposed étandard overlaps in part
and diverges in part from the existing’body of takeover rules.
Thus, the standard provides a bésis fér]éndérsing some aspects of
the existing law (for example, the delgyfperiod provided by the
Williams Act and some elements of the;control share acquisition
statutes adopted by some states) as well as for criticizing some
other aspects of that law (for example, the law's tolerance with

respect to managerial defensive tactics)

In this paper, I respond to Alan Schwartz's critical



analysis of the sole owner standard and its implications.3

In the course of his systematic and stimulating analysis,
SchWartz makes mahy interesting and provocative points. Below I
attempt té address all.of his main claims. The paper has two
sections, whiéh parallel the two parts of Schwartz's analysis.
Sectidn~I deals.with Schwartz's claim that the sole owner
standard is inferibr to an alﬁernative "market standard".

Section II addressés Schwartz's assertion that, in any event, the
‘takeover rules that would best serve the sole owner standard are

different from those put forward by the standard's advocates.

‘I. THE CASE FOR THE SOLE OWNER STANDARD
Schwartzvargueé that thé sole owner standard is inferior to
what he terms the market étandard. According td the market
standérd, a target corporation would be acquired if and only if
the expected acquisition price exceeds the prebid market price of
thevtarget's shares. This approach was previously advocated by
Easterbrook and Fischel,4 and Schwartz seeks to strengthen the

case for it.

A. Some Questions to Supporters of the Market Standard

Before proceeding to examine the merits of the market

-3 see Alan Schwartz, The Fairness of Tender Offer Prices in
Utilitarian Theory, in this issue, at .

4 gee Frank H. Easterbrook & Daniel R. Fishcel, The Proper
Role of a Target's Management in Responding to a Tender Offer, 94
Harv. L. Rev. 1161 (1981); Frank H. Easterbrook & Daniel R.
Fishcel, Auctions and Sunk Costs in Tender Offers, 35 Stan. L.
Rev. 1 (1982).




standard, I would like to raise some questions that Schwartz and
other supporters of this standard should, in my view, ask
themselves. Addressiné these questions, I think, would lead
supporters of the market standard tp guestion and reconsider
their‘dwnvcommitmeﬁt to the standard.

The conviction of the market standard's.supporteré, I
believe, is at least partly due to their.“free-market" |
intuition. They are attracted by the fact that, in the takeover
context, th; market standard suggests less regulatory V
intervention than the sole owner standard. Thé logic of the‘_f
market standard, however, has in other contexts strong fegulétory
implicafioné (strong, that is, relative tq the arrangements |
'suggesﬁed by the sole owner étandard). Thus, a supporter of'thé
market standard‘éhould ask himself whether he is prepared not
only to embrace the standard's antiregulatory impliéations fdr
takeover law but also to accept its other regulatory

implications, which I now turn to.

1. Corporate Taking

| Supporters of the market standard for corporate acquisitions
have focused their attention on‘takeovers. ‘They have advocated
that takeovers be made as easy as possibie}, What they have
clearly ignored, however, is that takeovers aré not the only
possible way of acquiring corporations. Indeed, facilitating the
success of tender offer seemé a rather roundabout and imperfect
way of implementing the market standard -- that is, of ensuring
that targets are acquired if and only if the acquisition
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‘consideration exceeds the preacquiSifion price of the target's
shares. The most hatural and effe¢tive'way of implemehting the
market standard is through adopting a rule of "corporate taking."

According to the:possible rule of corporate taking, a buyer
could at any given:time "take" the aésets (or shafes) of given
corporation by paying a price containing a specified, minimal
vpremium above the preceding market pfice of the target'sv shares.
Technically, the rule could be implémented through the.following
- simple procedure. At ahy given time, a buyer could turn to any
corporatibn covered by the rule and provide it'with the specified
~-acquisition price. The specified acquisition price would be
equal to thé numbei of the target's shares multipliéa by the
‘target's stock price on the preceding day_(or, say, in the
preceding week or two weeks) plus a certain minimal, specified
premium(say, 1 percent of the total value). The buyer would
,thereﬁpqn become the owner of all-of the target's shares, and the
éCquisition price would be divided (prorata) among the target's
shareholders. No shareholder consent or action would be
.required.

o Almoét by definition, the above corporate taking rule would
~automatically ensure perfect compliance with the market standard.
Schwartz and other supporters of this standard should therefore
ask themselves whether they would advocate this rule. If they
’Would not, then.they should reconsider their position on using

- the market standard in designing takeover law.



2. Charter Provisions
Because of their free-market intuition, supporters of the
market standard are reluctant to restrict ‘thé freedom of

v

shareholders to adopt charter prov151ons Thus, for example,
although Schwartz opposes any regulatory arrangement that would
work to prov1de target shareholders with more than a minlmal
premium, he is not ready at this stage to prohibit target
shareholders from adopting the same arrangement through a charter
provision.>

This position concerning charter provisions is inconsistent
with the market standard, for according to this standard, it 1s
de51rable that targets could be acquired for a minimal premium
above the prebid price. In advocating this standard, Schwartz
recognized that target shareholders have a private interest in
getting a higher premium. But, he argued, providing them with
more than a minimal premium will create no social benefit and ..
will indeed produce a social loss'by preventing some efficient
acquisitions. This argument against more-than-minimal premiuﬁs
.in no way depends on whether such premiums would result from aj
regulatory arrangement or from an arrangement adopted through a'
charter provision.. Therefore, prohibiting all antitakeover
charter_ﬁrovisienS‘is a corollary of the market standard, and
unwillingness to endorse such prohibition would represent

reluctance to accept the full implications of this standard.

5 See Schwartz, supra note 3, at __ n.13.
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3. Acquisitions from Sole Owners

Easterbrook, Fischel, and Schwartz are all strong
supporters, in the sole owner context, of property rights. They
.believe in the efficiéncy of a market in sole owner's assets
‘in which dwners have the power to accept or reject acquisition
‘offers. Schwartz, for example, thinks that enabling coﬁpanies
freely to reject offers to purchase a division of theirs would
B iesult in’an efficient allocation of divisions.® The question
- that Schwartz must therefore ask himself is whether his position
concerning the market for sole owner's assets is consistent with
his position concerning the market for corporations.
| One difference, noted by Schwartz, between some sole owner
situations and the corporate context is that some sole owners
attach to their assets a sentimental, noneconomicvvalue.7 But
- there is clearly alsova large set of sole owner situations where
the sole owner attaches only an economic value to his assets.

1 Consider a factory that has a sole owner -- a business person, or
va corporation with many other assets -- that is solely interested
, ih maximizing the monetary value of the factory (or the earnings
stream that it produces). I take it that Schwartz would support
enabling this factory's sole owner to reject acquisition offers;
' Why, then, would Schwartz have a totally different position if

the same factory were held by a corporation with no other assets

6 Ssee schwartz, supra note 3, at .

7 see Schwartz, supra note 3, at __ .
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and with dispersed ownership?

The only reason given by Schwartz for making such a
distinction between these two cases has to do with the
availabiliﬁy of information about. the value'of the factory to its
present owners.s If the factory is held by a corporation with no
other assefs and with dispersed ownership, Schwartz reasons, then
the valﬁe of the factory to its present owners will be
.accurately represented by the market price of the corpdration's
'shares; In_contrast, no such accurate, publicly available
estimate will be present if the factory has a sole owner.

| Below I question whether the prebid price of a target's
shares is indeed such a perfect estimate of the target's
independent value. But be that as it may, the important boint
here is that the quality of the available estimate of assets!
value is not a black and white issue. ConseQuently, the logic of
SCﬁwartz's position conéerning takeover policy should also lead
him, in some sole owner situations; to favor restricﬁions on thé
owner's freedom to reject acquisition offers.

Consider} for example, the class.of assets whose value to-

their present owners can be "reasonably" estimated -- inrother_

8 Another reason. that Schwartz could give, but did not, has
to do with the search issue. Arguably - it is more important to
eéncourage potential buyers' search in the case of assets owned by
a dispersed group than in the case of assets with a sole owner.

I discuss the search issue briefly below, see infra Section 1ID,
‘and in detail in my earlier work, see Case for Auctions I, at
1034-48: Case for Auctions IT, at 30-39; Case for Auctions IIT,
at 254-63; supra note. 1. In this response to Schwartz, I devote

little attention to the search issue because Schwartz chose. to
abstract from it. :



words, estimated with a ceftain limited degree of error -- by
‘public officials. For these assets Schwartz should support a-
"taking" rule with the following structure.l'According to the
taking rule, anyone could acquire (or "take") a sole dwher's,
asset by_payiné the owner an adquisition price that can be éhown
by the buyer (Say,‘with a certain degree of confidence) to exceed
by a specified premium”(say, 30 pércent) fhe economic value of
: _the asset to its owner. | :
| It éeems to me that thwarté, as well as Fasterbrook and .
' Fis¢hel, would be reluctant to accept such a taking rule. As
' they explicate the reasons for this reluctance, they would likely
‘find that these reasons are also applicable in the takeover
context. For example, a main reason that is ofteﬁ givenvin
support of property rights is that providing owners with a
 fraction of the gains produced when their assets are acquired is
‘necessary to provide owners with appropriate incentives for éﬁ
énté investment in their assets. But if Easterbrook, Fischel or
 schwartz advance this argumeht, they would no longer be able to
ignﬁre the fact that the takeover policy proposed by them would
produce inefficient ex ante investment decisions (an issue that
'is discussed in Section IC below). Whichever argument

.:'Easterbrook, Fischel and Schwartz use to justify their reluctance
‘to adopt some version of the taking rule, they would likely have
to reconsider the normative standard that they advocate for '
takeover policy. | |

Thus far ‘I have cqnsidered the.implications.that the market
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standard, proposed as a basis for takeover policy, has for
contexts other than takeovers. I now wish to turn to takeoyers.
Iﬁ éomparing the sole owner standard with the market standard;'I
will coﬁsider bélow the three important effects thaﬁ takeover
poliqy has on the outcome of bids, on the investment levels in
given companies, and on the search for information leading to

acquisitions.

B. Outcome of Bids
l. Issues

In advocating the market standard, Schwartz's analysis
concentrates on the effect that takeover policy has on the
outcome of bids and thus qn~the allocation of target assets.
From the perspective of efficiency, it is desirable that a'bid
succeed if and only if the acquisition would put the target's
‘assets to a msre'efficieht, valuable use. Let us denote by W fhe
“value of the target's assets in the bidder's hands, and by V the
value of the target's assets under independent existence. From
the perspective'of efficiency, the acqﬁisition is desirable if
and only if v<w.9
| Thus, it follows that to ensure efficient outcome of~bids, a
takeovervpolicy should'accomplish two thinés. First, the policy

should prevent any inefficient acquisition -- that is, any

2 It is assumed for simplicity that the acquisition would
be undesirable if Vv = W. Nothing in the analysis below turns on

this assumption; its conclusions would be all the same under the
opposite assumption. : '
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acquisition where V>w.' Second, the policy should facilitate any.
efficient acquiéition}-- that is, any acquisition where V<Ww.

The problem with the sole owner standard, and the reason why
Schwartz objects to it, is that it might sometimes prevent an
efficient acduisition. Consider a situation in which V<W and in
which' an acquisition would thus be efficiént. The buyer offers
some acquisition price P, whére presumably P<W. Even though the
acquisitionfwould‘be efficient, the owner(s) might reject the
price P, insist on receiving a larger fraction of the acquisition
gains, and hope that the buyer will raise ifs offer. While the
‘buyer might indeed raise its offer, it might also walk away
because of strategic or trahsaction cost considerations. Thus,
vfhe potential acquisition gains of (W - V) might be lost because
of such "bargaining failure." Such a possibilitybexists whenever -
owners have the pdwer to reject offers -- whether in the
corporate context or in the sole owner context.

Now, Schwartz thinks that this bargaininé failure problem is
not all that'substantial; more generally, he believes that, in
buyer-seller situations, bargaining failure only rarely prevents
‘the realization of pbtentialvacquisition gains.10 Nonetheless,
this problem leads him to view the market étandard as su@erior to
‘the sole owner standard. The market standard does not suffer
from this‘problem, for it would not enable shareholders to insist
oﬁ or seek a larger fraction of the acquisition gains. While

- Schwartz does not think that this ‘advantage of the market

10 gee schwartz, supra note 3, at __ .
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standard 1is substantial, he views it as sufficient basis for
preferring this standard because he does not see any offsetting
advantage to the sole owner standard. For in Schwartz's view~—
and this is important -- both standards perform perfeotly well in
preventing all inefficient acquisitions.

- Before proceeding, it is worth noting two implications for
Schwartz's belief that the bargaining failure problem is not all
that substantial. First; even on his view, following the sole
owner standard would not result in a large efficiency“loss
kthough it would result in some loss). Second, Schwartz,sﬁould
reverse his position that the market standard is superior 1f he
finds that the sole owner standard enjoys, on some other
dimension, a significant advantage over the market standard.

The point Schwartz misses is that the market standard.is.
significantly inferior to the sole owner standard in preventing
inefficient acquisitions =-- that is, acquisitions wherev V>W.
Schwartz incorrectly believes that the market standard would
prevent all such inefficient acqulsltlons , This belief is based
on Schwartz's claim that V is 'best represented by the trebid
market price of the target's shares. Given thls proposition,
whenever the offered acqu1s1tlon price exceeds the prebid market
price, the acquisition price -- and hence also W, as the bidder.
will presumably offer to pay iess than W -- will exceed VvV, and
the acquisition would be eff1c1ent.

Schwartz justlfles his crltlcal prop051tlon -that, forvthe

purpose of identifying the efficient outcome of a bid, V is best

13




répresented by the prebid.market price of the target's sharesfby
asserting that it follows from strong semistrong version of the
. efficient - market hypothesis.ll ~ As explained below, however,
this Jjustification is inadequate bécéuse (i) Schwartz's
vproposition does not follow from semistrong efficiency of the
capital markets, and (ii) in any event, relying on the‘hypothesis
of semistrong efficiency in designing takeover policy is risky.

2. Schwartz's Proposition Does Not Follow
from Semistrong Market Efficiency

It is necessary to start with a brief comment on the'concept
of market efficiency.1? } To sayithat the market is efficient
with respect to a certain piece of infofmation is to say that
prices fully reflect ﬁhis piece of information -- fhat is, no éne
cén make abnormal returns by trading on the basis of this piece
of information. Thus, market efficiency is always defined with
respect to one‘ set of information but not with respect to
 another. Accordingly, there are different versions of the
efficient market hypothesis. The semistrong vefsion, on which
'Schwartz relies, holds that market prices fuily reflect all
._.publiclY‘available information.

Let wus suppose for now that the market is indeed

11 see schwartz, supra note 3, at T

12 For a detailed d discussion of the concept, see Eugene
F. Fama, Efficient Capital Markets: A Review of Theory and
Empirical Work, 25 J. Finance 383 (1970); Ronald J. Gilson &
Reinier H. Kraakman, The Mechanisms of Market Efficiency, 70 Va.
L. Rev. 549 (1984). . :
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characterized 'by semsistrong efficiency. Does it follow;‘ as
Schwartz believes, that, for the purpose of identifying the
efficient outcome of a bid, V is best represented by the target5s
prebid stock price? | All that follows from the semistrong
efficiency is that the ﬁrebid price fuily reflected all the
~information that was publicly available at the last prebid
trading time. Bﬁt it is qulte possible that, at the time
1nvestors make thelr tender de01s1ons, the best estimate of V
available to them might significantly differ from the prebid
market price; for a lot of new information'might be reveaied
between the. last prebid trading. time and the timellef
shareholders' tender decision.. | | -

Investors' estimates of the value of their assets are
dynamic and'everchanging. Suchlestimates are being continuously
revised as novel information about the assets and the world is
contlnuously revealed. In the case of a takeover target, the
time following the last prebid ' trading time represents an
especially drematic period in the company's life, a petiod in
which a lot of new information about the target's value is likely
to be generéted.

One source of such new information is the constant seerches
conducted by financial analysts, arﬁitiagers, and other market
participants. A bid attracts the investment community's
attention, and intensified invesfigaﬁions by market participants

are likely to unearth a wealth of new information cohcerning'the

target.
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Disclosﬁres and proposals madevby the target's management

i 7following the makihg of the bld are another important source of

" new information. Management.‘might disclose facts, ‘previously
unknpwn_to the investing public, that bear on the value of the
target's assets and on their future earnings prospects.
Furthermore, méﬁagement'might.disclose a new plan or proposal for
thé target's futuré. Such proposals and plans might haﬁe been
formulated aé a direct response to the bid, or they might'have
been formulated earlier but were revealed in résponsei to it.
Management might, for example, put forward a plan for a financial
or economic restructuring of the target,13, and such a‘plah might
lead ‘investors to revise.Significantly their estimates of the
target's value. | |

Finally, an important source of new information is the
inferences that investors might draw from the very making of the
' bid and from its terms. In particular, investors might conclude
jﬁhat‘the bid was motivated by the bidder's private information
':that the target had been undervalued, and they might consequently
revise upwards their estimates of V. | | |

The possibility that a bid is motivated by the bidder's
.private information about the target's undervaluation . is
'pérfectly consistent with semistrong efficiency. Semistrong

o éfficiency implies only that the prebid price reflected all

13 See, for example, Zellerbach Rejects Goldsmith's Offer,
N.Y. Times, April 12, 1985, at D5 Col. 1 (major restructuring

proposed by Zellerbach's management in response  to Goldsmith's
offer). : s
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public information available at that time and that one could not
make a profit by trading on the basis of such information. It is
thus to, "beat™ the market on the basis of private information.

: Indéed, a central element of ﬁhe picture portrayed by
efficient market theory is the constant search by mérket
participants for private information. While private information

eventdally does become incorporated in market prices, one who
| posseés it is in the meantime able to make gains. Indeed, if
such gains could not be made, then there would be little or no
~information in the first place, and there would be little or no
information acquisition.l4 One main way to gain fromlhavihg
private informatioh about a company's undervaluation is to make
market purchases of the company's shares. ' Another potential way
to gain is to acquire the target through a tender offer at less
than the target's true value. Whether or not such tender offers
are common at present, there can be no doubt that they would be
very common under the regime advocﬁﬁed by suppqrters of the
market standard.

In sum, it is perfectly conéistent with semistrong mafket
efficiency that, betwéen the last pfebid frading time and the
time of shareholders' tender decisions,_@he target'S'shareholderé
' wéuld recéive a substantial amount of novel information about v,

the target's - independent value. Because most of this novel '

14 7his Widely recognized point was first formally
demonstrated in Sanford J. Grossman & Joseph E. Stiglitz, oOn the

Impossibility of Informationally Efficient Markets, 70 Am. Econ.
‘Rev. 393 (1980). :
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infofmation is likely to be in the nature of "good news", the
‘estimate of V that shareholders have at the time of their tehder
decisioﬁs is likely to be higher than the prebid market price.
Therefore, the fact that the offered acquisition price exceeds
the prebid price in no way implies that the offered pride also
exéeeds‘the best estimate of V available when the outcome of the
bid is determined. It follows that the marketvstandérd would
enable some inefficient acquisitions that the sole owner standard

would prevent.

i

3. Semistrong Efficiency as the basis for Takeover Policy

Thus far I have assumed that the market is characterized by
perfect semistrong efficiency, and that a target's prebid sﬁodk-
price therefore fully reflects all 'the inﬁormatibn publicly
a&ailable at the time. Schwartz asserts thaf “enough data in
support of [semisfrong éfficiency] exists to>make it a plausible
éssumptidn for policy analysis."l5 But, as explainéd below, at
' the current state of knowledge, an unqualified reliance on
semistrong efficiency in designing takeover policy is risky.
| The proposition that American stock mafkets are (semistrong)
efficient is generally put forward as an empirical proposition.
Such efficiency cannot be derived from economic theory. Indeed,
as already noted, theory suggests that the 'mérket cannot be
 perfectly efficient: if priceé fully reflected at any given

moment, all public iﬁformation, then there would be no incentive

15 see SchWartz;‘supra‘ndte 3, at .
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for any economic agent to pay attention to, and assess, suCh
information. As to the question of how close (or far) thé markeﬁ
is to efficiency, theory can only provide us with a description
of some mechanisms that might be at work pushing prices toward
their efficient levels.16 But how well these mechanisms work on
the whole cannoﬁ be decided on the basis of theory; it can be
established only by the empirical evidence.

The available evidence is not all supportive of the
"semistrong efficiency hypothesis. To be sure, many studies found
" that 'certain pieces of information are quickly ‘reflected in
market prices on becoming public.17 But then there is also
conflicting evidence; for example, some  studies found that'
certain pieces of public information are not fully and qulckly
reflected in market prlces,18 and some studles questloned
whether the observed volatility of market prices is consistent
with the efficiency hypothesis.19 Overall, the amount of
empirical work that is being done on market efflclency, and the

intensity of the debate among economists, suggest that 'the

16  por a ‘description of these mechanisms, see Gilson and
kraakman, supra note 12.

17 For a review of some such studies, see Fama, supra note

12.

18 See,. for example, Michael C. Jensen, Some Anomalous
Evidence Regarding Market Efficiency, 6 J. Fin. Econ. 95 (1978)

19 See, for example, Robert J. Shiller, Do Stock Prices

Move Too Much to be Justified by Subsequent Changes in Dividends?
71 Am. Econ Rev. 421 (1981).
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quesfion is far from settled.?? It might be some‘time before we
can know with great confidence the éxtent -to which, and the
qualifications with which, the market is semistrong efficient.

Moreover, I wish to emphasize that special caution is called
for before we rely on market efficiency in designing takeover
~ policy. Differeht levels of.empirical support are necessary for
different uses of semistrong efficiency in policy discussions.
Schwartz's use of the hypothesis of semistrong efficiency
requires that this hypothesis hold in an especially unqualified
manner. |

First, Schwartz's use of the hypothesis féquires that prices
be close to their efficient{levels in an especially general and
tight way. As already noted, since theory rules out the
possibility fhat the market is perfectly sfficient, the
cefficiency hypothesis asserts only that, overall, the market is
close to the efficient state. . Suppcse, for example; that the
evidence indicates that at any given time the stock brices'of 99
percent of existing ' companies fully reflect all public
information. Then, for the puréose of some policy discussions-
say, discussions focusing on the adequacy of the sighals sent by
~the ccpital markets to investment in given industries-it would be

_correct to assume that semistrong' efficiency holds. But it

20 por recent contributions to the ongoing debate, see, for
example, Merton, On the Current State of the Stock Market
Rationality Hypothesis, in Macroeconomics and Finance: Essays in
- Honor of Franco Modigliani (Stanley ©F. Fischer, Rudiger
- Dornbusch, & John Bossons eds., 1987); Robert J. Shiller,
- Fashions, Fads and Bubbles, in Knight Raiders and Targets: The
Impact of the Hostile Takeover, supra note 1.
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would be incorrect to rely on such an assumption, as Schwartz
does, in considering takeover motives and takeover policy; for it
"would be reasonable to presume that,‘ among takeover targets,
there is a disproportionate representation to the 1 percenﬁ of
companies whose stock prices do not fully reflect all public
Avinformatiqn. |

Second, Schwartz's use of semistrong efficiency requirés
that this hypothesis be valid for évery type of public
information, without exceptions. As already noted, the concept
of market efficiency ié definéd with respect to a certaiﬁ set of
information; the market might be efficient with respect to a
certain set of information but no£ with respect to another sét.
Thus, it is‘quite possible that, as evidence is accumuiated, we
will conclude that some types of public information, or even most
types, are fully reflected in prices, but that there are
exceptions-particular types .of information that are not fuily
reflected in-pfices. |

Now, the direct tests of‘semistrong efficiency that have
been conducted thus far have . generally  concerned "hard
information,ﬂ that is, information’ whose ‘existence can be
verified by the researcher conducting the test in an objective,
indisputable way. An exampie of hard information is information
- that company X announced a dividend raise. 'To testiwhether, for
instance, announcements of dividend raise are reflected in market
prices, a researcher would use the following strategyi - The

researcher would look at past announcements -and paSt prices and
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seek to determine whether it would have been possible to profit
by trading on the basis of announcements of dividend raises.

| In contrast, there has been no direct testing of the extent'
to which prices reflect public information that is "séft," that .
is, information about features, attribﬁtes, and so 'on, the
existence ofvvwhich cannot be objectively verified by a
researcher. One example of soft information is information'that’
the quality of a company's manaéement has changed. The strategy
of direct testing used for hard information clearly‘cannot be
applied in the case of soft information. Suppose that a
researcher seeks to determine whether past prices of companies
| qﬁickly reflected new public information about changes in the.
quality of mahagement. To do this, the researcher would have to
identify the_’instances' in which changes in the quality of
management were observed. But of course there is no objectiQé
procedure for determiniﬁg whether a change in management quality
takes place or is observed; this is a matter on which there is
always room for reasonable disagreement.
' Now, some uses ' of semistrong efficiency in policy
discussions require only that all hard public information be
reflected in prices. But thaﬁ is not sufficient for the use that
»Séhwartz wishes to  make. Schwartz relies on the market's
hypothesized efficiency to aésume that a target's stock price
fully reflects all information publicly available at thé éiﬁe
about the target's wvalue. Clearly, various pieces bf soft

" information are critical to assessing a target's value. Thus,
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one cannot assume that the prebid price reflects all relevant
public information is generally reflected in prices.

' In,eum, the existing evidence does not establish, certainly
not with a'significant degree of confidence, the proposition thet
| the prebid price of all takeover targets. fully reflects all
1nformatlon publicly available at the time, hard and soft. ‘The
evidence does not rule out this proposition, and some observers
~ might even view the evidence as supportive. But the evidence
does'leavevus with the nontrivial chance that the proposition
does not hold or holde only with important exceptions and -
qualificatiens. ~ This possibiiityA should not be ignored. in
designing takeover policy.

This possibility, and the previously established point that
much new information is revealed between the prebid time and the
time of shareholders' tender decisions, both suggest that the
sharehoiders' estimate of the target's value might exceed the
target's prebid price. It follows that the market standard'might
fail to prevent some inefficient aequisitions that the sole anef
standard would avoid. This conclusion ehoﬁld lead Schwartz to
accept that the sole owner standard is superior to the market
standard in brlnglng us close to securing efficient outcome of

bids.

C. Investment in Given Companies

The sole owner standard would perform better than the market
standard not oniy in’ attaining efficient outcome of bids, but

also in providing incentives to investment decisions.  This
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sﬁperior effect on investment decisioné is due to the fact that
the sole owner staﬁdard, by providing target shareholders with a
- substantial fraction of the produced acquisition gains, enables
investors +to capture  social gains that result from their
investment. The issue' of incentives to investment, which I
discussed in detail in my earlier articles,?l is unfortunately
ignored in Schwartz's analysis. |

The importance of providing parties with the sécial benefitsg
produced by their inQesﬁment, in order to give them appropriate
incentivesvto invest, is stressed in many policy diééussions.
'For example, when property rights are discussed, it is often
suggested that érotecting property rights is necessary to provide
owners with incentives to invest in their assets in the first
place. A similar'emphasis‘is found in policy discussions on the
value of accurate capital market prices. Such accurate pricing
' is prized mainly becauée it provides incentives to efficient
investment in given companies and lines of industry.

The same principle, that it is desirable to provide‘
investors with the social benefits of their investment decisions,
carries over to the takeover context. The gains that resuit from
an acquisition are attributable not only to the bidder's actions;
they are also attributable to individuals' prior decisions to
establish, and invest in, the target. Thus, for such decisions

to be socially optimal, the target's shareholders' must capture

21 see Case for Auctions I, at 1049; Case for Auctions II,
at 42-44; Case for Auctions III, at 268-69; Undistorted Choice,
at 1766; supra note 1. j
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the social benefits produced by their investment. Unlike "the
market | standard, the sole owner standard would prqvide
sharehblders with a substantial fraction of the acquisition géins
thét are attributable to the target's existence. Thus, the sdle
owner standard would move us closer to attaining optimal level of
investment in given companies.

Consider the example of a high—tech company that is
developing a new product and, if éuccessful,'is likely to be
acquired by a larger concern because of the synergistic benefits
of such a combination. In comparison to the sble owner standérd,
the market standard would substaﬁtially décrease the premium that
the company's initial invesﬁors can expect in a future
‘acquisition of their company. Consequently,'beéause the initial
~ investors would not expect to capture the full social value of
theif company's potential for producing synergistic gains, the

'investmeﬁt in the cdmpany would be suboptimal.Z22

22 Note that the sole owner regime would not provide target
shareholders with all the produced acquisition gains. This
observation is important because acquisition gains might also be
at least partly attributable to the existence of the acquirer,
As explained below, the sole owner regime would also provide
acquirers with a substantial fraction of the acquisition gains
that are attributable to the acquirer's existence. In the sole
owner regime, the gains produced by an acquisition. ‘would be
divided in the following way. If there is an element of the
gains for which only the target is unique and thus essential--
. that is, an element that could be produced by an acquisition of
the target by any one of several potential buyers -- then the
target would capture this element in full. similarly, if there
is any element of gains for which only the acquirer is unique and
thus essential -- that is, an element that could be realized by
“the acquirer's purchase of any one of several potential targets-
- then the acquirer would capture this element in full. If there
is an element of the gains for which both the buyer and the
target are essential, then this element would be split between
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D. Information Acgquisition

The effect of takeover policy on the'seérch for information
leading to acquisitions'is an important issué, which I discuss in
‘much detail in ny earlier work.23 In this respoﬁse to Schwartz,
however, I will not devote much attention to this issue, because
Schwartz chooses to abstract from it.24 SsSchwartz only asserts
that the search factor clearly favors the market standard, and.
that consequently the_ burden of persuasion should be on
supporters of the solé owner standard.?25 As explained below,
~ however, this assertion of Schwartz is incorrect: the search

issue is not cleafly in favor of the market standard, and it

them. Thus, each of the two parties would fully -capture that
element of the gains for which it alone is essential and would
share in that element of the gains for which both are essential.
Therefore, the sole owner regime would provide substantial
incentives to invest in both potential targets and acquirers. To
be sure, as long as there is an element for which both parties
are jointly essential, then neither the sole owner regime, nor
any other regime, would be  able to provide first-best, fully
optimal incentives to invest. (Full optimality would be obtained
only if both parties could capture the joint element of gains in
full, which of course is not feasible.) But the division of
gains produced by the sole owner regime would in all likelihood
bring us much closer to optimal investment levels than the market
standard regime. Finally, note -that the gains produced by
acquisitions might be attributable not only to the existence of
the target and/or the acquirer but also to their decisions to
look for the other side. Thus, it 1is desirable that the
divisions of acquisitions gains also provide incentives for such
search, which is the subject of Section ID.

23 see case for Auctions I, at 1034-41, 1047-48; Case for
Auctions 1II, at 30-39; Case for Auctions III, at 255-63;
Undistorted Choice, at 1776-78; supra note 1.

24 gee Schwartz, supra note 3, at _; .

25 see Schwartz, supra note 3, at .
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therefore does not create a presumption in this standard's favor.

1l. Search by Acquirers

The information acquisition issue favors market standard
regime, Schwartz believes, because such a regime would lower
takeover premiums and thus encourage prospective acquirers'
 search. But what Schwartz ignores is that this effect need not
be desirable. As I have shown in my earlier work, the sole owner
regime is \perfectly Icohsistent with providing substantial
incentives to acquirers' search (relative to search costs) and
thus with inducing a substantial level of such search.26 To be
- sure, the level of acquirers' search in a sole owner regime might
still be suboptimal.’ But the higher level of acquirer's search
that would be induced by the market standard regime would be
excessive.

Like any other potentially beneficial activity, lthe
acquirers' seérch is desirable only up to some point. No .one,
presumably, would want to have half of the country's work force
engaged in search for takeover targets. Specifically, a se&;ch
is socially desifable only up to the pdint where its.margi+a1
social cost starts to exceed its marginal social _benéfit.
Consequently, a socially optimal level of search would be.induéed
only ‘if searchers expect to receive exactly=-no less but also no

more than-the social benefits of“their activity.

Under the market standard regimé, where searchers would be

26 gee Case for Auctions I, at 1034-38, Case for Auctions
II, at 31-33; Case for Auctions III, at 255-~56; supra note 1.
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able to acquire targets for a minimal premiﬁm, searchers would
capture the full'efficiency gains produced by the acqﬁisitions3
resulting from their séarch. So far, so good. But searchers
wéuld also make some substantial private gains that would not
fuily refleCt.social gains. VMost importantly,'Searchers would
make substantial gains from foreknowledge—motivated takeovers,
that ‘is, takeovers motivatéd by the searchers' possession of
.'priVate information suggesting that the .tafget is currently
. undérvalued. Aftef a searcher identifies an undervélued target,
' it would be able to capture the full gap between thé target's
" true value and its prebid market value. Consequentiy, searchefs

1 would invest vast and e#cessive resources in foréknowledge—
motivated search, hat is, search for private informétion about
companies' undervaluation.

| To be sure, foreknowledge-motivated search is noﬁ éntirely
. devoid of social value; Such search might lead the market to
" correct its valuation of an identified target. While such
adjustment would eventually occur anyway, accelerating it is
'socially beneficial. But the critical point is that the social
value of such adjustment is substantially smaller than the amount
_6f the undervaluation. Suppoée, for example, that a searcher
identifies a target that is undervalued by $1 billion, captures
this gap as a profit, and in the procéss fully corrects the
market's valuation of the target's assets. Surely the sociél
value of this‘éorrection would be mﬁch less than $1 billion;.for

$1-billion would be the social value of an acquisition that would
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raise the target's real value by $1 billion (rather than merely
élért the market to the existence of such a value).

Finally, note that, as is desirable, the sole owner regime
would discourége foreknowledge-motivated search much more thén it
would discourage search for targets the acquisition of which
would produce efficiency gains. Under that regime, when a buger
identifies a target the acquisition of which would 'pfbdﬁcé
efficiehcy gains, the acquisition would usually take place, and
the buyer would génerally capture a significant fraction of the
produced .éfficiency gains. In contraét, when a searcher
identifies an undervalued target, it would usually make some
profitable market purchases of the target's shares, but it would
likely be unable to aqﬁuire the target as a whole at a price

below its true independent value.

2. Search by Targets

Even'assuming that, in comparison to the sole owner redgime,
the market standard regime would have some desirable ovefall
effect on acquirers' search, this effecF might be outweighed by
the regime's undesirable effect on search by potential targeté.
'Corporate écquisitions result not only from search by potenﬁial
buyefs for a target but also from search by pbtential.sellers for
'a buyer. If acquisition of a company can produce.efficiency
gains, its management might look for a buyer and try to negotiate
an acquisition. |

Now, the market standard regime would sharply curtail
premiums not only in hostile takeovers but also in negotiated
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acquisitions. Because all premiums would be curtailed, the
v_’regime would‘practically eliminate potential tafgets' incentives
to ‘search and would thus greatly decrease the number of seller-
initiated beneficial acquisitions. This reduction would be
clearly undesirable, because‘targen search is presumably never

motivated by'an undervaluation ofvthé targets stock.

II. THE RULES SUGGESTED BY THE SOLE OWNER STANDARD
Thus far i have.addfessed Schwartz's opposition to the sole
owner standard. But Schwartz also argues that, in any event, the
advocates of the.standard have failed to identify the rules that
would best implement their ideal.27 1In this section, I therefore
assume that the sole owner standard has been accepted, and 1
éonsider Schwartz's arguments concerning the rules suggeSted'by
‘the sténdard. |
In examining this issue, it will be hélpful to divide the
body of takeover rules between those rnles that govern targets
.. (discussed in Section IIA) and those that govern bidders
‘(discussed in Section IIB). It will be also helpful to restate
" the sole owner standard. According to the standard, as defined
earlier, an offer's success should depend on whether the target's
" shareholders viéw the offered price as exceeding the independent
.vtarget's value. Thus, using the concept of shareholder support,
the standard may be‘ restated as requiring that shareholder

éupport be both a necessary condition and a sufficient condition

27 gee Schwartz, supra note 3, at __, _ .
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for the success of an offer. As explained below, the fules
concerning targets should be designed to ensure that shareholder
support be sufficient for an acquisition, while the rules
concernihg bidders should be designed to ensure that shareholder
sﬁpport be necessary for an acquisition.

Before proceedihg, it is worth commenting on the appropriate
role of the law, if any, in ensuring outcomes consistent with the
sole owner standard. After all, while my case for the standard
is based on efficiency considerations, implementing the staﬁdard
is not only in society's interest but also in the interest of
target’shafeholders. Thérefore, it might be argued ﬁhat, once‘we
identify the arrangéments necessary to impleméﬁt the standard, we
should not prescribe them by law but rather leave them to private
adoption through appropriate charter provisions. In my earlier
work, however, I presented reasons calling for adoption through
" law: most importantly, certain elements of state corporate law
and of the stock exchanges' policies pbse'subsﬁantial impediments
- to private adoption of the arrangements that are optimal : for
implementing the sole owner standard;28 In addition, adoption by
law enjoys certain economics and transaction-cost advantagés;29
But, ih any event,.the choice between adoption by law and by
charter is not all that releVént to the diséussion below, for the
focus of this section's diécussion will be ﬁhe substantive

content of the arfangements suggested by the sole owner standard.

28 See Pressure to Tender, supra note 1, Section III(A) (4).

29 see Undistorted Choice, supra note 1, at 1755-56
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A. Rules Concerning Targets

Schwartz says that the sole owner standard would be served
' by prohibiting targét managers ffom employing. dbstrﬁcting
défenéivé tactics. He views this proposition as one that
' adherents of this standard Qould find "surprising".30 I
' perfectly agree with Schwartz on the_substantivevproposition that
the sole owner standard implieé a ban oﬁ obstructing tactics.
But what I find surprising is hié view tat this conclusion should
-come as a surprise. Already in the'exdhange With Easterbrook and
Fischel five years ago, I emphasized that, while their market
standard differed significéntly ,from the sole owner étandard,
both standards require that obstructing tactics be prohibited.31
- I have emphasized this position in each of the papers that I have
subsequently written to'put forward the sole owner approach.32
That the sole owner standard requires a ban 6n obstructin
tactics can be shown in the following way. As just noted,
according to this standard,  shareholder support should be
‘sufficient for the success of én acquisition offer.- For
.shareholder support to be a sufficient condition, management must
be denied the power to obstruct offers. Otherwise, management

 might sometimes use its obstructing power for self-serving

30 see schwartz, supra note 3, at __ .

3l gee case for Auctions I, at 1054; Case for Auctions II,

. at 47; supra note 1.

: 32 see, for example, Undistorted Choice, supra note 1, at .
- 1742-44
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'reasons, to prevent an acquisition that enjoys shareholder
support. v |
| Although the proposition that the sole owner standard
suggests a ban on obstructing tactics is neither surprising nor
hovel, it is nonetheless one that is worth repeating. Fof‘qne
who accepts sole owner standard might at first glance think that
thé'standard favors obstructing tactics.  an important.pért of
the standard requires.that shareholder support be necessary fof
an acquisition. But as will be présehtly>discussed, because of
the distortion of shareholders;‘tender decisions, there is basis
for «concern that iundesirable abquisitions-acquisitions not
enjoying shareholders' support-might take place. V Providing
management with the power to obstruct might be viewed as a way to
| address this concern or as an instrument of prevehting such
undesirable acquisitions. When shareholders might be pressured
into accepting an_offer’the rejection of which would be value
maximizing, then, it might bé hoped, management will use its
obstructiné power to block the offer. Indeed, commentators aﬁd
coufts recently havé been using such an argﬁment with increasing

frequency to justify the sue of obstructing tactics.33

33 See, for example, Michael B. Bradley & Michael R.
Rosenzweig, Defensive Stock Purchases, 99 Harv. L. Rev. 1377
(1986) (defending self-tenders); Jonathan M. Macey & Fred
McChesney, A. Theoretical Analysis = of Corporate Greenmail
(defending greenmail) Yale L.J.(1983); Note, Protecting
Shareholders Against Partial and Two-Tiered Takeovers: The
Poison Pill Preferred, 97 Harv. L. Rev. 1964 (1977) (defending
poison pills); Unocal Corp. V. Mesa Petroleum Co., 493 A. 2d 946
(Del. 1985) (permitting discriminatory self-tender); Moran v.
Household Int'l, Inc. 490 A. 2d 1059 (Del.Ch.1985) (permitting
poison pill). : : . ,
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But a closer look indicated that allowing obstructing
tactics is not the way to go about addressing the potential
distortions of shareholder choice and preventing ‘undesirable
acquisitions. To start with, allowing mahagerial obstructions is
a remedy with substantial costs and limited effectiveness:v as
noted, management might wuse its obstructing poWer: to prevent
acquisitions that do enjoy shareholder support;‘iand, in any
event, obstructing tactics cannot prevent all undesirable
acquisitions. Moreover, While there might be disagreement as to
how costly and imperfect this remedy is, there is actually no
need to resolve this.question. For, as explained below, there
are certain arrangements concerning the bidding process that can
address the distortions of shareholder choice and prevent any
undesirable acquisition-in a perfect way. Thus, in designing the
rules governing targets, we should focus solely on ensuring that
shareholder suppoft be sufficient fori an 'acquisition, ahd ‘;e
should leave the task of ensuring that shareholder support be

necessary for an acquisition to the rules concerning bidders.3%

34 fThat it is worthwhile to repeat the proposition that the
' sole owner standard requires a ban on obstructing tactics is -
exemplified by the rent article of Jonathan M. Macey, Fred
McChesney, and David Haddock, Property Rights in Assets and
Resistance to Tender Offers, 73 Va. L. Rev. 701 (1987). These
authors take the same approach that I took -- that the mechanism
governing the acquisition of corporate targets should. be similar
to the one governing the acquisition of sole owners' assets--
and on the basis of the same efficiency arguments. But then they
move on to argue that this approach provides a justification for
allowing obstructing tactics. The authors' analysis, however,
reveals no reason why they could disagree with my conclusions
that the sole owner approach would be best served by prohibiting
obstructing tactics and adopting the arrangements described below
to prevent acquisitions that would not be value maximizing.
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B. Rules Concerning Bidders

In my earlier papers I have shown that, in the abserca
- of restrictions on bidders' behavior, shareholders' tender
gecisions would be substantially distorted, and an offer COuld
gcnsequently succeed even if the shareholders view the offered
price as lower than the independent target's value. Therefore, I
. suggested that the bidder regulation is desirable to ensure that.
shareholder support be necessary fpr an acquisition.

Schwartz analyzes the factors'that shapevthe results of the
implicit "bargainingﬁ' between a target's shareholders and the
offerer.35 He ciaims thét thus far certain'facfors‘havevbeén
overlooked and the significance of others have been‘misperceived.
Below, I examine whether Schwartz's analeis .undermineé any
element of my examination of Athe desifable content ’of bidder
regulation. First (in Section I), I will examiné what bearing
Schwartz's analysis has on my evaluation of the pOSitioh of
target shareholders in the absence of restrictions on biddérs,
Then I will examine what bearing Schwartz's analysis has oﬁ the
desirability of the two regulatbry arrangements that I 'héve
advocated: a delay period and a mechanism» to neutralize the

pressure to tender.

35 see Schwartz, supra note 3, at .
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1. The Position of Target Shareholders in
the Absence of Restrictions on Bidders

Let us first suppose that no restrictions are placed on
bidders! behavior, either by law or by charter provisions.
Schwartz says that previous analysis has overlooked two
advantages that are  involved in targets' positions and has
exaggerated a certein disadvantage of targets. Consequently, he
appears so belieQe éha&, relative to the position of a sole
owner, the situation of target shareholders is not on the whole
as weak as has been suggested and that, in any event, 'whatever
weakness exists is due to reasons dlfferent from those prev1ously
given. Schwartz's analysis, however, does not undermine any
element of my earlier analysis of the weakness of the
shareholders' position.

- My analysis of‘the shereholders' position may be briefly
summarized as follows. Facing no restrictions, bidders would
generally make offers of the Saturday Night Speciél Type:
V'partial offers that are open for a very brief period on a first-
rcome, first—served: basis.36 In the face of such an offer,
shareholders' situation would be pretty weak relative to that of
‘ea'sole owner engaged in bargaining with the bidder.

To start with, the brevity of the offer's period would

. - 36 Bidders are at present prohibited from making offers
that are open for a brief period or that are on a first-come,
first-served basis. While bidders are free to use partial
offers, they do not use them all that often (as Schwartz notes,
supra note 3, at 15). This is because partial offers become more
coercive than offers for all shares only when combined with a
first-come, first-served structure.
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practically rule out the possibility that a rival offer would be
made before shareholders must make their tender decisions with
4respect to the present offer. Thus, when shareholders make<their
decisions, only one offer would be on the  table.

The brevity of the time a given offer is open, an the
resulting absence of rival offers, would not have a devastating
effect on a sole owner's position. For the owner would be able'
to exercise an undistorted choice, and would thus adceptﬁ_the
offer 6nly if he concludes that acceptance is indeed his value-
maximizing coﬁrse of action. 1In reaching his decision, he would
take into account the expected value of other offers that might
be made later were he to reject the present offer. |

In contrast, in the face of a Saturday Night Special offer;

the absence of the threat of rival offers would hurt the target's

| shareholders realty. For the dispersed shareholders might be
unable to reject the offer even if rejection would constitute
their value-maximizing course of action-even if, for instaﬁde,
they expect that rejection would lead to receiving ﬁuch higher
offers later on. As long as the expected post-takeover value of
minority shares s lower than the bid price (which, under
existing law, might well be the case éven if the bid's premium is
quite modest)37, the shareholders' decisions would be distorted

in favor of tendering.

The gap'betweeh the bid priCe and the expected value of

37 For a detailed analysis of the expected value of
minority shares under existing law, see Undistorted Choice, supra
"note 1, at 1708-14. : :
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hinority shares would présent sharehélders with'a "carrot" and a
"stick," both pushing the shareholders toward tendering. The
‘carrot is the prospect that, since the offer is partial and on a
first—come, first-served basis, tendering early would enable a
shareholder to have all of his sharéé acquired for the bid price
and thus to end up with more than his prorata fraction of.thé
acquisition price. The stick is the prospect Vthat, if the
shareholder does not ténder or does not tender early énough, he
might end up with all of his shares becoming minority shares and
thus with less than his prorata fraction of the acquisition
pfice. |

ILet us now consider whether the above. cohclusioné,
concerning the weakness of the‘shareholders' posifion relative to
that of a sole owner, are undermined by Séhwartz's claim that two
significant advantages of targets have been ignored in preﬁious
analysis.38 One overlooked advantage of targets, Schwartz says,
is that offers to the dispersed‘shareholders 6f a target must be
pﬁblic.?9 That offers must be public, he believes, facilitates

rival bids and leads bidders to raise their offers in the first

38 I shall consider later on, see infra section II.B.3,
Schwartz's claim that a certain disadvantage of targets -- the
pressure to tender produced by the prospect of ending up with
minority shares -- has been exaggerated. Schwartz claims that
this pressure is ineffective because when rejection of the bid is
value maximizing, shareholders might well not have this necessary
confidence even in the helpful circumstances created by the
Williams Act's delay period; it will follow from the analysis
that such confidence is even less likely to arise in the hectic,
rushed atmosphere of a -Saturday Night Special bid.

39 gee Schwartz, supra note 3, at __ .
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place to preempt competing bids. But, in the case of a Saturday
Night Special offer, the fact that the offer is public would be
unlikely to have any significant éuctioneering effect. The very
brevity of the period for which the offer would be open, anq the
?;§§§uge to tender very early, exerted by the offer's first-come,
?%?st—servéd structure, would practically rule out £he
possibility that a rival offer would appear in time.
Consequently, as far as the prospect of actual bids is concefned,
the publicity of the offer would hardly matter.40

The second advantage of targets, which according to Schwartz
has been ignored in previous analysis, is that bidders must make
all the offers.4l A buyer who must make all the offefs‘»is
disadvantaged, Schwartz says, because the buyer's offers miéht
reveal’information about the buyer's valuation of the assets it
seeks to purchase. If it turns out that the buyer's valuation is
a high one, then the seller(s) will know to insist on a high
price. ,

That offers must all be made by the potential buyers,
however, is hardiy an advantage to target sharehblders. To.start
with, even assuming for a moment that a sole owner would on. the

whole benefit from an inability to makeiloffers, a target's

40  That publicity matters little when an offer is open for
a brief period of time can be seen from the observed common
behavior in the sole owner context. When buyers make to sole
owners offers that require an answer on the spot or very quickly,

they rarely demand as a condition of making the offer that it be
kept secret. A :

41 gee Schwartz, supra note 3, at .
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iShareholders would still not derive a benefit from a parallel
‘disability. The potential.benefit to a sole owner from inability
to make offers is all due to the'possibilitg that, if the buyer
must make all the offers, the owner.might insist on a high price
if he learns form the offers that the buyer's valuation is high.
van coﬁtrast, in the face of a Saturday Night Special offer, a-
“target's shareholders woﬁld’hardiy gain from information that'thé
" pidder attaches a high Value to the target's assets. The
shareholders' tender decisions would be distorted, so éhat the
‘..Shareholders ‘would iiksly tender as. long as the bid price
contains a modest pfemium above the expected post-takeover value
: af minority shares. Because of these distortions, the success of
the Saturday Night Special offer wduld be unlikely to require a
substantial premium even if the shareholders were to know that
Afhe bidder's valuation is high.

Furthermore, even in the case of a sole owner, it is far
tfrom clear that the owner would benefit from having a potential
buyer make all the offers. According to Schwartz, the
' disadvantage involved in making the offers is that information
about the buyer's valuation would be revealed. But the
revelation of the buyer's vaiuation need not disadvantage the
buyer. In comparison to the situation in which the buyer's
valuation is unknownh to the seller, revealing the buyer's

E valuation will hurt the buyer if the revealed valuation is low.42

42 7This is the common result in buyer-seller bargaining
models with incomplete information. See, for example, Motty
Perry, An Example of Price Formation in bilateral Situations: A
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Thus, it is not possible to conclude in general that, on an
expected value basis, the prices received by selling sole owners
would, on average, increase if they 'could get some extra
information about the buyer's valuations.

Moreover, even assuming ﬁhat selling sole owners would, on
aferage, bénefit from receiving such extra information, it would
stili be far from clear that such sellers would benefit from
having the buyer make all the offers. While such a bargaining
procedure would likely reveal some information about the buyer's
valuation, it would also carry with it an offsetting substantial
disadvantage to the seller.

To understand this disadvantage, consider the standard model
of bargaining in which delay in reaching agreemént is costly and
offers are méde in discrete rounds. Suppose that at each round,
the offer must come from'the-same party. Then, at each rognd,
the party making the. offers would confront the other party with
the binary choice of "taking" the offer or "leaving" it, thereby
delaying agreement by_at least one round. Because the 6ffer
would be the only alternative to délay, the party making the
offer would be able to tailor it in such a way that, if accepted,
thg offerer would capture most of the gains produced by avoiding

delay. This advantage of the party making offers is now wideiy

Bargaining Model with Incomplete Information, 54 Econometrica 313
(1986) . | ' ‘
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'récégnized in the literature on bargaining.43 1Indeed, Schwartz

himself fecognizes this point when, in a different place in his

‘discussion, he says that targets are disadvantagéd by the take-

it-or-leave-it element that exists whenever a bidder makes an

‘offer the reﬁection of which would create the risk of delay or

even a breakdown.44 What Schwartz does not see at that stage is

that, if target shareholders are disadvantaged by the take-it—or;

:  -1eave-it element present in bidders' offers, then requiringv
"bidders to make all the offers cannot be an unambigﬁaué aavantage
to target shareholders.

The preceding analysis thus suggests that bidders' neéd to
make all the offeré is hardly an advantage to target shareholders
" because (i) the party making the offeré,gets thevadvantage that
follows from the take-it-or-léave—it element that »offérs always
contain when delay is costly; (ii) while offers might reveal the
bidder's valuation, revelations of high valuation are offset by
revelations of low valuatién; and (iii) in any event, a target's
dispersed shareholders would be generally unable to make any
strategic gain from receiving information that the bidder's
valuation is high.
| In sunm, sChwartz'slanalysis does not establish the existence
of any significant overlooked advantage of target shareholders.

I therefore adhere to my earlier conclusion that, in the absence

43 rThe point was first formally demonstrated by Ariel R.
Rubinstein, Perfect Equilibrium in a = Bargaining Model, 50
Econometrica 97 (1982).

44 gee schwartz, supra note 3, at __ .
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of any restrictions on bidders, the bargaining position of target
shareholders is very weak relative to that of a sole owner. - I
now turn to examine whether Schwartz's analysis undermines my

analysis of the arrangements that are desirable in order to

improve the shareholders' position.

2. Providing A Delay Period

In my earlier papers, I suggested that it is desirable to
provide a mandatory delay period, and i ﬁherefore endorsed'ﬁheA
delay provided by the Williams Act.43 gschwartz's analysis éiSo
leads him to accept the proposition_that a delay period serves
the sole owner standard.4® schwartz does not analyze correéfly,.
however, how a delay period benefits target shareholders. This
point is worth.clarifying; because it is important to understand
exactly why mandatory delay ié suggested by the sole owner
standard. |

Why, then, is it desirable to provide a delay period in the
takeover case but not in the case of an offér to a sole owner?
According to Schwartz,. target shareholders are especially unable
to gain access to rival pfferé when confronted with offers that
are open only for a brief period.47 Sole ownéfs, Schwartz says,
can prompfly solicit rival offers or take steps to extend the

offer until rival offers are made. In cdntrast,'dispersed target

45 gee case for. Auctions I, at 1051-54; Case for Auctions
II, at 45-46; Case for Auctions III, at 253-54; supra note 1.

46 gee schwartz, supra note 3, at __ .

47  see schwartz, supra note 3, at __ .
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shareholders cannot do so because of their inability' to take
bcollective'action;

I agree, bf courée, that the absence of delay hurts a
farget's shareholders ﬁuch more than it hurts a sole owner. But,
I wish to emphasize, this difference is not due to sole owners'
superior ability to solicit competing offers, and must usually
make a decision‘ﬁifh ‘only one offer on the table. The point,
rather, is that a sole owner would be much less hurt be being
limited to the present buyer's offer. VThe»SOIe owner would be
able to exercise undistorted choice, aﬁd would not accept an
.. offer below the expected value of offers that he might get after
the present offer expires. In ‘contrast, the dispefsed
shareholders of a target might well be pressured to accept the
only offer on the table even if they think that the offer is less
than competitive and that better offers would likely to emerge
- later on.  Thus, target shareholders need a mandatory delay
period much more than does a sole owner, not because the
‘:Shareholders would find it harder to solicit rival bids without

'sﬁch delay, but rather because the shareholders have a much
greater need for the protection provided by competition among
V acquirers.

3. Providing a Mechanism to Neutralize
the Pressure to Tender

The second main element of bidder fegulatibn that I have

advocated is a mechanism that would eliminate the distortions of
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shareholder choice.48 The mechanism was prqposed‘toiensurevthat
a target would be acquired only if its shareholders view
accepting the bid as their value-maximizing course of action.

The principle behind the mechanism's design is to ehablé
éharéholders to ekpress their preferences concerning a takeover
in isolation from their desire to have their shares acquired in
the event of a takeover. One version of the proposed mechanism,
which can be described briefly, is the'schéme of approving-ahd
- disapproving tenders.49 According to the scheme, a bidder would
have . to enable tendering shareholders to make two kind of
tenders~-an approving tender and a disapproving tender.
Technically, a shareholder would be able to express his choice by
marking an appropriate box on the tender form that éccompanies
all tendered shares. Under the schemé, a bidder would be allowed
.to gain control only 1if it attracts the required number of

approVing tenders (say, approving tenders forma majority of'the

target's shareholders) . )

Once the proposed -scheme is introduced, shareholders would
by and large tender, either approvingly or disapprovingly.._Thé
shareholders! choices  between tendering apprd?ingly - and

disapprovingly would be undistorted. If a shareholder views the

48 gee Undistorted Choice, at 1747-64; Model of Bids, at
'22-27; and Pressure to Tender, Section IIT(A); supra note 1.

49 This version is discussed in detail in Undistorted
Choice, at 1747-54, and Pressure to Tender, Section III(A) (1),
supra note 1. The discussion in these articles also includes an
examination of the alternative ways -- regulation and private
charter amendment =- through which the scheme might be adopted.
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._-dffered acquiéition‘ priéé as édequate, he wduia tender
.épprovingly. If he views the offered'pricevas inédequate, he
>Qould tender disapprovingly-thus expressing his preference
>~against a takeover, while ensuring that in the event of a
" takeover he would receive his prorata fraction of the acquiSition

price. Conseduently, the target would‘be'acquired only if the

:shareholders (or aé leasé atmajoriﬁy of them) view the value of

the offer as exceeding the target's independent value.

Another version of the proposed mechanism is the separate-
vote scheme.5°. Under this écheme, a bidder would be allowed to -
proceed only if its bid obtained the required apﬁroval in a
prior, separate vote conducted among fhe target's sharehblders,
‘This separate-vote scheme is similar in some important,réspects
to the arrangement contained in "control share acquisition"
statues that were recently adopted by some stateé\and,upheld by

the Supreme Court in Dynamics.5l

The proposed mechanism would thus ensure that an acquisition

50 rThis version is discussed in detail in Undistorted
Choice, at 1757-59, and Pressure to Tender, Section III(A) (3),
supra note 1. As 1is explained there, the scheme of
approving/disapproving tenders is somewhat preferable to the
separate vote scheme. - ‘ '

51 gee CTS corporation v. Dynamics Corporation of America,
et al., 107 S. Ct. 1637 (1987). It is important to emphasize
that not all the elements commonly found in such statutes are
desirable (according to the sole owner standard). . While having a
vote that would express shareholders; preferences concerning a
takeover is in principle desirable, the statutes often impose
substantial delays and procedural obstacles in bidders' way to
such a vote. These impediments are not required by (and are
indeed inconsistent with) the goal of insuring undistorted
‘shareholder choice, and they appear to be designed primarily to
. protect incumbents from hostile tender offers.

46



would thus ensure that an acquisition would not occur unless the
shareholders view the offered acquisition price as exceeding the
independeﬁt target's value.®2 Given our present assumption that
the sole owner standard has been accepted, the two possible
objections to the mechanism are as follows. First, it might be
argued that, especially in the presence of a nmndatoryEQe}gy
‘ peribd, a target's indepéndent value almost never exceeds the
value of the takeover offers received by shareholders, and that
consequently remaining independent is almost never value
maximizing for a takeover target. I responded in detail to this
objection, which Schwartz does not raise, in my earlier articles:
I showed thaf there are reasons to believe that there are'méﬁy
instances in which remaining independent‘ would be the
shareholders' value-maximizing course  of actién.53 The second
possible objection, which is the one that Schwartz's analysis
aims to establish, accepts that there are instances wheré
remaining independent would be value maximizing. What Schwaftz
‘denies is the possibility that in such instances, and without the

proposed mechanism, the shareholders might be pressured to tendef

52 Note that adopting the proposed mechanism would
significantly shorten the length of the desirable delay period.
Some delay would still be desirable to enable shareholders to
figure out what they want to do. But the delay would no longer
be necessary for the role of protecting shareholders from the
consequences of the distortions of shareholder choice. For once
the scheme is adopted, a target's shareholders would be able, as
would a sole owner, to follow their value-maximizing course of
action. If they believe that waiting a bit longer would serve

them, then they would be able to decide freely to reject the
offer.

53  gee Undistorted Choice, supra note 1, at 1768-70.
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‘and the offer might succeed. When remaining independent is value
maximizing, Schwartz claims, the bid will not succeed,®? and the
. proposed mechanism is thus unnecessary to secure such an outcone.

To examine Schwartz's claim that the pressure to tender is
ineffective, let us consider the model of shareholder choice that
he uses.55 Suppoée then that the bidder offers X'per share for
"all of a target's shares, that Y is the expected postétakeover
‘value of minority»shares, and the V is the shareholders' estimate
" of the independent target's per share value. Letvus‘also suppose
that V>X, so that rejecting the offer and remaining independent
is value maximizing.

Clearly, each shareholder's strategy would depend on his
expectations with regard +to the strategies that other
shareholders would follow. For this reason, economists analyzing
situations such as this use the concept of an equilibrium
strategy. An equilibrium strategy is one that each shareholder
_WOuld find in his interest to follow if he assumes that other
vshareholders are going to follow it. Equilibrium strategies,
economists generally believe, are the ones that deserve the

analyst's attention.

An examination of the situation under consideration

54 gee Schwartz, supra note 3, at __ .

.55 see Schwartz, supra note 3, at _ . That model is
similar to the one analyzed in Model of Bids, supra note 1, at
41-42. A somewhat more general and complex model is presented in

Model of Bids, supra note 1, at 5-22. That model is used to
- develop a detailed, game-theoretic analysis of the various
aspects of shareholder choice in the face of a tender offer. -
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indicates that there are two possible equilibrium strategies.
One equilibrium strategy -- the "bad" equilibrium -- is for each
shareholder to tender his shares. To see that this is -an
equilibrium, note that, assuming that other shareholders would
also prefer to tender (since Y<X) to avoid remaining with
minority shares. This equilibrium is bad because the value-
maximizing outcome -- remaining -independent =-- would not be
reached.

The second equilibrium strategy =-- the "good" eqﬁilibrium--
is for each shareholder to hold out. Assuming that vbfher
shareholders are going to hold out and the target is goiﬁg to
remain independent, each shareholder would also prefer to hold
out (since V>X); for if the target is going to remain
independent, then tendefihg might produce a loss (V-X); for if
the target is going to remain independent, then tendéring might
produce a loss (V-X) in the event that the failihg bidder elegté
to purchase tendered shares. This equilibrium is "good" in thét
the value-maximizing outcome would be reachédf |

In my earlier articles, I pointed out that, in the situation
uhder consideration, both the good outcome and the bad outéome
are possible eqﬁilibria. Which of the two outcomes would obtain,
I said, would depend on the shareholders' expectations; these
expectations would indeed be self-fulfilling. The shareholdérs'
expectations, I suggested, can go either way; and since these
expectations would be self-fulfilling, thé outcome'caﬁ also go

either way. Therefore, I concluded, the bad outcome is possible
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and provides a basis for concern.
Although Schwartz recognizes that  the bad outcome
constitutes an equilibrium, he argues that the good outcome is
ail but bound to occur.56 He agrees that the bad outcome would
obtain if shareholders expected it to obtain. But he asserts
that it is highly unlikely for the shareholders to have such
' expectations. Because the "good outcome would serve the
shareholders' collective interest, Schwartz believes,Athe only
plausible expectations for shareholders to hold are that:this
outcome would indeed occur. The good outcome, Schwartz argues,
forms, as it were, a "focal ©point" for | shareholders'
expectations. The focal point notion on which Schwartz relies is
a concept that comes to represent an analyst's intuition that,
among tow or more possible equilibria, one of them would in some
way att;act the parties' attention as they form their
expectations.27 | |
This focal point reasoning, however, does not Jjustify
Schwartz's confidence that the good outcome is practically bound
to take place. To start with, even assuming that focal point
‘considerations unambiguously point toward the good outcome -- and
I-shall presently show that they do not -- such consideration
provide an uncertain ground for selecting one eouilibriuu outcome

as the once practically bound to obtain. The notion of a focal

56 gee Schwartz, supra note 3, at __ .

57 The Concept of a focal point is due to Schelling. See
Thomas C. Schelling, The Strategy of Conflict, ch. 2 (1960).
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point has no firm ground in rational decision theory. In the
situation under consideration, the requirement that an outcome
constitute an equilibrium already uses all the information that
can be derived from the assumption that parties behave in their
rational self-interest. In other words, that the bad outcome
constitutes an equilibrium implies that this outcome is perfectly
~consistent with rational self-interest. That is true regardless
of how sophisticated the parties are (a point worth noting in
light of Schwartz's emphasis on the sophistication of most market
participants that hold target shares®8). There is no systematic
theory that could provide a solid prediction as to which‘
equilibrium outcome is more likely to occur than its rival and by 
how much. 39 | | |
Furthermofe, even,suppqsing the focal point considerations
can in principle provide a solid basis forlprediction, it is not
the case that, in the situation under examination,t theée

considerations point unambiguously toward the good outcome.

58 see schwartz, supra note 3, at __ .
‘ 5% Schwartz claims that his view -- that the bad
equilibrium is highly unlikely to occur -- is supported by the

results of laboratory experiments reported in Robert Forsythe et
al., Asset Valuation in an Experimental Market, 50 Econometrica
537 (1982). See Schwartz, supra note 3, at __+ The results of
this laboratory study, however, are totally irrelevant to the
issue at hand. What the results suggest is only that, with
respect to asset valuation, models that require the predicted
outcome to be a (rational expectations) equilibrium are superior
to models (such as the one attributed by the study's authors to
Keynes) that do not impose such a requirement. The results have
no bearing on the question under consideration, namely, whether
and how one could choose between two outcomes that are both
consistent with the requirements of (rational expectations) equilibrium.
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Schwartz's claim is based on his intuition that it is sensible
for investors to direct their expectations toward the better
outcome. ‘ While it is questionable whether the good is more
sensible for investors to expect than the bad,%0 1let us grant
that, other.things equal, the good is indeed more plausible to
expect. The point that I wish to emphasize is thatiothef'things
might not be equal: the good and bad outcomes might differ in
-dimensions other than the good/bad differehce, and some of these
dimensions might give rise to focal point considerations that
point toward the bad outcome. Describing two important
dimensions of this'kihd should suffice to make.the point.
Suppose, for example, that X, the bid price, is $100; that
'Y, the post-takeover value of minority shares, is $80; and that
"V, the independent target's per-share value, is $105. In this
situation, the two équilibrium outcomes would substantially
differ in the penalty that they would impose on a shareholder who
would fail to act in the same way as his fellow shareholders.
Clearly, since each shareholder must act without certainty as to
- how others would act, he would recognize the possibility that his
expeCtations would prove mistaken and he would act differently
from the way others wbuld turn to act. In the considered
numerical example, if the shareholder holds out, and the other

shareholders happen to tender, then his deviation from the

60 Is optimism a stronger strain in human nature than
pessimism? Note that neither individual rationality nor
. individual self-interest favor the good outcome over the bad; as
already emphasized, both outcomes are perfectly consistent with

rational self-interest.
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equilibrium strategy would cost him $20 per share: he would. end
up with minority shares worth $80 each instead of having them
acquired for $100 each. 1In contrést, if the shareholder tendefs,
and the other shareholders happen to hold out, then his deviation
. from the equilibrium ‘strategy would at most cost him $5 per
share: if the failing bidder elects to purchase his tendered
shares he will lose, per share, the gap of $5 between the
target's independent per share value of 5105 and the bid price of
$100. Thus, expecting that the bad outcome is going to occur‘
(and therefore tendering) is in an important sense "safer"—thé
maximuﬁ. potential monetary loss is smaller-than expecting _the
good outcome (and therefore holding out). Because each
shareholder recognizes this asymmetry between the outcomes and
knows that others recognize it as well, the asymmetry might make
the bad outcome a focal point.

To be sure, the consideration of which expectations are
"safer" would point toward the good outcome if V exceeds X by a
sufficiently large margin. Supposé that in the above numerical
example V is raised from $105 to $150. In this case, expecting
the'bad outcome to obtain (and therefore tendering) becomeé ﬁhe
"riskier"‘expectation to have, in that it might produce a loss of
$50 per share in the event that a good outcome obtains.
Consequently, the consideration under discussion would direct
expectations toward the good cu£COme. But the point to remember
is that, a long as V in our example is less than $120, the

consideration of minimizing potential regret would work to make
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'the bad outcome a focal point.
Another dimensioh of the situation that might direct
éxpectations toward the bad outcome afises from the reality of
control thresholds. Effective control over a target can be |
usually obtained by acquiring a substantial plurality of shares,
a block falling somewhat short of a majority. in such a case,
the bid's success requires only tendering by a plurality and thﬁs
requires only. that such a plurality expect a takebvér; That is,
the initial expectations that would sqffice;to bring about the
bid's success are substantially less widespread than those which
would suffice to bring dbout the bid's failure. Again, because
each shareholder would recognize this asymmetry betweéh the fwo
outcomes and would know that other shareholders recognize it as
well, the asymmetry would work to direct expectations toward thé
bad outcome.61 | |
Finally, it is necessary to consider Schwartz'é claim that
empirical evidence: supports his confidence that the bad outcome
would not occur. The enactment of the Williams Act was followed

by a substantial rise' in takeover ‘premiums. According to

, 61 Before closing the theoretical discussion concerning the
effectiveness of the pressure to tender, it is worth noting a
critical assumption in the model used by Schwartz and discussed
above-that all shareholders have the same estimate of V and,
moreover, know about this uniformity. The discussion above
showed that even under that assumption, which is the most
favorable to Schwartz's claim, the bad outcome is quite possible.
The possibility that the bad outcome would obtain emerges even
more clearly once this assumption is dropped and it is recognized
that shareholders might be uncertain about the precise estimates
of V that their fellow shareholders have. As is shown in Model

of bids, supra note 1, such uncertainty might facilitate the bad
outcone.
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Schwartz, that the Williams Act substantially raised premiums,
while doing 1little to reduce coordination costs among the
shareholders, indicates that shareholders are little hurt by
coordination problems and thus by the pressure to tender. 62

.The evidence brought up by Schwartz, however, suggests the
opposite conclusion. The substantial increase in premiums
produced‘by the Williams Act's delay period suggests that the
distortions of shareholder choice are quite significant. This |
increase indicates that, prior to the Williams Act,' in the
absence of the threat of competing bids, bidders acquired targets
for much less than the competitive price. Bidders were able to
do so precieely because target shareholders were generally unable
"to reject the first offer and remain independent for a bit longer
to get tne competitive price. A target's shareholders, then, hadi
been, and today still are, often unable to remain independent
even when that course of action.would‘be value maximizing. ‘What
the Williams Act did was to raise (by facilitating competition
among bidders) the level of the offers that target shareholders
face, and thus it reduced the extent to which these shareholders
are hurt by their inability to reject offers.

Ae I emphasized in my eariier work, 63 my position is not
that the pressure to tender is irresie;inle, and that a target is

bound to be acquired. A bid might well fail,‘for example, if the

62 gee Schwartz, supra note 3, at __ .
, 63 See, for example, Undistorted Choice, supra note 1, at
1732-33 ‘o - ' ’
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independent target's value exceeds by a very substantial margin
the bid price and if the financial media reports widespread
- confidence that the bid. 'will fail. But both thedry and the
"little empirical evidehqe available suggest that the pressure to
tender, though not irfésistible, might often be effective. A
bidder might offer a price lower by a nontrivial margin than the
independent target's; value and still enjoy. a substantial
likelihood of success. The pressure to tender is thus a ground
for concern, and that is why it is desirable to adopt a mechanism

to neutralize this pressure.

ITI. CONCLUS ION
In response to Schwartz's critical analysis, I have
- reexamined the sole ownef approach that I have put forward ih
earlier work. I conclude that none of the points raised b&
>Schwartz weakenéAeither‘the case for the sole owner standard or
my earlier conclﬁsions concerning the rﬁleS‘suggested by this
standard. | '
As the analysis has shown, ‘implementing the sole owner
standard should bring us closest to ensuring efficient outcome
for takeover bids and to inducing efficient investment levels in
given companies. Furthermore, the sole owner approach is the one
most consistent with the approach that the law follows, and
economists generally approve, in regulating the acquisition of
assets in contexts outside the corporate takeover.
It is thus only appropriate to repeat my recommendation that
takeovef law should be designed in accordance with the sole owner
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standard. To ensure the success of all acquisition offers that
enjoy shareholder support, managers should be prohibited from
obstructing offers. To prevent acquisitions that do not enjoy
shareholder support, it is desirable that the law provide a délay
' peripd (l1ike the one prescribed by the Wiiiiams Act) as well as
an arrangement eﬁsuring undistorted shareholder choice (like the

proposed scheme of approving/disapproving tenders or the

separate-vote scheme) .64

64 In his brief response to this paper, Alan Schwartz makes
two claims. See Schwartz, The Sole Owner Standard Reviewed, 16
Journal of Legal Studies XXX (1988).

(i)Schwartz claims that his paper has established the
proposition that, in an wunregulated takeover market, target
shareholders would be fully compensated for the "loss" of thei¥
shares =-- that is, would receive no less than the value of their
shares under indefinite independent existence of the target. He
suggests that I accept this proposition and that the sole owner
standard 1is advanced solely in order to provide target
- shareholders with more than the target's value under independent

existence. But a substantial part of my paper (as well as parts
of my earlier work) has disputed this very proposition. See
‘supra Section I.B. As Section I.B. has explained in great length,
in’ an unregulated takeover market, targets might be acquired for

less than their wvalue wunder independent existence, and
inefficient acquisitions -- acquisitions moving assets to less
valuable uses -- might consequently occur.

(ii) Schwartz takes issue with my analysis in supra Section
II.B.3, in which I have explained why we should be concerned

about the pressure to tender. He makes two criticisms of this
analysis.

First, I pointed out that, when the target's independent
value exceeds the bid price, both a takeover (the "bad" outcome)
and a failure of the bid (the "good" outcome) constitute an
equilibrium. This observation provides a basis for concern, I
have suggested, because focal point reasoning does not appear to
provide a solid basis for singling out one equilibrium. Schwartz
says that I have '"missed the point." An analyst, Schwartz
argues, '"must cope directly... with the multiple equilibria
problem by eliminating as many equilibria as he can." But my
point has Dbeen exactly that, in the situation under
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consideration, we cannot rule out either one of the equilibria.

_ Second, I also pointed out that, if we were to accept focal
point considerations as a basis for prediction, some such
_ considerations might actually point toward the bad outcome. As
one example, I discussed a situation in which the two equilibrium
outcomes substantially differ in the penalty that they . would
impose on shareholders who would fail to act in the same way as
their fellow shareholders would turn to act. Schwartz claims
that my analysis of this example has assumed incorrectly (and
inconsistently with my analysis elsewhere) that shareholders do
not maximize expected utility but rather follow the strategy of
minimax regret. But I have not at all used the assumption I am
criticized @ for using. Throughout, I have assumed that
shareholders maximize expected utility. Both the good outcome
and the bad outcome, recall, constitute an equilibrium.
Therefore, whichever outcome shareholders expect, their
maximizing expected utility would make their expectations self-
fulfilling. The analyst's choice as to which expectations are
likely to be held by the shareholders clearly cannot be derived
- from the assumption that shareholders maximize expected utility;
expecting either outcome is fully consistent with this

assumption. The analyst engaged in focal point reasoning can
only use his intuition as to which factors would attract
shareholders' attention when they form their expectations. ° And

the factors that I have noted do appear to be ones that might
well attract such shareholder attention.
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