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Abstract:

Purpose: The purpose of this thesis is threefold. First, it carries out an assessment on the
extent to which takeovers impact on the interests of employees, suppliers and senior
management. Second, the primacy enjoyed by shareholders during takeovers is subject to
scrutiny to determine whether their decision making powers can be rightly exercised to the
detriment of the target company and its non-shareholding stakeholders post-takeover. This
would determine whether calls to reform Rule 21 of the Takeover Code 2013 (the board
neutrality rule) are justified. Third, in light of the empirical evidence carried out and
findings from two case studies (Corus Steel and Cadbury), two reform proposals (the board-
centric model and disenfranchisement of short-term shareholders’ voting rights) are
critically examined. The aim is to find the most appropriate way of reforming the board
neutrality rule, taking into consideration the opinions of the business community and
academics, in order to offer more protection to employees, senior management and

creditors’ interests during takeovers.

Design/Methodology/Approach: This is a legal study that encompasses theoretical and
empirical analysis of takeovers and their relationship with society and the state in a rapidly
changing social and commercial landscape. It also assesses the experience of those affected
by the process of law, for example employees who may find themselves disadvantaged by
the operation of shareholder primacy during takeovers. Legal research has its theoretical
and methodological base primarily in social sciences and this is why methodologies used in
this study such as case study analysis and theoretical conceptualisations are mainly
empirical and social-theoretical. Doctrinal analysis is also relied on when analysing case law
and forms part of the wider discussion. Case studies on two formerly British companies
(Corus Steel and Cadbury) which were taken over by foreign companies are also used. A

case study methodology was selected, after considering all alternative methods, because it



traces an event from its initiation until its completion and even beyond, in the process
mapping all the important developments. For both Cadbury and Corus, the method helped
to highlight how the takeovers impacted on the interests of employees, senior management
and suppliers, and the predatory role played by arbitrageurs (short-term investors) during

the offer period.

Findings: Based on the findings from Cadbury and Corus case studies and the study as a
whole, takeovers have an adverse impact on the interests of employees, senior management
and suppliers while the target company’s shareholders stand to earn a premium on their
shares. A sign of a takeover pulls arbitrageurs to buy the target company’s shares, no
matter how inflated, in hope of a takeover deal. Since the decision making powers during
takeovers lie in the hands of target company shareholders, they are unlikely to turn down a
premium offer, regardless of the impact it may have on the interests of non-shareholding
stakeholders such as employees. Both existing empirical studies and case studies on
Cadbury and Corus showed that takeovers have a detrimental effect on the interests of non-
shareholding stakeholders post-takeover. In light of these findings, two alternative
regulatory models were considered: (1) disenfranchisement of short-term shareholders’
voting rights; and (2) adoption of a board-centric model of takeover regulation such as the
Delaware model. After critically examining the two models, there was insufficient evidence
to justify a fundamental change of UK takeover regulation to either model. A more
appropriate solution was to give incentives to shareholders to think and act long-term such

as strengthening the stewardship responsibilities under the Stewardship Code 2012.

Originality/Value: This study contributes to a growing body of research on shareholder
primacy under takeover law by providing empirical evidence on the relationship between
takeovers and the impact on the interests of non-shareholding stakeholders. It also

examines the role played by short-term shareholders in exercising their decision making



powers during the offer period and considers specific reform proposals. This study aims to
provoke legal reform that would lead to more protection for non-shareholding stakeholders
during takeovers. Thus, this study will inform the academic and business community as well
as policy makers in the UK on the impact of takeovers on company constituents post-
takeover and the way forward in protecting non-shareholding stakeholders’ interests from

potentially harmful takeovers.
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Research background

Since the turn of the twentieth century, companies have been at the forefront of social and
economic development in the UK and around the world.! Every country has had its
economic profile shaped in some way by corporate organisations. However, UK companies
in particular, operate in an increasingly competitive marketplace which places greater
demand on attracting investment and generating wealth in order to remain competitive and
survive. This has driven companies to look beyond their national borders and seek

opportunities in foreign markets.

Access to foreign markets is often achieved through mergers and acquisitions (M&A), also
known as takeovers.? Statistics on worldwide M&A activity (Figure 1) show a significant

increase iIn M&As between 1985 and 2013.

Figure 1: Worldwide M&A activity between 1985 and 2013
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Source: Institute of Mergers, Acquisitions and Alliances (IMAA).3

1See John K Galbraith, The New Industrial State (Houghton Mifflin Company: Boston 1967) Chapter 4. He
discussed the growing importance of companies in the United States (US) and around the world. Also see his
earlier text John K Galbraith, The Affluent Society (4th edn, Houghton Mifflin Company: New York 1998) 81-142.
He placed companies at the centre of social and economic development in Western economies.

2 See Helen Berry, Globalisation and the rise of “economic nationalism”: Takeovers and regulation within the
European Union (2009) 1 (2) International Journal of Economics and Business Research 234, 236- 238.

3 Institute of Mergers, Acquisitions and Alliances (IMAA), ‘Statistics on Mergers and Acquisitions worldwide’
(2014) available at <http://www.imaa-institute.org/statistics-mergers

acquisitions.html#MergersAcquisitions United%20Kingdom> accessed 17August 2014.
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Based on Figure 1, in 1985 roughly 3000 M&As were taking place worldwide and by 2013
this figure had increased to 38000, averaging 36000 since the year 2000. However, from
2000- 2002, there was a decline in the takeover activity. One of the factors behind the
decline was the dot.com bubble in 2000.* Between 2007- 2009 there was another decline in
M&A activity due to the global financial crisis which many economists and financial
analysts believe was caused by risky investments in the financial sector.® Despite that, the
rapid growth in worldwide M&A activity since 1985 is testament to the important role
played by globalisation which has enabled companies to venture into new markets in search

of new opportunities.

In the UK, between 2001- 2011, more than one hundred companies were being taken over
by foreign companies each year (see Chapter 1, Table 1).¢ The takeover activity saw
household names such Cadbury, Thames Water, British Aviation Authority and Manchester
United fall into foreign hands. In terms of economic value, the price oftered to take over
these companies meant that billions of pounds were being spent in the UK during that
period. In 2007, at the peak of the takeover activity, £82 billion foreign acquisitions were

made (see Chapter 1, Table 1).7

The UK economy has proved attractive to foreign companies because of'its strong economic

profile. Based on the 2013 world economic league table, the UK is the fifth largest economy

4 See Roger Lowenstein, Origins of the Crash: The Great Bubble and Its Undoing, (Penguin Books Press: New York
2004) 114-115. He explains how equity value in industrialised nations steadily rose between 1997- 1999 due to
growth in the internet sector and eventually burst in 2000.

5 Joseph N Fried, Who Really Drove the Economy into the Ditch? (Algora Publishing: New York, 2012) 16—42 and
67-119.

& A foreign company is one registered to do business or incorporated in another jurisdiction.

7 Office for National Statistics, Mergers and Acquisitions by foreign companies (2012) Available at
statistics.gov.uk
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in the world.® However, the UK has many other important attributes such as a robust legal

system, political stability and a strong currency which appeal foreign investors.?

Due to the high takeover activity in the UK, outgoing shareholders have been able to earn
premiums on their investments.!® This is because target companies are often taken over at a
premium and the billions used to acquire the companies go to shareholders to entice them to
sell their stock.!'! However, the large premiums paid out by the acquiring company could
have a detrimental eftect on its post-takeover performance. Studies have shown that the
acquiring company’s stock value declines from the announcement date and up to five years
tollowing a takeover.'? The studies point to increased debt levels as one of the variables

behind the decline in stock value.!3

This can be exemplified by the Royal Bank of Scotland’s (RBS) A£49 billion takeover of
Dutch bank ABN Amro in October 2007.'* RBS made an offer of three times the book value
of ABN Amro. The deal was bad for two reasons: (1) ABN Amro was widely exposed to the
subprime mortgage crisis, meaning it was worth only a fraction of what RBS had paid and
(2) at the time of the deal, most banks were trading at around book value, making the price

paid by RBS look even more inflated.!” Less than a year later, RBS asked shareholder for an

8 Centre for Economics and Business Research, World Economic League Table 2013 (December 26 2013).

° Nigel Driffield, Jim Love, Sandra Lancheros and Yama Temouri, How attractive is the UK for future
manufacturing foreign direct investment (Foresight: Government Office for Science 2013) 5 and 8-12.

0See Tim Koller, Marc Goedhart and Wessels David, Valuation, Measuring and managing the value of
companies (6th edn, Wiley John & Sons: New Jersey, 2015) 565-592; Marc Goergen and Luc Renneboog,
Shareholder Wealth Effects of European Domestic and Cross-Border Takeover Bids (2004) 10 (1) European
Financial Management 1, 10- 17.

11 0On takeover and shareholder’s wealth, see Chapter 1.3; see Sudi Sudarsanam, Creating value from Mergers
and Acquisitions: The challenges (Pearson Education: Prentice Hall, New Jersey 2011) Chaps 14-16.

12See Sara B Moeller, Frederik P Schlingemann and Rene M Stulz, Wealth destruction on a massive scale, a
study of acquiring firm returns in the recent merger wave (2005) 60(2) Journal of Finance 757, 775-777; Anup
Agrawal, Jeffrey Jaffe and Gershon N Mandelker, The Post-Merger Performance of Acquiring Firms: A Re-
examination of an Anomaly (1992) 47 (4) Journal of Finance 1605, 1615-1620.

13 Roy D Baker and Robin J Limmack, UK takeovers and acquiring company wealth changes: The impact of
survivorship and other potential selection biases on post-outcome performance, (2001) Working Paper,
University of Stirling, 19-27.

14 RBS was joined by Belgian bank Fortis and Spanish bank Banco Santander in the deal for ABN Amro.

15 The Financial Services Authority, The failure of the Royal Bank of Scotland: Financial Services Authority Board

Report (December 2011) 21-22.
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extra £12 billion to shore up its finances following a 5.9 billion write-down of assets. In the
end, RBS had to rely on a government bailout package to avoid collapsing. This shows that

takeovers do not guarantee positive post-takeover performance.

Given the potential adverse impact on the post-takeover performance of the acquiring
company, it is important that the right takeover decision is made by the target company
that reflects its long-term value. The acquiring company may need to pay-off the massive
debts used to finance the acquisition and this could mean undertaking restructuring activity
in its businesses, including that of the acquired company. This creates the danger that
accepting the wrong bidder could lead to non-value maximising restructuring in the target
company which could damage the long-term financial health of the target company and
impact on the interests of stakeholders such as employees and the whole economy whose

tundamentals support takeover activity.'¢

The final decision in a takeover situation is made by shareholders. The target company’s
shareholders are guaranteed the opportunity to decide the outcome of a takeover bid by the
shareholder-centric takeover rules in the UK. The introduction to the Takeover Code 2013
states that the Code is “designed principally to ensure that shareholders are treated fairly
and are not denied an opportunity to decide on the merits of a takeover and that

shareholders of the same class are afforded equivalent treatment by an ofteror.”!”

The Takeover Code 2013, which is administered by the Takeover Panel, regulates takeover
activity in England and Wales.!® The Takeover Panel is an independent body that not only

issues and administers the Takeover Code but also supervises and regulates takeovers. As

16 Andrei Shleifer and Lawrence H Summers, Breach of Trust in Hostile Takeovers in Alan J Auerbach, Corporate
Takeovers: Causes and Consequences (University of Chicago Press: Chicago 1988) 50-51. They studied the
takeover of a company called Youngstown Sheet and Tube in 1977 and found a total loss of 6,000 jobs between
1977 and 1979. They concluded that the debt levels taken on by the acquiring company was the main factor
behind the breach of trust post-takeover.

17 Takeover Code 2013, Section A, at A.1.

18 Takeover Code 2013 (also known as the City Code on Takeovers and Mergers).
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explained in Chapter 6.1.2, the takeover regulation in the UK has developed over time to
reflect the interests of shareholders rather than the board and other key stakeholders. As a
result, shareholders as a body have been given primacy over the takeover decision making

process.

Fundamental to the operation of shareholder primacy during takeovers is Rule 21 of the
Takeover Code, the so-called board neutrality rule. It prohibits the board of directors from
tfrustrating a takeover. Thus, the board of directors cannot put in place any defensive
measures to fend an unwanted bidder unless they gain the approval of a majority of the

shareholders.!9

Due to Rule 21, the board of directors is deposed as the main controlling organ in the
company. This operates contrary to principles of company law which holds that the
company’s business is controlled by the board of directors appointed by the shareholders.2°
However, a takeover raises questions of ownership and transferability of property which
means that the owners of the shares should be able to make the final decision over the

destination of their property.2!

Shareholder primacy under UK takeover law was summed up by Professors Armour,
Deakin and Konzelmann: “What can be said with some confidence is that the [Takeover
Code’] sets up a system that focuses director attention in the conduct of a bid on the
immediate question of whether it is in shareholders’ best interest to accept a tender offer.”22
There was an acknowledgement that “UK takeover regulation has a strikingly shareholder

oriented cast.”?® The distinguished scholars clearly points to the discretion target company

19 See Chapter 1.1 and 1.2 on the scope of Rule 21 and Chapter 5.2 on takeover defences.

20 See Companies (Model Articles) Regulations 2013, Article 3; Table A, Article 70.

21 See the discussion in Chapter 3 on Private property rights and takeovers.

22 John Armour, Simon Deakin and Suzanne J Konzelmann, Shareholder Primacy and the Trajectory of UK
Corporate Governance (2003) 41 (3) British Journal of Industrial Relations 531, 536.

23 John Armour and David A Skeel, Who Writes the Rules for Hostile Takeovers, and Why?-The Peculiar
Divergence of US and UK Takeover Regulation (2007) 95 Georgetown Law Journal 1727, 1735.
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shareholders enjoy during takeovers, enabling them to focus on serving their own interests

betore considering other stakeholders.

Due to shareholders primacy during takeovers, directors are pushed to serve the interests of
shareholders ahead of other stakeholders. This is because the protection afforded to non-
shareholding stakeholders such as employees (including management) is only influential on
the outcome of the takeover decision but not binding.?* Given the lack of sufficient
protection to non-shareholding interests during takeovers, the important question is
whether shareholders would be willing to overlook their own interests if it conflicts with

the interests of other stakeholders.2?

However, during takeovers, the board of directors does not automatically stand for the
interests of employees and this is largely down to the dynamic role they play within the
company. Most large public companies have a governance structure that consists of three
key constituencies: (i) the shareholders, (ii) the board of governors (also known as the board
of directors) and (iii) senior managers. The shareholders have property ownership rights
while the board of directors wields controlling powers and senior management manage the

company’s business on a day to day basis. However, their roles overlap.2¢

This governance structure can be a source of conflict during a takeover because the
interests of senior management are likely to clash with those of the board of directors.
Senior management are usually full-time employees on high salaries and privileges whereas
board members represent certain shareholders who want to sell and make a profit. Thus the
group that is most likely to resist a takeover is the senior management group and they are
more likely to stand up for the interests of ordinary employees, also being employees in an

ordinary sense. Executive directors may lose their jobs following a takeover, as they are

24 See Chapter 1.4 on directors’ duties to non-shareholding stakeholders.

2 See the findings in Chapters 4.1.3 and 5.3 on the role of arbitrageurs such as hedge funds during the Takeover
of Cadbury.

%6 See Chapter 1.5 on company stakeholders.
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part of management, but also represent shareholders who placed them there to oversee their
investment and make financial gains. Such dynamics make takeovers an information rich
event for researchers because it creates a conflict of interest situation; but only for the short

term, ultimately shareholder primacy prevails.

However, even though shareholders have greater legitimacy to control the takeover process
due to their property claim on the company, corporate social responsibility enters the debate
because a company is social institution and it relies on all its stakeholders to function (see
the discussion on the economic theories of the firm in Chapter 2.4). Viewing the company as
a social institution means that takeovers should be looked at both in terms of their economic
but also social value. This means consideration should be given to the interests of non-
shareholding stakeholders as well rather than prioritising the financial value to
shareholders. These arguments were advanced by stakeholder theorists in the latter halt of

the twentieth century.??

Non-shareholding stakeholders seek protection during takeovers because empirical studies
carried out in the 1980s and 90s found a strong relationship between takeovers and a
negative impact on non-shareholding stakeholders such as employees and suppliers.?s

However, there are gaps in research literature.

First, studies have shown that employees stand to lose their jobs within a period of ten
years following a takeover.?® However, even though there is strong empirical support for

Job losses post-takeover, the available evidence is based on takeover cases before 2000.

7 See Chapter 2.4 on the nexus of contact, agency and team production theories of the firm.

28 See Chapter 2.5, for empirical evidence on takeovers and their impact on the interests of non-shareholding
stakeholders.

Andrei Shleifer and Lawrence H Summers, Breach of Trust in Hostile Takeovers in Alan J Auerbach, Corporate
Takeovers: Causes and Consequences (University of Chicago Press: Chicago 1988) 50-51; Wages also decrease in
real terms within ten years following a takeover, see Til Beckman and William Forbes, An examination of
takeovers, job loss and wage decline within UK Industry, (2004) 10(1) European Financial Management 141,
157-159.
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Thus, there is a need for research evidence that tests the relationship between takeovers and

Job losses in the twenty-first century.

Second, the board of directors typically consists of senior managers whom the bidding
company must approach before shareholders can be informed of the takeover offer. Research
evidence shows that senior management are at risk of losing their positions when a
company is taken over.?® However, most of the takeover cases studied are American. Thus,

there is a general lack of research on the impact of takeovers on senior management in the

UR.

Last but not least, suppliers want to retain the contractual relations they had with the
senior management team before the takeover. They are worried that there could be a
renegotiation or non-renewal of contract post-takeover. Empirical research has shown a
positive relationship between senior management turnover post-takeover and renegotiation
of supplier contracts.?’ However, there is insufficient evidence that directly links takeovers
to breach of supplier contacts. Furthermore, the research evidence is mainly based on

takeovers in the US.

Thus, although existing research evidence shows a positive relationship between takeovers
and the detrimental eftect on the interests of non-shareholding stakeholders such as
employees, suppliers and senior management, it suffers from two major shortfalls. First, the
research evidence is based on takeover cases before the twenty-first century thus there is a
need for research on the takeover activity in this century. Second, the research evidence is

predominantly American thus there is a need for UK based studies.

30 See Swarnodeep Homroy, Effect of Mergers and Acquisitions on CEO Turnover in Large Firms and SMES: A
Hazard Analysis (2012) Department of Economics, Lancaster University, 16-23; Jeffrey A Krug and Ruth V
Aguilera, Top Management Teams turnover in mergers and acquisitions (2005) 4(1) Advances in Mergers and
Acquisitions 121, 146-147.

31Vincent J Intintoli, Mathew Serfling and Sarah Shaikh, The Negative Spillover Effects of CEO Turnovers:
Evidence from Firm-Supplier Relations (2012), SSRN Working Paper Series, 17-28.
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In light of existing research evidence on takeovers and their impact on non-shareholding
stakeholders’ interests, it begs an important question: is the primacy afforded to
shareholders during justified? To answer this question, we need to go beyond empirical
studies on the extent to which takeovers impact on the interests of non-shareholding
stakeholders and enter a debate over shareholders’ interests versus other stakeholders’
interests. It is generally accepted that the role of'a company in a western capitalist system is
mainly to create wealth for its shareholders.?? However, a company depends on all its
stakeholders such employees to function. Thus, knowing the role of a company within a
western capitalist society will lead a greater understanding of the competing interests

within a company.

In order to judge on whether shareholder primacy can be justified, a study on the extent to
which takeovers impact on the interests of non-shareholding stakeholders is carried out.
These findings will inform the reform proposals which are targeted the board neutrality

rule, which is the source of shareholder primacy under UK takeover law.

This study focuses on takeovers rather than mergers for two reasons. First, a merger is a
friendly event to which both companies’ boards and shareholders are open to the
combination of resources. Both companies’ stock is surrendered and issued to the new
company that combines both into one entity. For example, the 1999 merger of
GlaxoWellcome and SmithKline Beecham meant that both companies ceased to exist thus

creating a new company called GlaxoSmithKline.??

Takeovers, on the other hand, normally occur when an offer for over 50 per cent of the

company’s stock is accepted by shareholders thus enabling the buyer to take up a

32 See pro-capitalist commentators such as Milton Friedman, Capitalism and Freedom (University of Chicago
Press: Chicago 1962) 12-16; Elaine Sternberg, The defects of stakeholder theory (1997) 5 (1) Corporate
Governance: An international Review 3, 6-8.

33 Loizos Heracleous and John Murray, The urge to merge in the pharmaceutical industry (2001) 19 (4) European
Management Journal 430, 431.
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controlling stake in the company. The board of the target company, subject to the approval
of shareholders, can elect to retain its distinct name and operations. Takeovers place the
board of directors in a position of negotiation over shareholders’ interests with the long-
term interests of the company and its non-shareholding stakeholders. As a result, studies
have shown that takeovers have a greater impact on non-shareholding stakeholders’

interests as compared to mergers.’*

Second, UK takeover law hands substantial decision making powers over the outcome of a
takeover bid to shareholders which allow them to determine the outcome of a takeover.
However, the issue goes beyond priority claims but whether giving shareholders decision
making powers undermines and increases the risk on non-shareholding stakeholders such as
employees. Mergers, on the other hand, do not involve control issues since it is a friendly
undertaking which both parties have negotiated and agreed to undertake. In a takeover
situation, some shareholders may approve the bidder with the highest offer and others may
reject the bidder despite the high premium due to concerns over the long-term health of the
company and its remaining stakeholders. Thus, studying takeovers would provide a good
understanding of the competing interests during takeovers and the motivations of

shareholders during the ofter period.

It seeks to understand the role played by shareholder primacy during the offer period and
whether it contributes to the impact on non-shareholding stakeholders’ interests post-
takeover. Since only the target company shareholders have primacy in a takeover situation,

this study focuses on the target company.

3 See for example, on senior management turnover Swarnodeep Homroy, Effect of Mergers and Acquisitions
on CEO Turnover in Large Firms and SMES: A Hazard Analysis (2012) Department of Economics, Lancaster
University, 16-23; on employee jobs see Klaus Gugler and Burcin Yurtoglu, The effects of mergers on company
employment in the USA and Europe (2004) 22 (4) International Journal of Industrial Organization 481, 493—-497.
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Thesis layout

This thesis i1s broken down into seven main chapters. Chapter one explains the
tundamentals of takeovers. The rationale for studying takeovers is explained. The chapter
focuses on explaining shareholder primacy under takeover law and the interests of non-
shareholding stakeholders. It also explains the methodologies used in this research and any
challenges encountered. This chapter is important because it explains why it was
worthwhile to study the impact of takeovers on company stakeholders and what the study

aims to achieve.

Chapter two reviews research evidence on takeovers and the impact on employees, senior
management and suppliers’ interests post-takeover. This chapter is important because it
reviews the important literature that has made a significant contribution to the topic. In the
end, it highlights the gaps in existing research literature that this study aims to fill. This

chapter is important because it provides the foundations of this study.

Chapter three examines the changing role of a company in society from its pre-twentieth
century conception to the modern view. It is argued that although shareholders are the
legitimate decision makers in law and business practice, a modern company has greater
social responsibility as compared to a pre-twentieth century company. Thus, policy makers
should intervene and impose social responsibilities, if they cannot be voluntarily achieved.
In this chapter, the role and function of a company as an agent of capitalism is discussed.
This brings into consideration the financial interests of shareholders and their property
rights but also the social role of the company as well as modern challenges such as investor
short-termism. This chapter helps us to understand why non-shareholding stakeholders’
interests deserve protection despite shareholders being the legitimate decision makers

under the western capitalist model.
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Chapter four provides two case studies that present findings on the impact of takeovers on
employees, senior management and suppliers. The two companies studied are Cadbury and
Corus. The takeover cases were selected because shareholders were required to decide on
the outcome of a takeover bid despite uncertainty over the long-term interests of other
stakeholders such as employees. This chapter also provides evidence on the behaviours of
shareholders during the takeover process which is essential to understanding the role of

shareholder primacy during takeovers

Chapter five analyses and discusses the findings from the case studies, which is a logical
tollow up of the preceding chapter. Although chapters four and five should ideally be
together, they have been separated to avoid having an extremely long chapter that is too
difficult to read. The content and purposes of both chapters is also different; with chapter
four presenting the findings and chapter five providing an analysis and discussion. Thus

separating them can be justified on those two grounds.

First and foremost, chapter five analyses the evidence from the Cadbury and Corus
takeovers to determine the degree of impact on the board of directors, employees (including
senior management) and suppliers. It finds that all three stakeholders had their interests
negatively impacted on by the takeovers. Second, it analyses evidence from the Cadbury and
Corus takeovers on the role of shareholders during the takeover process. The findings from
the case studies support established research evidence that target company shareholders
earn a premium from takeovers. The findings also show that short-term investors or
arbitrageurs buy up the target company’s shares in hope of a profit once the deal is finalised.
This has a major influence on the ability of the board and long-term shareholders (those
who hold shares prior to a public announcement of the takeover offer) to prioritise the long-
term interests of the company such as employee jobs. Furthermore, it shows that since

short-term shareholders such as hedge funds are set up to make profit for their beneficiaries,
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this makes it unlikely that they would overlook their core objective when faced with a high
premium for their shares despite putting the target company’s stakeholders in a potentially

risky position.

Chapter six considers the reform proposals. The proposals are targeted at Rule 21 of the
Takeover Code 2013, which is the source of shareholder primacy under UK takeover law. In
light of the evidence in part one showing a relationship between takeovers and a
detrimental eftect on the interests of employees, suppliers and senior management, as well
as the influence of short-term investors on the outcome of the takeover bid, two
alternatives to the current model of takeover regulation are proposed and critically
evaluated. These are: (1) disenfranchisement of short-term shareholders’ voting rights and
(2) adoption of a board centric model of takeover regulation such as the US Delaware model.
The latter would mean abolition of Rule 21 and thus allowing the board to put measures in
place to frustrate a takeover they believe is not in the long-term interest of the company.
The proposal to disenfranchise the voting rights of short-term shareholders was part of the
consultation leading up to the 2011 amendments to the Takeover Code but was
subsequently rejected by the Takeover Panel.?® Variations to this proposal are considered

on the basis that they offer a less drastic and more appropriate reform solution.

The chapter concludes that there is insufficient evidence to justify a fundamental change of
UK takeover law to either a multi-tier voting rights or a board-centric model. The solution
is to give incentives to shareholders to think and act long-term such as strengthening the

stewardship obligations under the Stewardship Code 2012.

Finally, chapter seven provides a summary of the thesis and closing remarks, which is a
logical follow up of the preceding chapter. Although both chapters should ideally be

together, uniting them would have resulted in a chapter that is too long and unworkable.

35 Takeover Panel, Response Statement to the Consultation Paper on Review of Certain Aspects of the
Regulation of Takeover Bids (RS 2010/22, October 2010) para 4.4.
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The content and purposes of both chapters is also different; with chapter six evaluating the
reform proposals and chapter seven summarising the findings and putting the research

goals into context. Thus separating them can be justified on those two grounds.

Chapter seven brings together the various strands of argument throughout the thesis. The
research questions are examined in light of the findings and remarks over the
recommendations for reform are given. The aim is to test whether the goals of this study
have been achieved and to explain the contribution the study has made to research
literature. The main conclusion reached is that takeovers have a detrimental effect on the
interests of employees, the board of directors and suppliers but more empirical work,
especially in relation to the interests of suppliers, is needed. Due to a lack of sufficient

evidence, reform to shareholder primacy under takeover law is deemed to be unjustified.
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Chapter 1: The fundamentals of takeovers

1. Introduction

Since the turn of the twentieth-first century, the UK has remained a major attraction to
foreign companies in pursuit of takeover targets. Statistics from the Office of National
Statistics (ONS) covering a period of ten years from 2001 to 2011 indicate that over 2400

UK companies were taken over by foreign companies during that period.

Table 1: Transactions in the UK by foreign companies between 2001 and 2011

Acquisitions
Annual Number Value
2001 162 24,382
2002 117 16,798
2003 129 9,509
2004 178 29,928
2005 242 50,280
2006 259 77,750
2007 269 82,121
2008 252 52,652
2009 112 51,984
2010 212 356,643
2011 206 32.014

Source: Office for National Statistics (2012)



This means that on average 240 foreign acquisitions were taking place each year in the UK.

That is testament to a buoyant takeover market that shows no sign of stopping.

The high interest in the UK companies has resulted in many household brands falling into
the hands of foreign companies. Some of these brands include Cadbury which was taken
over by Kraft Inc. in 2011 in a deal worth £11.9 billion.! The loss of an iconic British brand
with a 186 year heritage to a foreign company brought public outcry, more-so that
Cadbury’s board of directors stated from the beginning that the takeover would make “no

strategic or financial sense”.?

Despite the loss of iconic brands, the UK has had billions of pounds flowing into its
economy due to the foreign direct investment (FDI) made through takeovers. Direct
investment is an investment that adds to or acquires a lasting interest in an organisation
operating in an economy.® FDI normally covers three types of outward investments: (1) a
company establishes a branch or subsidiary in a foreign country and injects capital (also
known as greenfield investments); (2) a company buys or sells the equity of a foreign
company (M&A activity); and (8) a company injects additional capital into an existing
foreign subsidiary. * Although all three types bring investment into the country, of

particular interest in this thesis, is M&A activity and its contribution to the UK economy.

The Organisation for Economic Co-operation and Development (OECD) study into foreign

acquisitions and its impact on economies found that M&A FDI accounts for an estimated 80

! Graham Ruddick, Kraft agrees to buy Cadbury for 11.9bn, The Telegraph (19 October 2010).

2 David Jones, Cadbury stresses Kraft bid makes no strategic sense, Reuters (25 September 2009).

3Definition taken from the Office for National Statistics (Foreign Direct Investment: Background notes, First
Released, 2005).

4 Richard H Kreindler, The Law Applicable to International Investment Disputes (The United Nations Conference
on Trade and Development (UNCTAD), 2003) 3 EDM/Misc.232/Add.5; Nigel Driffield, Jim Love, Sandra Lancheros
and Yama Temouri, How attractive is the UK for future manufacturing foreign direct investment (Foresight:
Government Office for Science 2013) 5 and 8-12.



per cent of the total FDI among OECD countries.® Similarly, it is estimated that in
developing countries, the contribution of M&A on FDI had increased from 10 per cent in
1980 to a third by 2000.¢ The increasing influence of M&A FDI on economies was credited
to privatisation in developing countries and the opening up of domestic sectors to foreign
investors.” In the UK, a significant proportion of FDI flow is accounted for by large
multinational acquisitions. For example, in 2005, a transaction involving Shell between the

Netherlands and UK accounted for 45 per cent of the FDI inflow in the UK that year.?

However, there is no evidence that FDI through M&A activity brings in money which
contributes to economic growth.? This is because most of money used to takeover
companies ends up in the hands of shareholders, who in most cases, widely dispersed all
over the world.'® Thus, dispersed share ownership damages the relationship between inflow
and growth. Despite that, foreign M&A activity benefits the economy through technological
spillovers that help local firms to create a more competitive business environment,

promotion of total factor productivity and capital investment in local firms. !!

Takeovers are often the preferred form of investment for entering foreign markets
particularly in markets with high barriers to entry. For example, before Tata Steel decided

to make a takeover offer for Corus Steel in 2007, they were locked in merger negotiations.!?

5 Stephen Thomsen, International Investment Perspectives: Freedom of investment in a changing world' (2013)
OECD, ch 4.

6 Calderon Cesar, Norman Loayza and Luis Serven, Greenfield foreign direct investment and mergers and
acquisitions: feedback and macroeconomic effects (2004) World Bank Policy Research Working Paper 3192,
Washington, DC. 15.

7 Basu Parantap, Chandana Chakraborty and Derrick Reagle, Liberalization, FDI, and Growth in Developing
Countries: A Panel Cointegration Approach (2003) 41(3) Economic Inquiry 510, 513-515.

8 Grahame Allen and Aliyah Dar, Foreign Direct Investment (House of Commons Library briefing paper, London
2013) SN/EP/1828 at 3.

° Miao Wang and Sunny Wong, What Drives Economic Growth? The Case of Cross-Border M&A and Greenfield
FDI Activities (2009) 62 (2) Kyklos 316. The researchers conclude that: “Based on data for 84 countries from
1987 to 2001, our results indicate that the growth effect of M&As is negative” at 328.

10 See Chapter 4.1.3 on share ownership in Cadbury.

" Hans Christiansen and Mehmet Ogutcu, Foreign Direct Investment for Development: Maximising Benefits,
Minimising Costs (2002) OECD working paper. 4-8.

12 Rajesh B Kumar, Mega Mergers and Acquisitions: Case Studies from Key Industries (Hampshire: Palgrave
Macmillan, Basingstoke 2012) 207.



This is because being a much smaller company as compared to Corus, Tata Steel had
estimated that it would take them longer to realise the economic benefits sought by
operating in Europe as compared to buying a company that is already established in the

region.!?

There are many motives for choosing to take over an overseas company. The most often
cited motives include access to a wider customer base, diversification of investment and
tinancial stability.'* This is likely to create synergies by combing the resources of the two
firms and as a result generating more wealth for shareholders. Furthermore, operating in
different markets could give the company more financial security in case its domestic
market experiences instability or becomes saturated due to factors such as high
competition.!? Foreign acquisitions could also be driven by a need to get new technologies.!¢
This commonly arises when a foreign investor acquires a local firm specifically for its

technological capabilities.

Due to the benefits of foreign acquisitions, the UK has seen its companies venturing
overseas in pursuit of foreign targets. ONS statistics in Table 2 indicate that over 100

toreign takeovers were being made each year by UK companies between 1987- 2013.

13 However, sometimes takeovers are preferred even in the absence of barriers to entry for logistical or financial
reasons, Jrisy Motis, Mergers and Acquisitions Motives Toulouse School of Economics (2007) University of Crete:
Working Paper, 8-11.

1% Ibid 3-9.

15 Miklos Koren, Financial Globalization, Portfolio, Diversification, and the Pattern of International Trade (2003)
Department of Economics, Harvard University, 28.

16 Shireen Alazzawi, Foreign direct investment and knowledge flows: evidence from patent citations (2004)
University of California, working paper, 6.



Table 2: Outward: Number of acquisitions by UK companies between 1987 and 2013

Year
1987 431
1988 648
1989 681
1990 586
1991 550
1992 679
1993 521
1994 422
1995 365
1996 442
1997 464
Date
1998 569
1999 590
2000 557
2001 371
2002 262
2003 243
2004 305
2005 365
2006 405
2007 441
2008 298




2009 118
2010 199
2011 286
2012 122
2013 58

Source: Office for National Statistics (2014)

However, based on Table 2, since the peak of 1989 when 681 acquisitions were made
abroad, the number of foreign acquisitions has been on a gradual and sustained downward
trend. In 2013, only 58 foreign acquisitions were made by UK companies, marking a record
low. In contrast, Table 8 shows that during the same period, acquisitions of UK companies

by overseas companies were stable, averaging 184 acquisitions per annum.

Table 3: Acquisition of UK companies by foreign companies between 1987 and 2013

Inward : Number of acquisitions
Year
1987 61
1988 99
1989 168
1990 143
1991 146
1992 210
1993 267
1994 202
1995 131
1996 133




1997 193
1998 252
1999 252
2000 227
2001 162
2002 117
2003 129
2004 178
2005 242
2006 259
2007 269
2008 252
2009 112
2010 212
2011 287
2012 161
2013 141

Source: Office for National Statistics (2014)

Thus Table 3 illustrates that the UK continues to be an attractive location for foreign
companies in pursuit of takeover targets while fewer UK companies are targeting their

foreign counterparts.

Given the rising number of UK companies being taken over each year by foreign companies,
it is important to appreciate the important role played by takeover law in regulating the

conduct of the target companies during the takeover process.



1.1. The Takeover Code: The source of shareholder primacy

Takeovers in the UK are regulated by the Takeover Code 2013, which is administered by
the Panel on Takeovers and Mergers (the Takeover Panel). The Panel is charged with
overseeing and regulating transactions that the Takeover Code governs, including the
bidding process. As the regulatory watchdog on M&A, the Takeover Panel has a powertful
voice with companies and the government, thus giving substantial weight on its
recommendations for any changes to the Takeover Code.'” Furthermore, since its founding
in 1968, it has maintained the view that shareholders are the owners of the company and
should be entitled to receive bids and make a decision over them. However, being a
statutory body, it does not have the legal power to enforce its decisions thus they are

subject to judicial review.!®

The Takeover Code is based on six General Principles, which are essentially statements on

standards of commercial behaviour. These are:

General Principles 1: All holders of the securities of an offeree company of the same class must be
afforded equivalent treatment; moreover, if a person acquires control of a company, the other holders

of securities must be protected. Shareholder equality is reflected throughout the Code.

General Principle 2: The holders of the securities of an offeree company must have sufficient time
and information to enable them to reach a properly informed decision on the bid; where 1t advises the
holders of securities, the board of the offeree company must give its views on the effects of
tmplementation of the bid on employment, conditions of employment and the locations of the company’s
places of business. The code sets a bid timetable designed to allow sufficient time for all
particulars to be discussed while at the same time deterring companies from being subject to

an unduly long periods of siege.

17 Mathew Curtin, Evolution, Not Revolution, for U.K. Takeover Rules (2010) Wall Street Journal, October 21.
18 R v. Panel on Take-overs and Mergers, ex p Datafin plc [1987] QB 815



General Principle 8: The board of an offeree company must act in the interests of the company as a
whole and must not deny the holders of securities the opportunity to decide on the merits of the bid.

This is essentially an articulation of the board neutrality rule.

General Principle 4: False markets must not be created in the securities of the offeree company, of the
offeror company or of any other company concerned by the bid in such a way that the rise or fall of the
prices of the securities becomes artificial and the normal functioning of the markets is distorted. The
Financial Conduct Authority (FCA) the principal regulator of the securities market in UK
but from the beginning of a takeover bid until it becomes unconditional, the Panel works
with the FCA to avoid the creation of false markets for the securities of the bidder and

target.

General Principle 5: An offeror must announce a bid only after ensuring that he/she can fulfil in
Sull any cash consideration, if such is offered, and after taking all reasonable measures to secure the
tmplementation of any other type of consideration. The Code seeks to ensure that bidders have

sufficient resources to complete the bid and therefore committed to the cause.

General Principle 6: An offeree company must not be hindered in the conduct of its affairs for longer
than is reasonable by a bid for its securities. The takeover code establishes a rigid timetable

which is 109 days from posting an interest in taking over the target company.

These principles reflect the collective opinion of those professionally involved in the field of
takeovers in regards to appropriate business standards. In addition, the Takeover Code
contains a series of rules that govern the conduct of both the target and bidding company.

The 38 rules are effectively expansions of the general principles.



Following the implementation of the Takeovers Directive!'® by means of Part 28 of the
Companies Act 2006, the rules set out in the Takeover Code achieved a statutory basis. The
statutory changes brought about by the Takeover Directive were much expected for two
major reasons: (i) the Takeover Panel was heavily involved in the formulation of the
Takeover Directive and the UK Takeover Code was seen as a blueprint on which other
Member States should develop their laws,?° and (ii) by 1987, the government was already
considering putting the takeover panel on a statutory footing.?' Due to the Takeover
Panel’s involvement, the Directive ended up reflecting the takeover regime in UK at the

time of its implementation.

For example, when Article 9 of the Takeover Directive (on the board neutrality rule)
received statutory basis under section 943, it was already established under rules 2 and 8 of
the Takeover Code 2002. After implementation of the Directive, the rules were reinstated
under General Principles 4 and 5 of the Takeover Code 2006 (now General Principles 3 of

the Takeover Code 2013 following the 2011 reforms).

Prior to the implementation of the Takeover Directive, the Takeover Panel’s powers did not
derive from any statute and the Takeover Code did not have the force of law. Now the
Takeover Code works in conjunction with the Companies Act 2006. The Takeover Code

comes into play at the onset of any M&A, to regulate the conduct of the target company and

the bidder.

The Takeover Code permits shareholders to determine the outcome of a takeover bid. This

right is enshrined under Rule 21 of the Takeover Code, the so-called board neutrality rule.

Rule 21.1(a) states that:

19 Takeover Directive (2004/25/EC). The Takeover Directive came into force on 6th April 2007. It replaced The
Takeovers Directive (Interim Implementation) Regulations 2006 (IS 1183/2006).

20 Geoffrey Morse, Charlesworth’s Company law’ (17th ed, Sweet & Maxwell, 2005) 676.

21 Takeover Panel on Takeovers and Mergers, Report on the Year ended 31 March 1987.
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“During the course of an offer, or even before the date of an offer, the board must not,
without the approval of the shareholders in general meeting, take any action which may
result in any offer being frustrated or in shareholders being denied the opportunity to

decide on its merits”

Rule 21 requires directors not to do anything with the eftect of frustrating a takeover bid,
unless shareholders approve it by a majority at the time of the takeover. The board
neutrality rule stands even when the board has reasons to believe that a takeover is not
good for the company in the long-run. Directors must rely on their consultation powers to
persuade shareholders through informed and reasoned arguments that the offer is too low
or the bidder may have ulterior motives that are bad for the company.?? However, there are
no guarantees that shareholders will abandon the opportunity to sell their shares to the

bidder based on the advice of the board.

Due to Rule 21, shareholders are elevated from their position as financiers to decision
makers. Although a takeover is essentially a decision over ownership in the company to
which shareholders in the general meeting should have a final say, it is also a strategic
management decision that would have an impact on the long-term interests of the company
and other stakeholders. Thus, if a company is viewed as a purely economic entity set up to
serve the interests of its members then shareholders’ decision making powers enshrined
under Rule 21 should not be challenged. However, if viewed as a social entity then this calls

for a more stakeholder friendly approach to takeovers.

As a result, Rule 21 is the source of shareholder primacy under UK takeover law because it
invites shareholders to make a decision on the strategic direction of the company.?* By

having the power to decide on such an outcome, shareholders find themselves in control

22 Takeover Code 2013, Rule 3.1.
23 David Collison, Stuart Cross, John Ferguson, David Power & Lorna Stevenson, Shareholder Primacy in UK
Corporate Law: An Exploration of the Rationale and Evidence' (2011) ACCA Research Report 125, 77.

11



over the company’s immediate fate. For example, in 2004, the American businessman
Malcolm Glazer made an attempt to buy Manchester United Football Club but the bid was
resented by the board because of the large amount of borrowing attached to it.2* Since the
club’s board had refused to recommend the bid to their shareholders, the Glazers pursued a
hostile takeover by approaching the club’s shareholders directly for their shares. The
shareholders agreed to sell despite the recommendations of the board not to sell. The
shareholders were able to ignore the board’s advice because when a takeover is successful, it
is a private contract between individual shareholders and the acquiring company that takes
place rather than an agreement between the decision makers in the company. Thus, the
board neutrality rule places directors in a difficult position in regards to the protection of

non-stakeholders’ interests.

Furthermore, the prohibition against takeover defences applies only to takeover defences in
relation to an imminent takeover. This means pre-bid defensive tactics fashioned by the
target board are not caught by Rule 21. However, directors’ duties under the Companies
Act 2006 would limit the effectiveness of such defences.?’ Directors must make sure that
their actions promote the success of the company and are conducted for a proper purpose.?¢
In regards to the latter, the articles of association of large companies normally give
directors broad discretionary powers. The proper purpose rule serves to limit their
discretionary powers in cases where they go against the interest of the company. Case law
demonstrates that takeover defensive actions could be caught by the proper purpose rule if
their purpose is illegitimate or not in the interest of the company.?” Thus, company law

rules make it difficult for boards to fashion takeover defences pre-bid.

24 Bose Mihir, Manchester Disunited: Trouble and Takeover at the World’s Richest Football Club (Aurum Press,
London 2007) 81.

25 Companies Act 2006, Sections 171-177.

26 Section 172 the duty to promote the success of the company and Section 171(1) the proper purpose rule.

27 The two leading cases on allotment of shares to defeat a takeover are Hogg v. Craphorn [1967] Ch. 254 at
265; [1966] 3 W.L.R. 995 and Howard Smith v. Ampol Petroleum Ltd [1974] A.C. 821 PC (Australia).
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However, despite the continued operation of the board neutrality rule under takeover law,
academic scholarship is divided on the issue of takeover defences. Those in support of non-
frustration rules argue that a system that prevents the board from frustrating a takeover bid
can be justified on two grounds. First, it supports the principle of free transferability of
shares?® and second, directors’ actions may be tainted by self-interest instead of maximising
shareholder value.?? The two justifications are grounded in the management entrenchment
hypothesis which centres on the view that any takeover defence is likely to increase
managerial job security and control in the company at the expense of shareholder value.>°
On those grounds, it supports shareholder primacy during takeovers. Professors
Easterbrook and Fischel argue that it is fundamental to the efficient workings of the
takeover market that shareholders should be able to sell their shares without managerial
intrusion.®! This is premised on the view that takeover defences in the UR are heavily
restricted by what seems to be a prevailing attitude by businesses and lawmakers that

takeovers are beneficial and even if not actually encouraged, they should not be stifled.*?

The shareholder agent hypothesis, on the other hand, supports adoption of takeover
defences as a means of increasing shareholder value by putting trust in the board of
directors. 3 Professor Kershaw provides three justifications for the shareholder agent
hypothesis.?* First, the board may be in a better position to understand the true value of the

company, which may not be reflected in the share price, such as research and development

28 paul Davies, Gower and Davies’ Principles of Modern Company law (Sweet & Maxwell, London, 2008) 962.

2% The High Level Group of Company Law Experts, Report of the High Level Group of Company Law Experts on a
Modern Regulatory Framework for Company Law in Europe (Brussels, 4 November, 2002) 21
<http://www.ecgi.org/publications/documents/report_en.pdf> accessed 2 July 2014.

30 George O Barboutis, Takeover defence tactics: Part 1: the general legal framework on takeovers (1999) 20 (1)
Company Lawyer 1, 2-3.

31 Frank H Easterbrook and Daniel R Fischel, The Proper Role of a Target’'s Management in Responding to a
Tender Offer (1981) 94 (6) Harvard Law Review 1161, 1195-1199.

32 See Company Law Committee of the Law Society, Response to the Department of Trade and Industry
Consultation (April 1996) on the Thirteenth Directive on Company law concerning takeover bids, para 1.5 and
9.3.

33 Ibid para 93.

34 David Kershaw, Company law in context: Text and Materials, (2" edn, Oxford University Press, Oxford 2012)
107. Chapter on The Market for Corporate Control.
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(R&D) projects, as compared to shareholders. Second, takeover defences would give time
and power to the board to find alternative bidders thus increasing competition and the offer
price. Third, takeover defences would enable to board to deter bidders who may not have
the company’s best interests at heart and at the same time serve the interests of all company

stakeholders.

Furthermore, although academic scholarship provides a case for the removal of the takeover
defence prohibition, the arguments are overshadowed by the issue of directors’ self- interest.
It is difficult to guarantee that armed with the defensive powers, the directors would not use
them to serve their own interests by negotiation high severance payments with the bidders
before approving the bid or rejecting a value maximising bid due to the risk of being ousted

from their positions.

Given the discretion enjoyed by shareholders during takeovers, it is not surprising,
therefore, that the takeover of Cadbury in 2010 raised important questions over shareholder
primacy under UK takeover law. The public outcry that accompanied the takeover brought
a debate on whether takeover rules in the UK are biased towards the needs of
shareholders.?> The questions surrounded the continued imposition of a rule which prevents
the board from frustrating takeovers, even ones which the board unanimously agrees is in

direct conflict with the long-term interests of the target company.

1.2. Shareholder primacy and the growing policy concern

After carrying out a review of the Takeover Code in 2009, the Takeover Panel concluded
that it had become “too easy” for takeovers to succeed, and that “hostile offerors have, in

recent times, been able to obtain a tactical advantage over the offeree company and its

35 Michael R Patrone, Sour Chocolate? Cadbury/Kraft and the 2011 Proposed Amendments to the UK Takeover
Code - A Call for Further Research (2011) 8 BYU International Law & Management Review 64, 64-65; Rhys
Pippard, A Takeover Too Far Can the UK prohibition on board defensive action be justified any longer? (2011)
SSRN Working Paper, 4.
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shareholders.”¢ This led one American scholar to question: “why is the United Kingdom so
married to the idea of the board neutrality rule if its own takeover watchdog unequivocally

states that it places companies at a disadvantage?”37

The role of shareholders during takeovers was reviewed in Parliament by the Business,

Innovation and Skills Committee following the takeover of Cadbury, and it reported that:

“['TThe takeover of Cadbury by Kraft has highlighted a number of important issues in
respect of the way in which foreign takeovers of UK companies are conducted. It has been
the catalyst for a wider debate, both in government and in the City, about how takeovers are
conducted... Recent experience of the behaviour of boards and shareholders in situations
ranging from....the Kraft acquisition of Cadbury indicate that it is time to reconsider many

aspects of corporate governance”.s

The Deputy Secretary General of the trade union Unite, Jack Dromey, told the Business,

Innovation and Skills Committee BIS Committee that:

“[17t simply cannot be right that in the way the market works good companies can be
subject to predatory bids that put at risk the real economy and the public interest with no
regard for workers, local communities and suppliers. Instead of responsible shareholder

capitalism what we have now at its most obscene is nanosecond trading”3?

Similarly, the Takeover Panel concluded in their response to a public consultation on

takeovers in 2010 that “the outcome of ofters, and particularly hostile offers, may be unduly

36 The Takeover Panel, Consultation Paper Issued by the Code Committee of the Panel: Review of Certain Aspects
of the Regulation of Takeover Bids (RS 2010/22, October 2010).

37 Michael R Patrone, Sour Chocolate? Cadbury/Kraft and the 2011 Proposed Amendments to the UK Takeover
Code - A Call for Further Research (2011) 8 BYU International Law & Management Review 64, 83.

% House of Commons, Business, Innovation and Skills Committee, Mergers Acquisitions and Takeovers: the
Takeover of Cadbury by Kraft, Ninth Report of Session 2009-2010 (HC 234, Published 6 April 2010) 27.

3% Ipid 22.
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influenced by the actions of so-called short-term investors”.*® Short-term investors were
criticised for investing in companies merely to make a quick profit and paying little regard
to non-price related factors such as employee jobs. Thus, there is a general concern among
policy makers and some academics that shareholder primacy increases undue risk on non-

shareholding stakeholders.

Due to concern over shareholder primacy, in March 2011, the Takeover Panel published
and invited comments on its proposed changes to the Takeover Code 2006. Following a
response paper published in July 2011, the amendments to the Takeover Code took eftect on
19 September 2011.*! Despite putting a number of safeguards to protect the interests of
employees,*? Rule 21 was not reformed. Thus shareholders continue to enjoy primacy over
the takeover process and the perceived disadvantages of the board neutrality rule still

prevail.

There were mixed responses to the proposed amendments to the Takeover Code in 2011.
Vince Cable, the Business Secretary, observed that the Takeover Panel’s recommendations
did not go far enough in restricting the influence of shareholders such as hedge funds who
tend to be interested in short-term gain with little regard to the interests of non-
shareholding stakeholders.*® However, the Institute of Directors welcomed the approach
taken by the Takeover Panel that it “erred on the side of caution” by not reforming Rule

21.%** Thus, reform to shareholder primacy is not supported by everyone, especially the

40 The Takeover Panel, response statement to Public Consultation Paper PCP 2010/2: Review of certain aspects of
the regulation of takeover bids (London, October 2010).

41 The Takeover Panel, Reviews of Certain Aspects of the Regulation of Takeovers Bids: proposed amendments to
the Takeover Code (March 2011); The Takeover Panel, A review of the 2011 Amendments to the Takeover Code
(November 2012).

42 See the discussion in Chapter 5.4.1.3 on employee protection following the 2011 amendments to the
Takeover Code.

43 Elizabeth Rigby, Vince Cable plans to toughen up takeover rules, Financial Times (13 July 2014).

4 Institute of Directors, loD reacts to review of Takeover Code (Press Release, 21 October 2010).

16



business community. This has major implications for the law reform proposals on reducing

shareholder primacy advanced in Chapter 6.

Given the growing concern amongst academics and policy makers over shareholder
primacy, it is important to obtain evidence on the actions of shareholders during takeovers
and its influence the takeover. Such evidence is provided in Chapter 5 while the views of the
business community are explored in Chapter 6 before discussing the reform proposals. The
next step is to explore three important aspects: (1) the motivations behind takeovers, (2)
whether shareholders make substantial gains from takeovers and (3) why a company may

become a takeover target.

1.3. Takeovers: risks and gains

Takeover deals for UK companies often involve large sums of money. The Cadbury

takeover, worth A£11.9 billion, was one of the biggest takeovers in the past decade.

Table 4: Ten biggest takeovers of UK listed companies in terms of value by foreign

companies between 2001 and 2011

Target Acquirer Nationality Year Value (Billions)
£

02 Telefonica Spain 2005 18

Cadbury Plc Craft Inc USA 2011 11.9

Alliance Boots KKR USA 2007 11.1

British Aviation | Ferrovial Spain 2006 10

Authority

(BAA)

Powergen E.on Germany 2002 9.6
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ICI Akzo Nobel NV | Dutch 2008 8

Thames Water | RWE Germany 2001 4.8

Corus Steel Tata Steel India 2006 4.3

P&O Dubai Ports | United Arab | 2006 3.9
World Emirates (UAE)

Jaguar Tata India 2008 1.15

Source: Office for National Statistics (2012)

As shown in Table 4, the Cadbury deal is dwarfed by the £18 billion takeover of a UK
based company called 02 by Telefonica, a Spanish media company. The smallest of the top
ten deals was the £1.15 billion takeover of Jaguar by an Indian company called Tata. The
sheer size of these deals begs three important questions: What are the motivations behind

these takeover deals? Who stands to gain? And when is a company at risk of a takeover?

a) Motivations behind takeovers

First and foremost, in regards to motivations behind takeovers, neo-classical theorists
believe that takeover activity is motivated by synergy benefits.*> Synergy is characterised as
the ability of two or more entities to generate greater value by working together than when
operating separately. As a result, the value of the merged firm would be greater than the
sum of two individual firms.*® However, other studies have found that synergy eftects are
sought after in 80 per cent of cases.?” This is because factors such as job security and
motivational perks play an important role in the decision to undertake restructuring action

such as a takeover.

4 Kent H Baker and John R Nofsinger, Behavioural Finance: Investors, Corporations, and Markets (Wiley John &
Sons, New Jersey 2010) 494.

46 Gordon Walter and Jay Barney, Research Notes and Communications: Management Objectives in Mergers
and Acquisitions (1990) 11 (1) Strategic Management Journal 79, 82-83.

4 Timothy J Galpin and Mark Herndon, The Complete Guide to Mergers and Acquisitions: Process tools to
support M&A integration at every level, 2nd edn (Wiley John & Sons, New Jersey 2007) 149.
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Behavioural finance theorists offer support to the neo-classical argument that the motive
behind takeover activity is a search for new technology and financial resources.*® The
theory posits that managers are not rational in their decision making and often seek to
benefit themselves by taking over other companies. This is supported by the agency theory
which is premised on the view that managers do not always act in the best interest of their
shareholders due to the separation of ownership and control in public companies (the

agency theory is subject to further analysis in Chapter 2.4.2).*

b) Managerial performance and the takeover risk

Second, in regards to the risk of a potential takeover, empirical evidence has shown that
companies face a higher risk of being taken over if their performance lags behind industry
benchmarks. ¢ This disciplinary mechanism is referred to as the market for corporate
control because it theoretically pushes management to work for the benefit of the company
in order to avoid a situation where the company becomes a takeover target due to poor
performance.®! It also deters management from pursuing their own interests through the
threat of job loss and damage to their reputation.’? This makes the market for corporate

control a good supplement to failing internal governance structures.

However, the monitoring role of the market for corporate control is subject to question. A
UK based study found that takeovers do not perform their disciplinary role because

directors from both badly performing and well performing companies are ousted from their

48 Jarrad Harford, What drives merger waves (2005) 77 (3) Journal of Financial Economics 529, 553-557.

4 Michael C Jensen, Agency costs of free cash flow, corporate finance and takeovers (1986) 76(2) American
Economic Review 323, 323-324.

50 Susanne Trimbath, Halina Frydman and Roman Frydman, Corporate Inefficiency and the Risk of Takeover
(2000) Economic Research Reports from CV Starr Center for Applied Economics Working Paper 00-14, 18-34.

51 Henry G Manne, Mergers and the Market for Corporate Control (1965) 73 (2) Journal of Political Economy
110, 112-114.

>2 David Scharfstein, The Disciplinary Role of Takeovers (1988) 55 (2) Review of Economic Studies 185,185- 186.
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positions indiscriminately following a takeover.?® Another UK based study concluded that
there is limited evidence that takeovers “play an important role in reversing the non-value
maximizing behaviour of target companies.”** They examined pre and post takeover
performance of companies taken over in the UK between 1985 and 1996. They found that
70 per cent of the acquired companies were not badly managed or underperforming. They
also found that the acquiring companies were not necessarily better performers as compared
to the target companies in terms of profit levels. Thus, the research evidence shows that all

companies are subject to the market for corporate control regardless of their performance.

c) Takeovers and shareholders” wealth

Third and lastly, it is important to determine whether takeovers create value for
shareholders. Existing empirical evidence shows that takeovers deliver lower shareholder
value to the acquiring company’s shareholders as compared to the target company’s
shareholders. A study conducted in the US reviewed 13 previous studies on shareholder
returns around the takeover announcement date. They found excess returns of 30 per cent
to the target company’s shareholders in successful takeovers but only 4 per cent for the

bidding company’s shareholders.?>

Another American based study reviewed the results of 663 takeovers made between 1962
and 1985. They found that premiums for target company shareholders averaged around 30
per cent.’® However, the study found a decline in excess returns to the acquiring company’s

shareholders from 4.4 per cent in the 1960s to 2 per cent in the 1970s and finally to -1 per

>3 Julian Franks and Colin Mayer, Hostile takeovers and the Correction of Managerial Failure (1996) 40 (1)
Journal of Financial Economics 163,171-177.

54 Andrew Cosh and Paul Guest, The Long-run Performance of Hostile Takeovers: UK Evidence (2011)ESRC
Centre for Business Research, University of Cambridge Working Paper 215, 2 and 30.

%5 Michael C Jensen and Richard Ruback, The Market for Corporate Control: The scientific evidence (1983) 11 (1)
Journal of Financial Economics 5, 4.

%6 Gregg A Jarrell, James A Brickley and Jeffry M Netter, The Market for Corporate Control: The Empirical
Evidence since 1980 (1988) 2 (1) Journal of Economic Perspectives 49, 51-52.
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cent in the 1980s. This clearly indicates that the target company’s shareholders stand to

gain more from takeovers as compared to those of the bidding company.

Two studies published at the turn of the twenty-first century on shareholders’ returns
during takeovers support the conclusions reached in the 1980s and 1990s. A study of
takeovers cases between 2000 and 2004 found that takeovers fail to deliver value for the
acquiring company’s shareholders while the target company’s shareholders earn substantial
returns. °” Another study found that the acquiring company’s outgoing shareholders
expected returns were negative as compared to 9 per cent expected returns for the target
company’s shareholders.’® Other studies also found a strong relationship between takeovers

and negative long-run returns to the acquiring company. %

The strong empirical evidence which shows that acquirers’ returns are significantly reduced
post-takeover led some researchers to conclude that takeovers destroy shareholder wealth
because outgoing shareholders leave with windfalls while the acquiring firm is left
financially badly off.° Some researchers went as far as questioning the rationale behind
takeovers by concluding that the “acquiring firm’s strategy of growing through acquisitions

seems no longer sustainable”.6!

Both the acquired and acquiring company have to shoulder the excess gains of outgoing

shareholders through greater debt which directly impacts on the interests of all remaining

57 Sudi Sudarsanam, Creating value from Mergers and Acquisitions: The challenges (Pearson Education: Prentice
Hall, New Jersey 2011) Chaps 14-16.

8 Marc Goergen and Luc Renneboog, Shareholder Wealth Effects of European Domestic and Cross-Border
Takeover Bids (2004) 10 (1) European Financial Management 1, 10- 17.

59 Roy D Baker and Robin J Limmack, UK takeovers and acquiring company wealth changes: The impact of
survivorship and other potential selection biases on post-outcome performance, (2001) Working Paper,
University of Stirling, 19-27; Sara B Moeller, Frederik P Schlingemann and Rene M Stulz, Wealth destruction on a
massive scale, a study of acquiring firm returns in the recent merger wave (2005) 60(2) Journal of Finance 757,
775-777.

60 Sara B Moeller, Frederik P Schlingemann and Rene M Stulz, Wealth destruction on a massive scale, a study of
acquiring firm returns in the recent merger wave (2005) 60(2) Journal of Finance 757, 758; Tim Koller, Marc
Goedhart and Wessels David, Valuation, Measuring and managing the value of companies (6th edn, Wiley John
& Sons: New Jersey, 2015) 565-592.

61 Sara B Moeller, Frederik P Schlingemann and Rene M Stulz, Wealth destruction on a massive scale, a study of
acquiring firm returns in the recent merger wave (2005) 60(2) Journal of Finance 757, 782.
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company stakeholders. For example, an increase in debt levels could threaten the job
security and financial contribution to the community. As one researcher concludes, “it
comes as no surprise that about 50 percent of acquisitions ultimately end up in
divestitures”.%? This is because research evidence shows that takeovers fail to serve the
purpose of value creation leading to a quick realisation of the new acquired firm to avoid

further losses.

On that background, although target company shareholders make substantial gains from
takeovers, there is strong empirical evidence which shows that the acquiring company
experiences negative returns in the long-run following a takeover. This makes the choice of
bidder very important because if their motivation is not value maximising for the target
company, it is likely that the bidder would need to restructure the huge debts taken on to

acquire the company and this could mean employee redundancies among other cutbacks.

The risks attached to takeovers mean that making the right decision is critically important
for the long-term success of the company. Both the Takeover Code 2013 and the Companies
Act 2006 require directors to consider the long-term interests of the company and its
stakeholders before recommending a bid to shareholders. However, with shareholders

holding the decision making powers, discharging these duties becomes difficult.

1.4. Directors’ duties to non-shareholding stakeholders

In 2006, the UK enacted a new Companies Act that brought wholesale changes to company
law and the protection of non-shareholding stakeholders in the company. Among the major
changes was the restatement and codification of the general duties of directors now set out

under sections 171 to 177 of the Companies Act 2006.

62 Hans Schenk, Time to protect the public from highly corrosive mergers and acquisitions (Public Policy
Network, 05 October 2011).
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The most relevant directors” duties during takeovers are found under section 171, the
proper purpose doctrine, and section 172, the duty to act in good faith in promoting the
success of the company. Both duties were originally formulated in Re Smith & Fawcett Ltd,%*
where Lord Greene MR. explained that: “directors must exercise their discretion bona fide
in what they consider, not what a court may consider, is in the interests of the company, and

not for any collateral purpose.”¢*

The proper purpose doctrine operates so as to prohibit directors from fettering their
discretion by contracting with an outsider as to how a particular discretion conferred by the
articles of association will be exercised except, possibly, where this is to the company’s
commercial benefit. On when the duty should be discharged, Neil LJ in Fulham Football Club
Lid v. Cabra Estates Plc%® endorsed the view of Kitto J in the Australian case Thornby v.

Goldberg that:

“TJhere are many kinds of transaction in which the proper time for the exercise of the
directors” discretion is the time of the negotiation of a contract and not the time at which
the contract is to be performed ... If at the former time they are bona fide of opinion that it is
in the interests of the company that the transaction should be entered into and carried into

effect I see no reason in law why they should not bind themselves.”¢¢

The proper purpose doctrine is relevant during takeovers because it requires directors not
to have any ulterior motive in their decision to recommend or resent a takeover bid. For
example, in Teck Corporation Ltd v. Millar,5” the British Columbia Supreme Court held that
an allotment of shares designed to defeat a takeover was proper, even though it was made

against the wishes of the majority shareholder. In that case, Berger J stressed that provided

83 Re Smith & Fawcett Ltd [1942] Ch 304 (Ch).

%4 Ibid at 307.

8 Fulham Football Club Ltd v. Cabra Estates Plc [1994] BCLC 363.
% Thornby v. Goldberg [1964] 112 CLR 597 at 605-606.

87 Teck Corporation Ltd v. Millar [1972] 33 DLR (3d) 288.
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that directors act in good faith, they are entitled to consider the reputation, experience and
policies of anyone seeking to take over the company and use their powers to protect the
company, if they decide on reasonable grounds that a takeover will cause substantial

damage to the company.

The proper purpose doctrine is an incident of the central fiduciary duty of directors to
promote the success of the company found under section 172 of the Companies Act 2006. It

reads as follows:

“A director...must act... in good faith... to promote the success of the company
for the benefit of its members as a whole, and in doing so have regard to... (a) the
likely consequences of any decision in the long term, (b) the interest of the
company's employees, (c) the need to foster the company's business relationships
with suppliers, customers and others, (d) the impact of the company's operations
on the community and the environment, (e) the desirability of the company
maintaining a reputation for high standards of business conduct, and (f) the need

to act fairly as between members of the company.”6%

The duty does not shift the primacy away from shareholders rather it requires the board “in
doing so (to) have regard” to the interests of other stakeholders in the company. This
“enlightened shareholder value approach” is premised on the belief that the rise of
shareholder primacy has shifted the balance of corporate power toward shareholders,
making their priorities more important to corporate boards, at the same time, movements
across the economy favouring long-term investment strategies, sustainable business

practices, and broader conceptions of corporate accountability, have created an environment

68 See Companies Act of 2006, Section 172. Note also the supplementary requirement that directors disclose
information relevant to non-shareholding constituencies within their Annual Business Review as required under
section 417.
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in which shareholder and stakeholder interests are more likely to align.®® Thus section 172
reaftirms shareholder primacy while recognising that well managed companies operate on

the basis of enlightened shareholder value.”

As a matter of fact, enlightened shareholder value, although it is the statutory basis for
stakeholder protection, it prioritises shareholder interests above those of other stakeholders.
Despite that, it provides scope stakeholder related action by requiring directors to have
regard to these interests. Thus, section 172 stakeholder protection is merely a discretionary

requirement premised on economic rationality rather than legal mandate.

However, in the consultation document on takeovers,”! General Principle 3 of the Takeover
Code requires “the board of the target company (to) act in the interest of the company as
whole” and (to) provide an independent view on the general effect of the bid on
“employment, conditions of employment and the locations of the company’s places of
business.””? This principle works in conjunction with section 172 of the Companies Act
2006, which requires directors to take into consideration the interests of stakeholders such
as employees, the environment and communities. Thus directors are required by the
Companies Act and the Takeover Code to consider the interests of a wide range of company
stakeholders when advising shareholders on the merits of a bid. The board of directors
therefore will need to demonstrate that a full range of stakeholder interests informed their

deliberations when recommending or criticising a takeover bid.

However, despite the adoption of enlightened shareholder value under General Principle 3,

shareholders in the UK retain control over the takeover process and directors are required

8 Joan Loughrey, Andrew Keay and Luca Cerioni, Legal Practitioners, Enlightened Shareholder Value and the
Shaping of Corporate Governance (2008) 8 (1) Journal of Corporate Law Studies 79, 84-87.

0 Company Law Review Steering Group, Modern Company Law: For a Competitive Economy - Developing the
Framework, DTI (March 2000); para 2.19-2.22.

" Takeover Code 2013, Rule 3.1.

72 Takeover Code 2013, B1.
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to consider shareholder interests ahead of other stakeholders.” Despite that, neither the
Takeover Code nor Companies Act imposes a duty on directors to recommend a bid on price
alone if it is not in the best interest of the company. Directors are required to have regard as

well to the interests of non-shareholding stakeholders during takeovers.

Having explored the protection afforded to non-shareholding stakeholders during
takeovers, the next stage is to explain the various stakeholders in the company and their

interests during a takeover.

1.5. Target company stakeholders and their interests

A company has many “stakeholders” that directly or indirectly play a role in its operations
and eventual success. Stakeholder as a concept is very broad and may include any group or
individual who can affect or is affected by the achievement of a company’s objectives. The
narrow view focuses only on those stakeholders who have a contractual relationship with
the company.” A narrow approach is taken in this thesis thus only those stakeholders that
have a contract with the company are studied. The two main factors behind the selections

are proximity and economic loss.

Figure 2 shows the various stakeholders in the company and their proximity, in terms of the
nature of their relationship. This proximity is portrayed under three levels, with level one
depicting those stakeholders that have a contract with the company and level three showing

those stakeholders who merely influence or are influenced by the actions of the company.

73 David Collison, Stuart Cross, John Ferguson, David Power & Lorna Stevenson, Shareholder Primacy in UK
Corporate Law: An Exploration of the Rationale and Evidence' (2011) ACCA Research Report 125, 77.

74 See Franklin Allen, Elena Carletti, Robert Marquez, Stakeholder Governance, Competition and Firm Value”
Centre for Economic studies and IFO Institute (2014) Working paper series 4652, 1-2.
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Figure 2: Company stakeholders

THE
COMPANY

Stakeholders under level one include shareholders who provide start-up capital for the

company through a share purchase agreement, employees who provide labour through an
employment contract, directors who are the controlling organ, senior management who act
company managers and suppliers who provide essential input into the company’s processes
through the supply contract.”> The important terms which set out the nature of their

relationship with the company are stated in the contract.

[t is important to appreciate the importance of their contractual relationship with the
company. First, shareholders contract with the company for financial investment in form of
shares. Shareholders hope to make a return on their investment when the company is a
going concern. Second, suppliers want to maintain good contractual relations and payment

of money due to them.”

Third, the board of directors, senior management and employees have contractual and
economic interests to protect during a takeover. Typically, the major shareholders (usually
institutional shareholders) will be represented on the board of directors, which creates an
overlap between shareholders and the board. Similarly, it is common to find board members

employed as senior managers (executive directors). The executive directors join senior

7> Edward Freeman and Reed David, Stockholders and Stakeholders: A new perspective on Corporate
Governance (1983) 25 (3) California Management Review, 88, 93-94.

76 Gilles Chemla, Hold-up, Stakeholders and Takeover Threats (2005) 14 (3) Journal of Financial Intermediation
376, 387-395.
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managers (typically heads of departments) in the day to day management of the company
(as opposed to non-executive directors who work on a part-time basis). Again, this creates
an overlap between the board of directors and senior management. Although senior
managers are employees of the company, they are difterent from ordinary employees at the
bottom, who are not senior managers, nor part of the board or part of shareholders. Thus
members of the board may be wearing three hats during a takeover: 1) executive directors

(answerable to shareholders) ii) senior managers, and iii) employees.

There are two stakeholders under level two; customers and investors. These stakeholders
are not selected for this study. Customers do not have a contract with the company but are
directly aftected by the company’s activities and decision making. However, the company
depends on customers to buy their goods or services on a come and go basis but with no
contractual obligation. Potential investors would base their decisions over investment on
the financial performance of the company. Thus, any decision making or event in a company

of interest would have an influence on investors but would not directly impact on them.

The third category of stakeholders has no direct relationship with the company. These
stakeholders are merely influenced by or do influence the actions of the company.”” For
example, communities do not have a contract with the company but expect the company to
live up to its social responsibilities. These stakeholders are not directly impacted on by the
decision making in the company. Research that looks into how takeovers affect the interests
of these stakeholders falls outside the scope of this study and will serve future research

ambitions.

Thus, this study focuses only on employees, suppliers and senior managers. The three
stakeholders are chosen because of their contractual relationship with the company.

Shareholders naturally form part of the study because they have decision making powers

7 James E Post, Lee E Preston and Sybille Sachs, Redefining the Corporation Stakeholder Management and
Organizational Wealth (Stanford University Press, Stanford CA 2002) 270.
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under takeover law and they are the owners of the company. Empirical studies have shown
that target company shareholders stand to gain substantially from takeovers (see 1.3 above).
In fact, shareholder primacy under takeover law is one of the reasons why non-shareholding
stakeholders demand more protection during takeovers in order to minimise the impact on
their interests. Thus studying shareholders’ behaviours during takeovers is essential for
understanding how non-shareholding stakeholders’ interests may be impacted on by

takeovers.

Before carrying out research on how non-shareholding stakeholders are impacted on by
takeovers, it is important to appreciate some of the interests senior management, employees
and suppliers want to protect during takeovers. First, while the interests of shareholders
can be characterised in financial terms, the interest of employees include financial and non-
financial components.” Financial compensation can be characterised as the firm specific
investment in the company while non-financial components are physical and psychological,

reflecting the status of employees as citizens in a welfare state.”

Employee contracts entitle them to remuneration and other agreed upon payments. These
entitlements are protected under the Employment Rights Act 1996 and the Transfer of
Undertakings (Protection of Employment) Regulations 2006. These payments serve as
compensation for their labour. The contracts can however, be terminated post-takeover in
order to cut costs or for other strategic reason. Without sufficient legal safeguards during
takeovers, employees’ interests end up dependant on the decision making of shareholders
and the persuasion powers of directors who are heavily restricted by Rule 21 of the

Takeover Code.

78 Til Beckman and William Forbes, An examination of takeovers, job loss and wage decline within UK Industry,
(2004) 10 (1) European Financial Management 141, 157-159.

% Virginie Perotin and Andrew Robinson, Employee Participation in Profit and Ownership: a Review of the Issues
and Evidence (2003) Working paper, Social Affairs Series, Luxembourg Parliament, Directorate- General for
Research, 2-5.

29



Secondly, board members are fearful of the market for corporate control because the
acquirers are likely to make changes to the board ot the acquired company in favour of their
own. A study on senior management turnover post-takeover found that takeovers destroy
leadership continuity in target companies’ top management teams for at least a decade
tollowing a takeover deal.®° The target companies lost 21 per cent of their executives each
year for at least 10 years following a takeover. This is because the acquiring company may

elect to have one Chief Executive Officer (CEO) and Chief Finance Officer (CFO) and to fill

most executive positions with their own personnel.®!

Last but not least, through their supply contracts, suppliers forge relations that are
instrumental to their continued operation and survival. Suppliers want to have these
contractual relations protected during takeovers. The Takeover Code does not permit
suppliers in the takeover decision making process, rather they must rely on the consultation
provided by directors, who are guided by section 172 of the Companies Act 2006 to

influence the outcome of a takeover.

1.6. Research questions

Having explored the major concerns surrounding shareholder primacy and the interests of
all non-shareholding stakeholders during takeovers, three main questions have been raised:
(1) to what extent takeovers impact on the interests of company stakeholders, (2) what role
does shareholder primacy play in the outcome of takeover bids, and (3) how can takeover
law be reformed to give more safeguards to non-shareholding stakeholders. Thus, if
takeovers have a detrimental effect on the interests of employees, senior management and
suppliers yet shareholders are able to walk away with substantial gains, then questions

should be raised over the continued imposition of Rule 21 of the Takeover Code.

80 Jeffrey A Krug and Walt Shill, The big exit: executive churn in the wake of M&As (2008)29 (4) Journal of
Business Strategy 15, 18-20.

81 Anup Agrawal and Ralph A Walkling, Executive Careers and Compensation Surrounding Takeover Bids (1994)
49 (3) Journal of Finance 985, 997-99.
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This study seeks to add empirical evidence on the extent to which takeovers impact on the
target company’s non-shareholding stakeholders post-takeover. This information 1is
harnessed from case studies on two UK companies which were taken over by foreign
companies in the past decade. The takeover deals studied are Kraft’s takeover of Cadbury in
2010 and Tata Steel’s takeover of Corus Steel in 2007. This study is original because it
provides an examination of the role played by the board neutrality rule during the takeover
process and how limiting the involvement rights of the board of directors affects the

interest of other stakeholders. It also considers specific reform proposals for Rule 21.

1.7. Methodology

This part considers the research methodologies employed in this study. It explains why the

methods were chosen and the information relied on in this study.

This is a legal study which examines the operation and eftects of shareholder primacy on the
interests of non-shareholding stakeholders. Legal research has its theoretical and
methodological base primarily in social sciences; this is why methods such as case study and
theoretical conceptualisation are used in this research. It aims to understand law as a social
phenomenon by exploring its workings in society. This distinguishes it from black letter
legal analysis which is premised on interpretation and analysis of case law and statutory
provisions. This is why the methodologies used in this study such as case study analysis are
mainly empirical and theoretical rather than purely doctrinal. This study draws on social
theory in understanding the nature of takeover law and whether the continued imposition of
shareholder primacy under takeover law can be justified in light of the impact on non-

shareholding stakeholders’ interests.
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1.7.1. The takeover cases

The first case study is based on Cadbury Plc. In 2009, a US foods company Kraft launched a
bid for Cadbury, a UK Chocolate maker. Almost two years later, in August 2011, Cadbury
was acquired. Kraft's goal was to split into two companies, groceries and snacks. The
challenge for Kraft was how to buy Cadbury when it was not for sale. The government
published a report on the Kraft takeover, which highlighted some of the concerns pre and
post takeover.®? The interests of the company’s non-shareholding stakeholders including

employees and creditors were among the government’s concerns.

The second case study is based on Corus Steel. In 2007, Tata Steel, an Indian steel maker,
tabled a 608 pence per share offer for Corus that beat off that of its rival Companhia
Siderurgica Nacional (CSN), a Brazilian steel company. Corus was formed by the merger of
KoninklijkeHoogovens N.V. with British Steel Plc in 1999. Its main steel plants were
mainly in the UK. After the takeover, the Indian company was quick to highlight the need
to reduce debts in order to secure the long-term financial health of Corus. Employee unions
and the government were concerned about job cuts and outsourcing of manufacturing

Jobs.83

1.7.2. A case study approach

According to Yin, a case study design should be used when the study aims to answer ‘how’
and ‘why’ questions.®* This study aims to find out why existing research shows that
employees, senior management and suppliers are adversely affected by takeovers and the

role played by shareholder primacy towards that outcome.

82 House of Commons, Business, Innovation and Skills Committee, Is Kraft working for Cadbury? (Sixth Report of
Session 2010-2012).

83 UK Parliamentary Archives, Public oral evidence hearing: Corus and job losses in North East
<http://www.parliament.uk/business/committees/committees-archive/ne/nepn120110/> accessed 18 May
2014.

84 Robert K Yin, Case study research, design and methods (3" edn, SAGE Publications, Thousand Oaks 2003) 13.
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There is academic consensus over the definition of case studies. Yin defines case studies as
“an empirical inquiry that investigates a contemporary phenomenon within its real-life
context, especially when the boundaries between phenomenon and context are not clearly
evident.”®> Emphasis is placed on investigating a phenomenon of which outcome not clearly
defined. In this study, the phenomenon is the takeover and the impact on the interests of

non-shareholding stakeholders post-takeover.

Yin’s definition and understanding of case studies is similar to that of Bromley who defined
it as a “systematic inquiry into an event or a set of related events [with the aim of
describing and explaining’| the phenomenon of interest”.8¢ Again, emphasis is placed on a
systematic investigation into events by explaining their evolution. Studying the
evolutionary process of an event would provide information into how connected variables
are impacted on by the event. Thus, scholars agree that case studies are premised on
understanding and explaining certain a phenomenon in order to obtain necessary

information that can be used to reach conclusions.

Case studies are classified into three categories; explanatory, descriptive and exploratory
case studies.’” Explanatory case studies are focused on confirming an already established
phenomenon. Descriptive case studies merely provide a clear description of a phenomenon.
Exploratory case studies are used to explore the existence of a phenomenon such as
shareholders’ gains during takeovers. This study requires an approach that enables
discovery or unearthing of original data and information. Thus an exploratory case study
approach is selected to obtain original data on takeovers and their effect on the interests of

company stakeholders.

8 Ibid, p.13; see Donna M Zucker, How to Do Case Study Research, (2009) University of Massachusetts-
Ambherst, 2.

86 Dennis B Bromley, Academic contributions to psychological counselling: I. A philosophy of science for the
study of individual cases (1990) 3 (1) Counselling Psychology Quarterly 229, 302.

87 Gary Thomas, A typology for the case study in social science following a review of definition, discourse and
structure, (2011) 17 Qualitative Inquiry 511, 515-518.
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As a research method, case studies are neither quantitative nor qualitative.®® They are a
mixture of both and both types of data is needed to obtain the relevant information
necessary to study a phenomenon such as a takeover. Data needed to carry out a case study
comes mainly from archival records, documentations, interviews, participant observation
and direct observations. The researcher can rely on all five methods or select a few
depending on the type and length of study. In this study, archival records and

documentation are the main sources of data.

In this study, research is collected through multiple case studies. The companies studied are
Cadbury and Corus. A multiple case study approach enables comparison across cases.® This
makes multiple case studies a powerful tool for developing theory because they provide
varied data as compared to a single case. Both companies were taken over which means that
shareholders played a role in the outcome of the takeover. The findings are also not
idiosyncratic to a particular sector since the two companies operate in different sectors and

this also supports theory creation.”

In order to make comparisons across cases, the unit of analysis has to be the same.”! For
example, if two takeover cases are studied yet the variables studied are different in each
case, it would not be possible to make comparisons. This would affect the reliability of
findings and will not assist theory creation and replication of findings. In this study, to
ensure that comparisons can be made across Cadbury and Corus case studies, the same
variables are studied. These variables are shareholder primacy, employee jobs, supplier
contracts and senior management turnover. Studying the same variables in both takeover

case studies will make comparisons easier and assist theory creation.

8 pamela Baxter and Susan Jack, Qualitative Case Study Methodology: Study design and implementation for
novice researchers (2008) 13 (4) The Qualitative Report 544, 546-551.

89 Kathleen M Eisenhardt and Melissa E Graebner, Theory building from cases: opportunities and challenges
(2007) 50 (1) Academy of Management Journal 25, 25.

% Robert E Stake, Multiple Case Study Analysis (The Guilford Press, New York 2006) 24.

9 patricia L Munhall and Carolyn O Boyd, Nursing Research: A Qualitative Perspective, 2nd edn (Jones and
Bartlett Publishers, Sudbury, MA 2000) 311- 337.
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1.7.8. A historical approach

A study on a phenomenon such a takeover can also be carried out through a historical
approach. Harter and Busha define a historical research approach as “the systematic
recounting of past events pertaining to the establishment, maintenance, and utilization of
systematically arranged collections of recorded information or knowledge.” #2 The approach
offers insight into current and future trends pertaining to a past event. A historical research
method enables the researcher to understand the origins, growth and crisis relating to a

past event.

A historical research approach relies on both qualitative and quantitative data. This
information can be collected from the same sources as a case study approach. For example,
primary sources such as personal accounts of company insiders and secondary sources such

as company documents can be relied on.

However, in a historical study, the empirical data can only be obtained from the moment an
event takes place but not beyond its conclusion. After the conclusion of an event, a historical
approach relies on prediction and speculation to determine how the event had impacted on
variables. Thus, historical data merely influences the present understanding of a
phenomenon and has the potential to shape future events but the understanding beyond the
initial event is not based on empirical data. A case study approach, on the other hand,
studies an event from its initiation until its conclusion and even beyond it. This makes it
ideal for a phenomenon such as a takeover which impacts on the company beyond the

conclusion of the takeover.

1.7.4.  Theoretical conceptualization and doctrinal analysis

%2 Charles H Busha and Stephen Harter, Research Methods in Librarianship: technigues and

Interpretations (Academic Press, New York 1980) 93.
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Both theoretical conceptualisation and doctrinal analysis approaches are also used in this
study. First and foremost, conceptualisation of theory helps to understand how different
study areas are linked together in order to form theory.® According to Leshem and
Traftord, it “provides theoretical cohesion to the evidence and conclusions from theory-
building research”* This is where concepts are contextualised in order to gain a deeper
understanding and meaning behind them. This requires moving from specific points such as
shareholder primacy to general factors such as the role of the company in a democratic
society, in order to appreciate why a company, even though it is an economic institution, it
has democratic values premised on serving society. Moving from the particular to the
general helps to get a wider understanding of the issue. This is critical for theory
development because it enables the researcher to make predictions and structure

relationships between different variables being studied.

Theoretical conceptualisation is one of the approaches used in this study because it fosters a
deeper understanding of the issues by looking at the bigger picture. It helps to understand
the meaning of a complex phenomenon such as a takeover and the motivations behind
shareholders’ decision to sell their stake in the company irrespective of the likely impact on
the interests of other stakeholders. The approach helps to make and see connections
between factors such as relationships between takeovers and short-term investment in
target companies. This provides a broader base for critical analysis and reaching well-

grounded conclusions.®

Secondly, balancing opinions and exploring decisions from different cases and policy

documents are the starting point of doctrinal analysis. Posner described doctrinal analysis

9 Vincent Anfara and Norma Mertz, Theoretical framework in qualitative research (Sage Publications, Thousand
Oaks CA, London, 2006) 23- 35.

9 Shosh Leshem and Vernon Traford, Overlooking the conceptual framework (2007) 44 (1) Innovations in
Education and Teaching International 93, 100.

% Barney G Glaser, Conceptualization: On theory and theorizing using grounded theory (2002) 1 (2)
International Journal of Qualitative Methods 1, 8-9.
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as “the careful reading and comparison of appellate opinions with a view to identitying
ambiguities, exposing inconsistencies among cases and lines of cases, developing
distinctions, reconciling holdings and otherwise exercising the characteristic skills of legal
analysis.”® This description reflects the legal analysis carried out in this thesis. A critical
examination of policy documents, case law and statutory provisions as well as opinions of
legal practitioners and scholars is carried out in order to expose any inconsistencies or

identify similar patterns.

Tiller and Cross suggest that doctrinal analysis is about examining the content of legal
opinion in order to reach a decision on whether it was eftectively reasoned or to explore its
implications for future cases.®” This is a much wider approach and descriptive in nature and
therefore more suited to carrying out descriptive analysis of court decisions in order to
determine their implication for future cases rather than balancing diftfering opinions to
understand relationships. In contrast, Posner’s approach of critically analysing judgements
requires a much deeper understanding of the origins and implications of cases as well as
developing distinctions between opinions and different outcomes. This makes it more

suitable for this study.

A doctrinal approach is applied when examining the rules and standards under takeover
law. Rules are strict requirements prescribed as answers to a dispute whereas standards are
guides to resolving disputes. Although rules are more concrete and difficult to judge,
standards leave room for ideological judgement because their nature normally requires
interpretation. For example, Rule 21 of the Takeover Code says that shareholders should
not be denied the opportunity to decide on the merits of an offer. Directors must prepare a
report for shareholders on whether they should reject or accept a takeover bid, taking into

consideration non-price related factors such as employee jobs. This is subject to ideological

% Richard A Posner, The Present Situation of Legal Scholarship (1980) 90 (5) Yale Law Journal 1113, 1113.
%7 Emerson Tiller and Frank B. Cross, What is Legal Doctrine (2006) 100 (1) North-Western University Law
Review 517, 517-518.
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interpretation because there are two different decisions that could be reached. This makes
doctrinal analysis important because the Takeover Code imposes standards on the board of

directors during takeovers which are subject to interpretation.

1.7.5.  Data required

In order to study the extent to which takeovers impacted on the interests of employees,
suppliers and senior management, information pre and post takeover is needed. However,
studying organisational processes during a takeover goes beyond analysing data, it requires
the perspectives of organisational insiders. The case studies will document information
provided by the chairpersons. For example, the former Chairman of Cadbury Roger Carr
gave a seminar after the takeover in which he offered his perspectives on the UK takeover
regime and information on the actions of the board of directors during the takeover of
Cadbury. 9% Perspectives from company insiders will offer support to the conclusions

reached.

This study relies on a number of information sources. The most relevant source is archival
data. This includes both published and unpublished material on takeovers. Documents such
government reports and company documents available on the public domain are used.
Internal company documents such as financial reports are used to make informed decisions

over the performance of the company pre and post takeover.

After collecting the research, the cases are analysed individually before bringing the
findings together, comparing and contrasting them, in a bid to find relationships.
Recommendations for legal reform will derive from the analysis of findings made from the

case studies and literature review.

%8 Roger Carr, Cadbury: Hostile bids and takeovers (Saiid Business School, February 15, 2010).
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1.7.6.  Validity and reliability

In qualitative research, factors such as experience, skill, and time of research have an impact
on the validity of data.®® However, researcher bias remains a bigger threat to validity,
especially in smaller studies. Researcher bias occurs when the researcher selects data that
fits his or her own interest. It distorts the results and brings the conclusions reached into
disrepute. However, since this study is conducted over a period three years, with validity

problems fully acknowledged, this lowers the chances of bias.

Another concern relates to generalising findings beyond one case study. In qualitative
studies that are based a single case, findings in one case may differ from other cases thus
generalisation is generally not accepted. However, studies that are based on multiple cases
provide a stronger case for applying the conclusions generally. Since the findings in this
study are not confined to one case, there is more validity when generalisation is applied.
Thus, the findings from Cadbury and Corus case studies can be applied to other takeover

cases even though a number of factors such as timing and value may different.

% Beloo Mehra, Research or personal quest: Dilemmas in studying my own kind in Betty M Merchant and
Arlette | Willis (eds), Multiple and intersecting identities in qualitative research (Lawrence Erlbaum, Mahwah, NH
2001) 69-82.
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Chapter 2: Literature Review

2. Introduction

This chapter reviews research literature which has made a significant contribution to our
understanding takeovers and shareholder primacy in the company. This literature review
will determine whether the goals of this thesis have a strong empirical and conceptual
foundation. It identifies what previous scholars have contributed and the gaps in existing
literature on shareholder primacy and takeovers. Thus, it provides a benchmark for

measuring whether this thesis advances literature.

The scholarly work in this chapter is divided into five parts. Significant research on
shareholder primacy in the company is reviewed. Second, key research on the market for
corporate control and agency costs. Third, significant research on economic theories of the
firm is reviewed. It largely consists of research that supports the protection of all
stakeholders” interests in the company. Fourth, key research on the impact of takeovers on
employees, senior management and suppliers is reviewed. Finally, the gaps in existing

research literature which this study aims to fill are identified.

2.1. Adam Smith (1776) The wealth of nations

Shareholder primacy under UK takeover law has its roots in the joint stock company,!
which is the modern day equivalent of a company formed under the Companies Act 2006.
The ability to sell its stock, in the form of shares, to individual shareholders distinguished
the company from other business structures such as partnership. Those who bought shares

in a joint stock company were only entitled to involvement rights such as voting and

It was formed under the Joint Stock Companies Act 1847 (19 & 20 Vict. c.47)
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dividends. The day to day running of the company was left in the hands of professional

managers.

In 1776,%2 a British economist Adam Smith became the first scholar to study shareholder

primacy in companies.® He observed that:

“CTThe trade of a joint stock company is always managed by a court of directors...
frequently subject, in many respects, to the control of a general court of proprietors. But the
greater part of these proprietors seldom pretend to understand anything of the business of
the company; and ... give themselves no trouble about it, but receive contentedly such half

yearly or yearly dividend, as the directors think proper to make to them.”*

He added that the board of directors and not shareholders, managed companies. This was
largely due to shareholders’ lack of skill and knowledge to manage companies. Adam Smith
advanced literature on shareholder primacy in the company by calling for shareholders to be
given greater protection to monitor managers. He warned that a lack of control and
monitoring creates a danger that management will serve their own interests at the expense

of the owners:?

“C'TThe directors of such companies, however, being the managers rather of other people’s
money than of their own, it cannot well be expected, that they should watch over it with the
same anxious vigilance with which the partners in a copartnery frequently watch over their

own ..”6

2 The book was reprinted in 1976.

3 Adam Smith, An Inquiry into the Nature and Causes of the Wealth of Nations (Clarendon Press, Oxford 1976).
4 Ibid 741.

> Ibid 741.

6 Ibid 741.
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The unchecked freedom enjoyed by directors in companies raised concern because they were
dealing with other people’s money. Thus, unless some form of control was imposed,

directors were not expected to always serve the owners’ interests.

However, Adam Smith left a number of unanswered questions on the position of
shareholders and other stakeholders in the company. The scholar predicted that “negligence
and profusion..must always prevail”? in such companies and as a form of guidance, he
suggested that optimal market efficiency depended on owners of capital being directly
involved in its management. Thus, the emphasis was largely on empowering shareholders
to monitor and control the actions of managers. However, Adam Smith did not recognise
the interests of other company stakeholders as deserving protection simply because they
had no capital investment in the company.® He supported shareholder primacy on the basis
that owners of capital were more likely to exercise greater diligence when dealing with their
assets than management or other stakeholders.” However, subsequent researchers not only
questioned the position of shareholders as owners but also supported the protection of all

stakeholders’ interests (see 2.2 below).

Adam Smith’s contribution to the development of theory on shareholder primacy was
largely ignored in research literature until the early twentieth century due to two factors.
First, at the time the wealth of nations was published, corporate form was a relatively new
phenomenon and capital markets were not as developed as they are today. As a result, there
was no dispersal of ownership and this made it easier to monitor management and exert
governance in companies. Second, there were few registered companies and their size and

role in society was not as significant as it is today. Guided by a growing economy and

7 Ibid 741.

8 Adolf Berle and Gardner Means, The Modern Corporation and Private Property (Commerce Clearing House,
New York 1932) 340.

° Ibid 344.
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greater establishment of companies, twentieth century researchers tried to fill the gaps in

literature left behind by Adam Smith.

2.2. Berle and Means (1932) The modern corporation and
private property

The next significant academic contribution to shareholder primacy came in 1932. Two
American scholars, Adolf Berle and Gardner Means, set out to investigate the growing
economic and political challenges posed by public companies.!® Their book focused on the

separation between company owners and management in public companies.

The researchers collected statistical data on the ownership structure of public companies in
America. Between 1929 and 1930, they studied the 200 largest non-financial companies.
They found that 44 per cent of the companies had no individual ownership stake equalling
20 per cent of the company’s stock.!' Only 11 per cent of the companies had a large owner
with a majority of the company’s shares. The researchers estimated that roughly 65 per cent
of public companies in America did not have a majority owner and their stock was widely-
held by thousands of shareholders. Ownership was becoming vested in individual investors

with small-scale wealth.

Based on these findings, Berle and Means argued that the dispersal of ownership had
“destroyed the unity that we commonly call property.”!? Since those who hold minority
shareholding in public companies are so widespread, they are not in position to be organised
to hold those who handle their investment to account. According to the researchers,

physical property such as land could bring direct satisfaction regardless of 