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Once the existence of a conflict-of-interest transaction is
known, shareholders can force management to satisfy its bur-
den of establishing the validity of the transaction. To do this,
management must show either that the taint of conflict has
been removed by appropriate procedures in the transaction's
authorization or, alternatively, that the terms of the transac-
tion are fairly clear to the issuer. Without shareholder
knowledge of such a transaction, the burden placed on man-
agement by corporate law is meaningless.2 4

This argument is equally convincing in the case of aggrieved
shareholders that decide to bring an action against a firm's man-
agers alleging that an acquisition, or series of acquisitions, amounts
to a breach of the managers' fiduciary duty. A plaintiff alleging a
breach of fiduciary duty based on a lack of substantive or proce-
dural due care will have to show that the transaction in question
was unreasonable or that the directors made their decision on an
uninformed basis. This requires that shareholders have access to
information regarding the merits of the transaction, as well as the
process used and information considered in assessing the value of
the acquisition. The mandatory disclosure regime of the federal
security laws provides bidder company shareholders with this in-
formation. For example, the Management Discussion and Analysis
section of the Securities and Exchange Commission's form 10-K, in
addition to form 10-Q requires management's analysis of current
financial operations and conditions.' These analyses amount to
more than just conclusory statements; they contain pages of de-
tailed information concerning the issuer's financial operations and
condition.1 6

214. Id.
215. Section 78m of the 1934 Exchange Act requires issuers that are registered with the

SEC under § 781 of the Exchange Act to file periodic reports with the SEC "as necessary or
appropriate for the proper protection of investors... ." With the enactment of the Exchange
Act, Congress gave the newly formed SEC the power to prescribe the form and content of
such periodic disclosures with the mandate that "such information and documents ... keep
reasonably current the information and documents required to be included in or filed with
an application or registration statement[,] ... [and] such annual reports ... certified... by
... independent public accountants, and such quarterly reports ... as the Commission may
prescribe." 15 U.S.C. § 78m(a) (1994). See also id. § 78m(b) ("The Commission may pre-
scribe.., the form or forms in which the required information shall be set forth, [as well as]
the items or details to be shown in the balance sheet and the earning statement..."). In
keeping with Congress' mandate, the SEC created periodic reporting obligations for cov-
ered issues in the form of current (Form 8-K), quarterly (Form 10-Q), and annual (Form 10-
K) reports. See 17 C.YR. 249.308, 249.308a and 249.310, respectively.

216. The forms used by issuers making periodic disclosures provide shareholders with
valuable information concerning the issuer's financial condition. This information enables
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b. Disclosure and the Shareholder Voting Franchise-The mandatory
disclosure regime of the federal securities laws also enables bidder
firm shareholders to better protect themselves through use of their
voting franchise.217 The information distributed to a firm's share-
holders through the mandatory disclosure regime results in "better
informed" shareholders, 11 who "are more likely to know whether
their interests favor retention or ouster of [incumbent manage-
ment] .,,29 Furthermore, Professor Fox argues that the collective
action problems normally experienced by a large group of dis-
persed shareholders that attempt to vote as a bloc would be
overcome by the existence of large, or institutional, shareholders
and the mandatory disclosure regime. ° Mandatory disclosure al-
lows large shareholders to obtain information concerning an issuer
at little to no cost. As a result:

Substantial positive externalities exist when a large share-
holder does receive information because the shareholder
likely will exercise its franchise in a way that will enhance the
interests of all shareholders. When these externalities are
added up, it becomes cost-justified for each shareholder to
receive the same amount of information from management as
the single owner would want. Required disclosure can be
seen, therefore, as a way of aggregating the demands of each

the issuer's shareholders to intelligently assess business decisions made by the issuer's board
of directors and to exercise their voting rights accordingly. For example, Items 301-305 of
Form 10-K (also known as the "management discussion and analysis" section) require issuers
to disclose " ' known events, trends or uncertainties, that are reasonably likely to impact the
company making the disclosure.'" See Martin H. Dozier, Barings's Ghost: Item 305 in SEC Regu-
lation S-K and "Market Risk" Disclosures of Financial Derivatives, 34 GA. L. REv. 1417, 1453-54
(2000). Item 303 obligates issuers to disclose any known information that may affect the
future liquidity, capital resources, or operating results of the issuer. See 17 C.F.R. § 229.303.
Of all the disclosure requirements, Form 8-K provides bidder company shareholders with
the most significant protection. It requires issuers to provide shareholders with information
concerning special events that take place between the required annual and quarterly report-
ing dates. Pursuant to § 17 C.F.R. 249.308, an issuer must file a special report with the SEC
for specific events, "such as bankruptcy, significant mergers or acquisitions, or a director's con-
troversial resignation." D. Casey Kobi, Wall Street v. Main Street: The SEC's New Regulation FD
and its Impact on Market Participants, 77 IND. L.J. 551, 570 n.161 (2002) (emphasis added).

217. See Fox, supra note 208, at 116.
218. Id.
219. Id.
220. Collective action problems exist when the costs of seeking out information about a

corporation exceed the returns that even a large shareholder could expect to receive from
such efforts. Id. at 118.
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large shareholder for information to be provided to itself and
to other shareholders.2

The federal securities law's mandatory disclosure regime would
therefore allow bidder firm shareholders to use their voting fran-
chise to oust incumbent management who do not maximize
shareholder wealth. This safeguard, along with the others men-
tioned in this Note, provide a persuasive case against altering the
status quo to provide bidder firm shareholders with extraordinary
legal protections.

c. Federalism, Interstate Competition and Corporate Governance-
Principles of federalism and the resultant interstate competition,
also provide bidder firm shareholders with additional protection
from any inappropriate acquisition decisions. Due to interstate
competition, any particular state's standard of review for manage-
rial decision making will be set at the socially optimal level.
Jurisdictions in the U.S. compete among each other for the prize
of having corporations choose to incorporate within their bounda-
ries because:

The location of a firm can lead to the creation of jobs, and
thus to increases in wages and taxes-important benefits for a
state. As a result of this additional factor, competitive jurisdic-
tions will consider the potential benefits, in terms of inflows of
industrial activity, of setting standards [concerning the fiduci-
ary duties owed by a board of directors to a corporation's
shareholders] that are less stringent than those of other juris-
dictions, and, conversely, the potential costs, in terms of

221. Id. at 119. But cf Mark A. Sargent & Dennis R. Honabach, Proxy Regulation and the
Corporate Governance Debate, in PROXY RULES HANDBOOK § 1.1. Sargent and Honabach argue
that it is possible that the interests of institutional shareholders will not be aligned with the
interests of individual shareholders. They state:

It is far from clear that the interests of institutional shareholders are aligned with the
interests ofJohn and Jane Doe. Some critics of the institutional shareholder activism
question the underlying belief that institutional shareholders will continue to employ
activists strategies. They note that a number of different types of institutional share-
holders fall within the larger heading of 'institutional shareholder,' including
pension funds, mutual funds, banks, insurance companies, educational institutions,
religious orders and others. While public pension plans have been quite active, other
categories have been less so. Critics ... suggest that many institutional shareholders
will be compelled by the risk adverseness of their own investors to restrain from tak-
ing active roles in corporate governance.

Sargent & Honabach, supra.
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outflows of industrial activity, of setting more stringent stan-
dards.2

In other words, the standard of review used to assess a board's deci-
sion to acquire a target, will be such that the marginal benefits
from the standard of review will be equal to the marginal costs
(harms suffered by bidder company shareholders as a result of
bidder overpayment). As Richard Revesz demonstrates, "interstate
competition can be seen as competition among producers [the
states] of a good-the right to locate within the jurisdiction. 2 2

1

For example, let us assume a model consisting of two states-
State A and State B. Both states compete to attract the most corpo-
rations to incorporate within each state's respective borders in
order to reap the benefits described above. Assume further that
the residents of State A and B will be the only investors to invest in
any corporation that incorporates within the borders of the two
states. Now assume that each state's legislature has the choice of
establishing a standard of review for managerial decisions; the in-
trusiveness of the standard of review may from a level of 1 to 10, 1
being the least intrusive and 10 being the most intrusive. Finally,
assume that both the residents of State A and State B, as well as any
corporation, can move from one state to another without incurring
costs.

2 4

In such a competitive environment, the intrusiveness of the
standard of review chosen by each jurisdictions should be at the
socially optimal level. That is, the level of corporate-governance
laws that either state would enact for the protection of its respec-
tive residents should result in benefits that are equal to the harms
suffered by the investing public due to any breach of fiduciary duty
by a corporation's managers. If any one state imposes a standard
of review at a level of intrusiveness, which is above the optimal level,
that state will experience a loss of industry: corporations will mi-
grate to, or initially incorporate in the state that sets its laws at the
optimal or below the optimal level of corporate governance. On
the other hand, a state attempting to lure more corporations
within its borders by enacting a standard of review at a lower than
optimal level will experience two problems. First, residents will be-
gin to migrate to the state that has enacted a standard of review at

222. Richard Revesz, Rehabilitating Interstate Competition: Rethinking the "Race-to-the-Bottom"
Rationale for Federal Environmental Regulation 67 N.Y.U. L. REv. 1210, 1215 (1992).

223. See id. at 1233.
224. This is an adaptation of the model used by Revesz. See id. at 1216.
225. See id. at 1238.
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the optimal level. Second, corporations will migrate due the rela-
tively small number of residents living in the state who can
contribute capital and labor to the corporation. Accordingly, com-
petition among the various state jurisdictions will produce the
socially optimal level of protection for bidder firm shareholders. 6

d. The Market for Corporate Control-The market for corporate
control also protects bidder firm shareholders from imprudent
and financially unsound acquisitions. 7 The imprudent or self-
dealing decisions of management will presumably cause a decrease
in the firm's profits.228 This decrease in the firm's profits "causes
the price of the corporation's stock to decline to a level consistent
with the corporation's reduced profitability."2 '9 According to Gil-
son, a decrease in the price of a firm's stock due to imprudent or
self-dealing management:

[C]reates an opportunity for entrepreneurial profit. If shares
representing control can be purchased at a price which, to-
gether with the associated transaction costs, is less than the
shares' value following displacement of existing management,
then everyone-other than the management to be dis-
placed-benefits from the transaction.

If one accepts the rationale underlying the theory of a corporate
control market, then one must also accept the proposition that

226. This model assumes that corporations, as well as citizens, consider State A to be an
adequate substitute for State B and vice versa. Whether the two states are adequate substi-
tutes is important in determining whether an increase in the strictness of any state's
corporate governance laws above the socially optimal level, will have the effect described
above. In other words, the response to an increase in the strictness of the state's corporate
governance laws depends on the elasticity of demand-the ratio of percentage change in
the quantity of the good demanded (in the above example, the right to locate within a state)
to the percentage change in price leading to the quantity change. For example, if State A
enacted corporate governance laws above the socially optimal level, and State B was an ade-
quate substitute for State A, then State A would experience a migration of the corporations
incorporated within its borders. This assumes, however, that corporate governance laws offer
the only opportunity for State A and State B to compete for corporations. Tax law and envi-
ronmental regulation, for example, present two more opportunities for competition among
the states. A corporation may choose to stay in State A , despite the fact that the corporate
governance laws are above the socially optimal level in State A, if the costs of State A's corpo-
rate governance laws are less than the cost that the corporation would incur from the tax
and/or environmental regulation of State B.

227. See Gilson, supra note 204, at 841 (stating that "it is now commonly acknowledged
that the market for corporate control is an important mechanism by which management's
discretion to favor itself at the expense of shareholders may be constrained").

228. Id.
229. Id.
230. Id. at 841-42.
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managers who make acquisitions for reasons other than maximiz-
ing shareholder wealth could not exist in such a market. As stated
earlier, the primary-if not sole-evidence used to demonstrate
that bidder firms overpay for targets is the negative cumulative ab-
normal returns experienced by the bidder firm's shares at different
points in time in relation to the imprudent purchase. If these
negative abnormal returns were truly the result of an imprudent or
self-dealing acquisition, then other firms in the market for corpo-
rate control would acquire the bidding firm. If, however, the
negative abnormal returns experienced by the bidder firm's shares
can be traced to some other cause, then the bidder firm's man-
agement will not be displaced by the market for corporate
control.23 ' Therefore, there can be but one result-inefficient or
self-dealing mangers will not exist where there is a market for cor-
porate control.232

IV. ALTERNATIVES TO THE BUSINESS JUDGMENT RULE

A. Requiring Bidder Firm Shareholder Approval ofAcquisitions

In order for a publicly traded firm to obtain the approval of a
group of dispersed shareholders, the bidder firm will have to en-
gage in a proxy solicitation. A firm attempting to acquire a target
through the use of a tender offer will naturally desire to prevent
the disclosure of its acquisition plans. 3 Requiring bidder firms to
first obtain the approval of its shareholders before making an ac-
quisition would decrease the likelihood that the acquisition would

231. In order for the market for corporate control to successfully displace inefficient or

self-dealing management, "[t]wo important conditions [must be satisfied].... First, the mar-
ket price of the corporation's stock must accurately reflect incumbent management's inefficiency or greed.
Second, there must be mechanisms available for displacing corporate management." Id. at

842 (emphasis added).
232. Richard Booth asserts that:

[I]nvestors seem clearly to prefer that management refrain from conglomerate diver-
sification over various lines of business as a way to smooth out income, presumably
because investors themselves can diversify their holdings virtually costlessly. The proof

is that stocks of conglomerate companies tend to trade at a discount from asset value,
making such companies attractive takeover targets because the pieces can be sold off
at a gain by the acquirer.

Booth, Stockholders, Stakeholders, and Bagholders, supra note 117, at 435-36.
233. See Staffin v. Greenberg, 672 F.2d 1196, 1206 (3d Cir. 1982).
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occur, or at the very least, would make acquisitions more costly to
the bidder firm. This increase in cost can occur for two reasons.

Assume that a bidding firm wishes to acquire a particular target
based on the belief that the target's shares are undervalued by the
market.2 34 If the news that the shares of this particular target are
undervalued were to reach the investing public, there would be an
upswing in the price of the target's shares. 5 Such an upswing
would make the target a much less attractive acquisition to the
bidding firm because it would decrease the profit that the bidding
firm could have realized had the information not been made pub-
lic.

2 36

Secondly, as Coffee points out in his article, it is highly likely that
information concerning a bidding firm's plans to acquire a target
will be leaked to the investing public.237 Coffee argues that securi-
ties information, because it is a public good, displays the key
characteristic of non-excludability, meaning that the information
"seldom can be confined to a single user because many people
have a motive to leak it. '2 s Shareholders of the bidding firm, upon
learning of the upcoming acquisition of a target, will purchase
shares of the target in preparation for the upcoming acquisition.
However, the use and divulgence of the upcoming acquisition will
not stop there.

234. A target may be undervalued due to inefficiencies in the market. An inefficient
market is one in which "the prices of publicly traded common stocks do not correctly reflect
all information available to investors." See THE LAW AND FINANCE OF CORPoRATE ACQUISI-
TIONS, supra note 7, at 135. Conversely, the use of the term "efficient market" refers to a
market that is efficient in the "semi-strong form," meaning that "at any point in time, market
prices are an unbiased forecast of future cash flows that fully reflects all publicly available informa-
tion." Id.

235. See Coffee, supra note 211, at 725.
236. Hechler, who advocates the use of the shareholder voting franchise to approve

corporate acquisitions, concedes that such a requirement would result in bidders paying
more for targets. She states that in order for to obtain shareholder approval for an acquisi-
tion:

Presumably, management would be expected to issue proxy statements providing in-
formation about the terms of the proposed acquisition. If... shareholders accepted
the deal, further complications would arise if another corporation offered the target
a higher bid. [If management is] forced to reissue proxy statements every time it
raises its bid ... [there will be] a significant increase in the cost of bidding and pre-
sumably a reduction in the number of bids.... [A]II bidders would be affected by the
voting rights mechanism. 'Good' bidders might abandon bids because of the added
expense of administering a potentially complicated voting process.

Hechler, supra note 7, at 381.
237. Coffee, supra note 211, at 725-26.
238. Id. at 725.
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"In fact, it [will] generally [be] in the [shareholder's] interest,
once he has traded, to inform others to create excitement and
induce a market upswing. Otherwise, the [shareholder]
achieves only the dubious victory of owning an undervalued
security, and as the Wall Street Traders' credo says: 'A bargain
that remains a bargain is no bargain.' ,239

Accordingly, making shareholder approval a pre-requisite to a
bidder firm's purchase of a target would most likely discourage
many acquisitions from taking place.2 40 This in turn decreases the
effectiveness of the market for corporate control, which would
leave inefficient managers in place to continue their inefficient use

241of the target's resources.
One possible way to ease the conflict between the hostile bid-

der's desire for a speedy and silent takeover and the shareholders'
desire for an ex ante opportunity to vote for or against a hostile ac-
quisition is the internet voting mechanism suggested by Professor
Richard Painter.42 Although Professor Painter discusses the inter-
net voting mechanism as a way for target firm shareholders to
approve or veto management's use of defensive tactics, the same
voting method may be used to ease tensions between the managers
and shareholders of bidder firms. Painter's model would allow a
firm to proceed with its efforts to acquire a target, while providing
a forum in which shareholders can vote against the transaction. 243 If
a majority of the bidder firm's shareholders cast votes against the
transaction via the internet, then the firm management must cease
with its efforts to acquire the target. 44

Although Painter's internet voting mechanism is suitable for
enabling target firm shareholders to approve or disapprove man-
agement's use of defensive tactics, the model would be unworkable

239. Id. at 725-26.
240. In Hechler's proposal-which is to "require a supermajority ratification of all pro-

posed acquisitions"-many acquisitions that facilitate the market for corporate control will
be prevented, not merely discouraged. Id. at 380. Furthermore, requiring a supermajority vote
for all acquisitions would, in many cases, give institutional investors the sole power to pre-
vent an acquisition. Id. Where the gains to be realized by a transaction outweigh the loses
suffered by the disapproving institutional investor(s), and the institutional investor is al-
lowed to veto the transaction through the use of supermajority voting structure, socially
optimal transactions will be prevented.

241. See infra Part III.
242. See Christian Kirchner & Richard W. Painter, European Takeover Law-Towards a

European Modified BusinessJudgment Rule for izkeover Law, 1 EUR. Bus. ORG. L. REV. 353, 382-
83 (2000).

243. Id. at 382.
244. Id.
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when employed to give bidder firm shareholders the opportunity
to approve or disapprove a firm's acquisition decision. First, unlike
a firm's decision to adopt defensive tactics, which usually consists
of an agreement between management and the firm's sharehold-
ers, a firm's efforts to acquire a target often involve payments to
and/or agreements with third parties.245 Furthermore, the delay
the bidder will experience while obtaining shareholder consent
would not be significantly less than the delay experienced through
the use of a proxy solicitation.246 When it comes to approving de-
fenses, Professor Painter is correct when he asserts that "[o]n-line
tallying of votes would be speedy because, instead of using record
ownership dates, a computer can invalidate a shareholder's vote as
of the date the shares are sold.",4 7 The process, however, would be
considerably slower in the case of hostile acquisitions. In order to
approve the propriety of an acquisition, a shareholder would have
to obtain, analyze, and verify all material information about the
transaction. These efforts are costly and time consuming.248 It is
possible for a hostile bidder employing the multistep acquisition
technique to have completed the first two steps of the process-
purchasing a block of the target's shares and announcing a tender
offer for the target-before enough shareholders analyze and ver-
ify all relevant information about the transaction and vote. It would
cause problems for the bidder if, after a successful tender offer for
the target's shares, the bidder learns that a majority of its share-
holders disapproved the transaction. Accordingly, a bidder firm
forced to seek the approval of its shareholders in this manner may
actually deter acquisitions that create efficiency and maximize
shareholder wealth.

245. See supra Part II(B) (discussing how the multi-step acquisition can decrease the un-
certainty of a hostile bidder successfully acquiring a target).

246. Hechler's advocacy of the shareholder voting franchise as a protective measure
stems from her proposition that if shareholders voted to ratify an acquisition that "later
proved to be financially destructive," shareholders would have the option of suing managers
based on the managers' use of false or misleading proxy statements. Hechler, however,
automatically assumes that if an acquisition turns out in the future to be unprofitable and
shareholders approved the acquisition, then the proxy statements used to solicit shareholder
approval of the acquisition must have contained false or misleading information. See
Hechler, supra note 7, at 388-89. This conclusion, however, is not warranted in many cases.

247. Kirchner & Painter, supra note 242, at 382-83.
248. The costs of obtaining the information may be zero, however, if the disclosure re-

quirements found under the SEC's proxy rules apply.
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B. Expanded Judicial Review

Another reform proposal suggested by Hechler is the applica-
tion of a heightened standard of review in cases where a
shareholder challenges management's acquisition decision(s).249

Hechler opines that the basis for the Delaware court's develop-
ment of the intermediate standard of scrutiny applied in Unocal-
the omnipresent threat that managers will, in defending against a
takeover, act in their own interests instead of the interests of

250shareholders -may apply to the same degree when managers ac-
quire a target.25'1 Before examining the specific proposals, this part
will first explore the underlying basis for Hechler's proposals-that
agency conflicts exist to the same degree for target acquisitions as
for defenses against a takeover bid. This Note argues that the po-
tential for manager/shareholder agency conflicts does not exist to
the same extent in the case of managerial acquisition decisions as it
does for managerial decisions to defend against a takeover bid.

To demonstrate this proposition, it is necessary to first examine
the different explanations for why management would act to fur-
ther its own interest, and not the shareholders, in deciding to
acquire a target. Bernard Black asserts that managers will act in
their own interests due to "[i]ncentives to increase size" and
"[i]ncentives to diversify the firm. '2

5
2 According to Black:

Incentives to increase size include managers' desire for
greater prestige and visibility, the desire of the chief executive
officer to leave a legacy and not be a mere caretaker, and
compensation structures that reward growth in sales and prof-
its. These incentives for growth may lead managers to
overinvest, either by expanding their own business or by buy-
ing a new business.2' 3

The threat that managers will disregard the interests of their
shareholders to fulfill desires for prestige and visibility cannot be
described as an "omnipresent specter." Black asserts that man-
agement would obtain the prestige and visibility it desires by

249. Hechler, supra note 7, at 383.
250. Unocal 493 A.2d at 946.
251. Hechler, supra note 7, at 383 (stating that "[l]ike the target managers in Unocal,

managers of acquiring firms often put their own interests before that of their sharehold-
ers").

252. Bidder Overpayment, supra note 7, at 627.
253. Id. (citation omitted).
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over-investing-"expanding their own business or by buying a
new business." However, management would unlikely take such
actions due to restrictions imposed by the market for corporate
control.2 4 Mark Mitchell demonstrates this in a study where he ob-
serves the "stock price reactions" to acquisition announcements
made by two groups of firms-firms that subsequently became tar-
gets in takeover attempts and firms that did not receive a takeover
bid--during 1982-1986.2 5

Mitchell's study distinctly demonstrates the preventative effect
that the market for corporate control has on the likelihood of
management engaging in empire-building acquisitions. Mitchell
summarizes the result of his study as follows:

Estimates ... reveal that the probability of becoming a target
firm during 1982-1988 was significantly related to the stock
price effects associated with the announcement of acquisi-
tions made by the firms in our sample: the more negative
these effects, the higher the likelihood of a subsequent take-
over. The probability of becoming a hostile ... target is
especially related to these stock price effects."6

The implications of Mitchell's findings for the assertion that the
market for corporate control makes empire-building acquisitions
unlikely are two-fold. First, if firms that make acquisition decisions
based on prestige or visibility become takeover targets in the end,
shareholders that experienced a stock decrease due to manage-
ment's imprudent acquisition decisions will recover those loses by
receiving a premium for their shares from a subsequent hostile

25bidder. Second, Mitchell's study demonstrates that there are
"good" and "bad" bidders. One should not lose sight of the dan-
gers of modifying the current standard used for reviewing
managerial decisions to acquire a target: such modification may
have a chilling effect on the managers of both good and bad ac-
quirers, which will in turn result in a less effective market for
corporate control . 5

254. See supra Part I(C).
255. OFFICE OF ECONOMIC ANALYSIS, supra note 10, at 5.
256. Id.
257. See id. Because of the Delaware Supreme Court's mandate in Revlon, which requires

a firm's board of directors to obtain the highest possible price for the firm's shareholders,
shareholders are almost assured of recovering any economic loss they suffered due to the
actions of incumbent management. See Revlon, 506 A.2d at 182.

258. See supra Part I(C).
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The threat that managers will put their interests before those of
shareholders by diversifying the firm's portfolio, also falls far short
of an ubiquitous threat. First, the possibility that risk averse man-
agers will over-invest by buying a new business can be dealt with
through the use of ex ante agreements between management and
shareholders. By offering its managers options, a firm can make
managers less risk averse and thereby lessen the likelihood that
managers will acquire new businesses to diversify the firm's portfo-
lio.25 9 Dealing with risk averse managers ex ante is preferable to
litigation that would be drawn out, costly and harmful to the
firm-even if such litigation takes place under a modified business
judgment rule. Second, the market for corporate control suffi-
ciently deters managers from any harmful diversification of the
firm's portfolio. Mitchell asserts that the hostile takeovers during
the mid-1980s demonstrated how the market for corporate control
eliminated firms that made unwise acquisitions-conglomerate
mergers-during the 1970s and early 1980s. He states:

Generally, the evidence reviewed above pertains to takeovers
during the 1970s and early 1980s. A unique feature of hostile
takeovers during this period is that many of these transactions
were motivated by the acquiring firms' desire to sell a substan-
tial portion of the target firms' assets. To the extent that these
'bust-up' takeovers prune target firms of 'poorly' performing
assets which the target firms had acquired in earlier takeovers,
then these transactions can be viewed, in part, as 'undoing'
some of the unprofitable takeovers of the 1970s and early
1980s.2 °

Third, even diversification strategies that result in a decrease in
the acquirer's stock price may serve the economic interests of the
acquirer's shareholders. As indicated in Part II.C. of this Note,
Shleifer and Vishny argue that the conglomerate mergers of the
1970s furthered the interests of long- and short-term shareholders
of the acquiring firm.2

6 The resultant increase in efficiency from
the conglomerate mergers produced positive abnormal returns to
the benefit of short-term shareholders. Although abnormal returns
were negative in the long-term, Shleifer and Vishny argue that the

259. See THE LAW AND FINANCE OF CORPORATE AcQuISITIONS, supra note 7, at 249 ("Op-
dons will also enhance the profit incentive, and can make the managers more willing to
accept risk.").

260. OFFICE OF ECONoMIc ANALYSIS, supra note 10, at 10.
261. See SHLEIFER & VISHNY, supra note 3.
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acquirers' stock prices would have suffered greater declines in the
262

absence of these conglomerate acquisitions. -

Despite the fact that any managerial self-interest that may exist
when a company is acquiring a target fails to rise to the level of the
threat identified in Unocal, Hechler insists on the need for a more
intrusive standard of review for acquisition decisions. Hechler's
form of expanded judicial review would provide bidder company
shareholders with a cause of action to challenge a proposed or
completed merger or acquisition.6 3 For a proposed acquisition,
Hechler would allow bidder company shareholders to seek an in-
junction preventing the company's managers from completing the
proposed transaction.264 In the case of a completed transaction,
shareholders would be permitted to bring an action for money
damages, if the plaintiffs could show some loss resulting from the
acquisition.6 5 In either case, the plaintiffs would need to "plead a
prima facie case that managerial self-interest was a primary motiva-
tion behind the proposed or completed merger or acquisition,
which was in conflict with management's loyalty to shareholders. '6

The problems with Hechler's form of expanded judicial review
are readily apparent; indeed, Hechler herself recognizes her pro-
posal's shortcomings. The first problem, discussed earlier in Part I
of this Note, concerns the unproven connection between negative
abnormal returns and the wealth-maximizing effects of an acquisi-
tion. As Hechler readily admits, "market inefficiencies may make it
difficult for shareholders to show past or potential loss when chal-
lenging acquisitions."2 6 The lack of an established or accepted
connection between abnormal returns and the value of a particular
transaction would make assessing plaintiffs' losses extremely prob-
lematic. A similar problem will exist in cases where plaintiffs'
challenge an acquisition ex ante seeking injunctive relief. As previ-
ously stated, Hechler's proposal requires a prima facie showing of
managerial self-interest as the primary motivation behind a chal-
lenged acquisition. In the absence of direct evidence of such self-
interest, plaintiffs are likely to rely on circumstantial evidence as
proof of managerial self-interest. Such circumstantial evidence
would probably take the form of negative abnormal returns ex-
perienced by the bidder company's stock at some point

262. See id.
263. Hechler, supra note 7, at 386.
264. Id.
265. Id.
266. Id.
267. Id.
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surrounding the announcement of the acquisition. However, for
such evidence to have any probative value, one would have to as-
sume that the stock market "perfectly reflects" information
concerning a proposed transaction's wealth affects and that
'judges will be able to distinguish material declines from tempo-
rary noise in the stock markets.' '2

c8 Neither assumption is likely to
be true.

A more fundamental problem with Hechler's proposal for ex-
panded judicial review concerns the proposal's effects on the
corporate decision making process in general. In Unocal, where the
Delaware Supreme Court adopted a standard of review more intru-
sive than the business judgment rule, the judicial determination
required is relatively straight forward and simple. In Unocal-type
cases, a court is faced with a situation where the stock of a potential
target is trading at one price, a hostile bidder is offering a huge
premium to the target's shareholders and target management is
blocking the deal. In such cases, determining the propriety of tar-
get management's resistance to the deal requires a finding of fact
as to the value of the target's shares and determining whether the
hostile bid gives the target's shareholders the best price. Reviewing
a managerial decision to acquire a target, however, is not so simple.

Acquisition decisions made on the basis of expected synergy
gains and increases in the operating efficiency of the target em-
body time consuming, costly and complicated research and analysis
by the bidder company. In deciding whether to grant a group of
bidder company shareholders relief, a court would need to "fer-
ret[] out 'good' from 'bad' bidder managements." As Hechler
correctly observes: "on the target side, judges have not been terri-
bly keen in choosing between loyal and disloyal target managers."
As a result "[o] ne might wonder then, why judges would do such a
better job ferreting out "good" from "bad" bidder manage-
ments. 269 Additionally, any judicial efforts to engage in this
onerous and difficult task would "gut[] the business judgment rule
entirely."2 7 The business acumen and expertise of seasoned corpo-
rate managers would be replaced with what Black describes as the

271"meager" business acumen ofjudges.

268. Id. at 387.
269. Id.
270. Id. at 385-86.
271. See Bidder Overpayment, supra note 7, at 651 (quoted in Hechler, supra note 7, at 386

n.197). Opining on the expanding the business judgment nile for acquisition decisions,
Bernard Black states:
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C. Liability Rule Protection

The next reform that Hechler suggests borrows from a protec-
tive measure for target shareholders proposed by Robert Daines
and Jon Hanson, and is known as a "liability rule" regime.2 7 2 Ulti-

mately, the liability regime amounts to nothing more than making
the acquirer's management insurers of the acquirer's stockholders.
Hechler's proposal would require that the managers of an acquir-
ing firm engage in what Hechler calls "acquisition bonding.", 73

That is, Hechler's liability regime would require the acquirer's
managers "to pay into an escrow account following the acquisition
an amount of money up to the point necessary to make the stock
move above the price it was trading at prior to the announcement
of the acquisition." 74

This proposal is problematic for a number of reasons. First,
Hechler's liability regime requires the acquirer's management to
pay into an escrow account an amount necessary to bring the price
of the acquirer's shares back to the pre-acquisition announcement
price. This requirement is based largely on two assumptions which
were addressed earlier in this Note. First, it assumes that the nega-
tive abnormal returns earned after an acquisition announcement is
made have enough probative value for managers to be held per-
sonally liable. This is questionable, as the investing public's
reaction to the announcement may not reflect an unbiased view.
Second, the requirement relies entirely on the cumulative abnor-
mal return methodology's ability to demonstrate a clear
connection between the movement in the price of the acquirer's
stock and the acquisition announcement. As discussed earlier in
Part I, both assumptions may be incorrect. Even if it was possible to
definitively say that negative abnormal returns occurred as a result
of the investing public's reaction to an acquisition announcement,
it remains possible that enough members of the investing public

I would not change judges' reluctance, embodied in the business judgment rule, to
second-guess takeover bids and other investment decisions. The costs of litigation are
too high, and the business acumen of judges too meager, to make it likely that the
benefits of greaterjudicial scrutiny will outweigh the costs.

Id.
272. Hechler, supra note 7, at 390 (citing Robert M. Daines &Jon D. Hanson, The Corpo-

rate Law Paradox: The Casefor Restructuring Corporate Law, 102 YALE L.J. 577 (1992)).
273. Id. at 392.
274. Id.
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overreacted hat, in the aggregate, public sentiment did not pro-
duce an equilibrium price for the acquirer's stock post-
announcement.2

75

Finally, as stated above, applying the liability rule regime to cor-
porate acquisitions reduces managers to insurers of the firm's
stockholders. This is troublesome for two reasons. First, due to the
corporation's separation of ownership from management, investors
purchase equity positions in corporations fully aware of the risk of
mismanagement.176 Moreover, because the possibility that managers
will engage in imprudent acquisitions is reflected in the price of
the acquirer's stock,2" and because many stockholders are able to
eliminate company specific risk through diversification, using the
liability regime, where the acquisition decision falls short of "an
intentional infliction of loss" would give acquirer shareholders a
windfall.27 s

In short, the liability rule regime will result in an externality: due
to the liability rule regime's compensation scheme, shareholders
will not take into account the costs of managerial negligence asso-
ciated with the purchase of stock in a corporation. This resultant
externality will prevent capital from being allocated to corpora-
tions in accordance with investor valuations. 279 Hence, the liability
rule regime provides bidder firm shareholders with a windfall at
the expense of overall economic efficiency.

D. Auction Reform

Hechler also suggests auction reform as a potential protective
measure for bidder shareholders..28  Hechler asserts that the auc-
tion process, by its very nature, results in bidder overpayment.
Hechler seeks to modify the auction process in such a way as to de-
crease bidder overpayment, while simultaneously avoiding the
underpayment for targets.2 1 Hechler's first suggestion is to limit

275. See Freund & Easton, supra note 93, and accompanying text.
276. See Joy, 692 F.2d at 886.
277. See supra note 83, and accompanying text.
278. See Booth, Stockholders, Stakeholders, and Bagholders, supra note 116, at 437 (stating

that the intentional infliction of harm is different, because it cannot be protected against by
diversification).

279. See S.E. RHOADS, THE ECONOMIST'S VIEW OF THE WORLD, GOVERNMENT, MARKETS

AND PUBLIC POLICY 67 (1985).
280. Hechler, supra note 7, at 393.
281. Id. at 394.
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the number of bidder allowed to participate in a target's auction.
However, she is forced to note that limiting the number of bidders
allowed to participate in an auction would exclude some bidders
with unique synergies with a target resulting in an inefficient allo-
cation of resources.82 Alternatively, by preventing all willing
participants from taking part in a target's auction, Hechler's pro-
posal would have a prohibitive effect on the market for corporate
control, the purpose of which is replace the target's inefficient
management with management that is able to make the most effi-
cient use of the target's resources. When the number of auction
participants is limited, the acquirer who is able to make the most
efficient use of the target's resources may be excluded. An auction
limited in such a way would result in the acquisition of the target
by an acquirer who, while able to increase efficiency beyond the
level of incumbent management, will not make the most efficient
use of the target's resources.

Hechler also suggests that bidder shareholders will be better off
if the uncertainty of the target's value is eliminated. To achieve
this, Hechler proposes the elimination of sealed bids in the auction284

process. However, this may create legal problems for the target
company. Once a target engages in a transaction that will result in
a change in corporate control or a break-up of the corporate en-
tity, the target's management is obligated to seek the best value
reasonably available to its shareholders.28 5 Any perceived bias could
result in a finding that the target's management breached its fidu-
ciary duty to its shareholders. In Paramount v. QVC, for example,
the Delaware Supreme Court found that Paramount's directors
failed to seek the best value reasonably available to its shareholders
when favorable treatment was extended to one auction bidder at
the expense of another.26 As a result of the holding in Paramount v.
QVC, directors may feel obligated to use sealed bids to minimize
their liability to shareholders based on allegations of disparate
treatment of competing bidders. Hechler's proposal, therefore,
should focus on loosening the judicially created protections af-
forded target shareholders during the auction process. Without

282. See id.
283. See generally, Mitchell & Lehn, supra note 73 (arguing that a motive for corporate

takeovers is to discipline managers who operate their firms in ways that do not maximize
profits).

284. Hechler, supra note 7, at 394.
285. See Paramount Communications, Inc. v. QVC Network, Inc., 637 A.2d 34 (Del.

1993).
286. See id.
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the threat of a shareholder suit looming over the heads of target
management, the use of sealed bids may very well fall out of favor.

CONCLUSION

The timing and characteristics of the next wave of mergers and
acquisitions remain uncertain. However, the next epidemic of
mergers and acquisitions will present the same host of legal prob-
lems that the courts have struggled with over the last three
decades. Due to the increasing focus on the effects that corporate
acquisitions have on bidder shareholder returns, judicial analysis
will focus more on protecting the interests of bidder shareholders.

No one would deny that the acquisition decisions of manage-
ment should be subject to some form ofjudicial review. The power
of management to purchase targets, like any other power assigned
to corporate managers, may be used to further the interests of
management to the detriment of the firm's shareholders. The ex-
isting legal regime, however, adequately protects the interests of
bidder shareholders while simultaneously allowing managers to
engage in the day-to-day operations of the firm. The substantive
and procedural arms of management's obligation to act with due
care shape the corporate investment decision making process.
Moreover, market mechanisms, interstate competition, and federal
securities laws provide additional protections for bidder share-
holders.

When managers use company assets to acquire a target, the
business judgment rule obligates them to make only those acquisi-
tions that hold out the prospect of at least a market rate of return.
Acquisitions promising anything less would expose management to
shareholder liability on the basis that the acquisition decision
lacked substantive due care, because shareholders could have done
better for themselves by investing dividends in the market. Addi-
tionally, shareholders have the option of suing management based
on allegations that management did not inform itself of all mate-
rial information and, as a result, unjustifiably believed that an
acquisition would produce a market rate of return. Management
should, of course, be allowed to challenge both allegations. After-
the-fact litigation is an execrable way to review corporate invest-
ment decisions, which by their very nature are made under
uncertainty. Using uncertain methodologies and theories such as
the cumulative abnormal returns method and the efficient capital
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markets hypothesis as triggers for managerial strict liability would
have a chilling effect on managerial decision making and the mar-
ket for corporate control.


