SHEET 18 a

What compensation should be awarded for financial damage
to shareholders?

Financial damage to shareholders takes very different forms depending on whether the
company is listed or unlisted. In a listed company, publication of share prices has specific
consequences which may concern all shareholders — those who have bought or have
not bought and those who have sold or have not sold (1). In a solvent unlisted company,
it is rare that disputes concern all shareholders, and disputes do not raise as many
difficult theoretical questions (2).

1 — Compensation for financial damage to shareholdersin a
listed company

a) Basis of compensation for damage

The main case is that of a shareholder in a listed company whose decisions to invest in
or hold on to securities are affected by a lack of information or inaccurate or misleading
information from the directors of the companies in which the shareholder holds or held
shares.

In such a case, the shareholder suffers damage which is specific and distinguishable
from that suffered by the company, which does not suffer in the same way from the
consequences of the lack of information or dissemination of inaccurate, imprecise or
misleading information.

Compensation can be awarded for damage to the shareholder in these circumstances via
a general law civilliability action, which requires demonstration of negligence and personal
damage and demonstration of a causal link between the negligence and the damage.

In view of this, assessment of the damage caused to the shareholder in relation to the
stock marketis essential to obtain compensation. This assessment follows the principles
set out by the Court of Cassation.

b) Events which may distort share prices

It should be noted that the situations may be very different, and there may be a number
of events which can cause damage to shareholders in relation to the stock market, such
as:

e Overly optimistic inaccurate information

e Overly negative inaccurate information, particularly when a company is about to
be sold
Delayed profit warning
Incorrect announcement of new orders
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e |ncorrect announcement of social or commercial events

c) Method for assessing damage to shareholders in relation to the
stock market

It is important to find a method for assessing damage which complies with the principle
of full compensation for each shareholder, based on the events which directly and
personally affected them.

In the Gaudriot judgment of 9 March 2010, the Court of Cassation confirmed the solution
which states that damage suffered by shareholders consists of a loss of chance. (Court
of Cassation, Commercial Chamber, 9 March 2010, no. 08-21.547 and 08-21.793):

“[...] whoever purchases or holds on to shares issued by public offering, based on
inaccurate, imprecise or misleading information on the situation of the issuing
company, loses only the chance of investing their funds elsewhere or of giving up
those investments already made”.

This loss of chance on the part of the shareholder, which is the only aspect for which
compensation can be provided according to Court of Cassation case law, implies that
the decision to invest or to hold on to a share has been altered. The damage that the
shareholder suffers translates to a loss of chance:

e To have purchased shares at a lower price than that paid, in view of the circulation
of optimistic inaccurate information on the market.

e To have been able to sell the shares at a better price, in view of the circulation of
negative inaccurate information on the market.

e To have given up the investment if the shareholder held onto the shares.

The Court of Cassation ruled that the trial courts, which had found that the company had
disseminated information “likely to artificially inflate stock market prices and encourage
shareholders to buy shares at a higher price than their real value, or to hold on to them”,
rightly concluded that the investors had “certainly been deprived [...] of the possibility of
making fully informed investment decisions and choices, particularly in giving up
investments already made” and “established the causation between the negligence on
the part of the company and the damage, which is considered a loss of chance” (Court
of Cassation, Commercial Chamber, 6 May 2014, no. 13-17.632 and 13-18.473).

This doctrine highlighted the fact that the solution provided by the Court of Cassation
(awarding compensation for damage caused to shareholders in consideration of the
concept of loss of chance) enables easier processing of group litigation, as the solutions
adopted tend to allocate an identical lump sum to each shareholder.

Questions have also been raised about assessing the damage in relation to the stock
exchange caused to each shareholder more specifically, by measuring the impact of the
information on the price of the affected shares and identifying abnormal performance
following the dissemination of this information.

This method would entail establishing what the share price should have been if it had not
been changed by the biased information, by isolating the effect of the false information
on the share price over a period spanning from the date it was disseminated to the date
it was revealed. This method is known as event study methodology and is used in the
United States.


https://www.legifrance.gouv.fr/juri/id/JURITEXT000021968424?init=true&page=1&query=08-21.547&searchField=ALL&tab_selection=all
https://www.legifrance.gouv.fr/juri/id/JURITEXT000021968424?init=true&page=1&query=08-21.547&searchField=ALL&tab_selection=all
https://www.legifrance.gouv.fr/juri/id/JURITEXT000029026879?init=true&page=1&query=13-17.632&searchField=ALL&tab_selection=all
https://www.legifrance.gouv.fr/juri/id/JURITEXT000029026879?init=true&page=1&query=13-17.632&searchField=ALL&tab_selection=all

To assess the damage, a counterfactual scenario would therefore need to be drawn up
based on the share’s profitability data and its observed correlation with that of other
comparable listed issuers, in order to identify the abnormal return caused by the
dissemination of this false information.

This method would need to be strictly implemented via observation of market data over
the non-affected period, to model what would have happened if the incorrect information
had not existed.

It would then be possible to measure the impact on each shareholder, according to their
specific situation.

However, the event study method has not yet been used in France. The courts apply the
principles defined by the Court of Cassation based on the concept of loss of chance. It
should be noted, for the sake of completeness, that the event study method is subject to
some debate in the United States.

d) Information to be gathered and provided to the court by the
shareholder in support of a claim for compensation for its damage

e The financial situation and nature of permanent sensitive information of the issuer
and its competitors.

e The surveys and reports published by the French Financial Markets Authority
(Autorité des Marchés Financiers) and any decision on sanctions regarding the
false information.

e The contextual information on the development of the stock market, indices,
sectoral indices and competitors’ prices.

e Management announcements and rectifications.

Shareholder portfolios and positions on the security.

e Evidence that without the inaccurate information, the shareholder would have
made different investment choices, and all documents showing the value of the
profit potentially lost.

This is the essential basic evidence required to establish an approach based on
negligence and the direct and certain personal damage caused to each shareholder.

2 - Compensationfor financial damageto a shareholderin an
unlisted company

As there is no mechanism for publication of the value of shares, disputes are normally
between the purchaser and the seller of shares. However, a shareholder in an unlisted
company may suffer damage due to misleading or imprecise information from the
company or its director, which influences the decision to purchase or dispose of shares.

a) Deceit affecting the purchaser

A purchaser of shares claims that deceit has occurred in his relationship with the seller.
This is a contractual situation, covered by Articles 1137 et seq. of the Civil Code, which
provides for either action to establish nullity and/or action to establish liability. If the
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contract is maintained (where there is no action for nullity, as is most common), the
damage corresponds to having paid too high a price. The contract could have been
entered into under more advantageous conditions. This damage, according to case law,
is identified as a “loss of chance”. According to case law, this entails “the loss of the
chance to have entered into the contract under more advantageous conditions” (Court
of Cassation, Commercial Chamber, 5 June 2019, no. 16-10.391, Rev.soc. 2019, p.742;
Court of Cassation, Commercial Chamber, 15 January 2020, no. 18-12.115). Is this
justified?

The purchaser may also be misled by incorrect accounts which have been certified. In
this case, the auditor who provided this certification has failed in the task of certifying the
accounts and will be ordered to compensate the purchaser fully for its damage. The court
will reject damage relating to the loss of chance not to have entered into the contract or
to have entered into the contract under more advantageous conditions, as the
professional was not bound by a precontractual obligation to provide information (Court
of Cassation, Commercial Chamber, 10 October 2018, no. 17-12.525).

b) Misleading information

A purchaser complains of misleading information provided by the director of the
company. The purchaser-seller relationship is not the subject of the dispute here, but the
purchaser-company director relationship. The company director’s liability in this case is
tortious liability (former Art. 1382, Civil Code). The Court of Cassation could have applied
the existing case law for listed companies, which states that the damage corresponds to
a loss of chance caused by the investment made or maintained due to false information
(Court of Cassation, Commercial Chamber, 9 March 2010, no. 08-21.547). Is this case
law applicable to unlisted companies? In a first judgment in which this question was
raised, the Court of Cassation rejected this (Court of Cassation, Commercial Chamber,
16 May 2018, no. 16-20.684, Rev. soc. 2018, p. 708). It would seem that the Court of
Cassation has not yet fully determined its stance on this point.
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https://www.legifrance.gouv.fr/juri/id/JURITEXT000038674599?init=true&page=1&query=16-10.391&searchField=ALL&tab_selection=all
https://www.legifrance.gouv.fr/juri/id/JURITEXT000038674599?init=true&page=1&query=16-10.391&searchField=ALL&tab_selection=all
https://www.legifrance.gouv.fr/juri/id/JURITEXT000041490468?init=true&page=1&query=18-12.115&searchField=ALL&tab_selection=all
https://www.legifrance.gouv.fr/juri/id/JURITEXT000037510777?init=true&page=1&query=17-12.525&searchField=ALL&tab_selection=all
https://www.legifrance.gouv.fr/juri/id/JURITEXT000037510777?init=true&page=1&query=17-12.525&searchField=ALL&tab_selection=all
https://www.legifrance.gouv.fr/juri/id/JURITEXT000021968424?init=true&page=1&query=08-21.547&searchField=ALL&tab_selection=all
https://www.legifrance.gouv.fr/juri/id/JURITEXT000036947265?init=true&page=1&query=16-20.684&searchField=ALL&tab_selection=all
https://www.legifrance.gouv.fr/juri/id/JURITEXT000036947265?init=true&page=1&query=16-20.684&searchField=ALL&tab_selection=all




