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Abstract

This pgper devdops a rent-protection theory of corporate ownership structure — and in
paticular, of the choice between concentrated and digpersed ownership of corporate shares
and votes The pepar andyzes the dedison of a company’s initid owner whether to maintain
a lock on control when the company goes public.  This dedidon is shown to be very much
influenced by the gze tha private bendiits of control are expected to have Mog importantly,
when private benefits of control are lage — and when contrdl is thus vaduable enough —
leaving control up for graos would dtract atempts by rivas to grab control and thereby
cgpture these private bendfits in such drcumdances, to preclude a contral grab, the initid
ovner might dect to maintan a lock on control. Furthermore, when private benefits of
conrod ae lage mantaning a lock on contro would enddle the company’s initid
shaeholdas to cgpture a lager fraction of the surplus from vaue-producing tranders of
control.  Both results suggest that, in countries in which private benefits of control are large,
publidy treded companies will tend to have a contrdling shareholder. It is dso shown that
sgpadion of cash flow rights and vating rights will tend to be usad in conjunction with a
contralling shaeholder dructure but not with a digpersed ownership dructure. Fndly, the
peper andyzes why companies might meke contrd patidly contedable as many US
companies currently do by adopting antitekeover arangements.  The results of the pgper ae
congdent with the avaldble evidence can explan the obsaved petens of corporae
owvnaship, and yidd testable predictions for future empiricd work.  The andyds dso hes
policy implications and, in paticular, identifies an important bendfit that aises from having
acorporae lav sysem that effectivey limits private bendfits of contral.
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[. INTRODUCTION

This paper develops a rent-protection theory of corporate ownership dructure — and in
paticular, of the choice between dispersed and concentrated ownership of corporate shares
and votes. The proposed theory shows how the Sze of privae bendfits of contrd influences
the choice of ownaship dructure  When privae benefits of contrdl are large, and when
contral is thus vauable enough, leaving control up for grabs would atract atempts to greb
control by rivas seeking to cgpture thee privae bendfits  In such drcumdtances, to predude
a contral grab, founders of companies that take them public will tend to mantan a lock on
control. The theory can explan the obsaved patens of corporae ownership aound the
world and within countries, is condgent with the exising evidence, and yidds many tedable
predictions for future work. Furthermore, the theory has policy implications for public policy
toward corporate governance and ownership sructure.

Corporae dructures that have and do not have a contralling shareholder are different
in aiticad ways In companies with digpersed shareholdings, contral is "contesable' in tha a
nva can sek to wred contrdl from the incumbent agang its will. In contras, when a
compay hes a contralling shareholder, contral is not contedable but is raher "locked" --
control of the company cannot be obtaned agang the incumbents will but only through
negotidions with the incumbent. This bedc choice between dructures in which control is
and isnot contestable, isthe one on which this paper seeks to shed light.

A ocommon obsavaion, and one that has been recdving growing atetion by
researchers (see eg., the survey by Shlefer and Vishny (1997)), is that the inddence of
concentrated and dispersed ownership varies greatly across countries around the world. This
is the case even among ocountries in a dmila dage of economic devdopment. Wheress
digoased ownaship is the dominat form in the United States and the United Kingdom,
control blocks are dominant in the countries of continental Europe!

LaPorta, Lopezde-Slanes and Shlefer (1999) have recently completed an important
empiricadl dudy compaing corporate ownaship dructures around the world. One finding of
thair research is tha there is a connection between the presence of contralling shareholders
ad the drength of the legd rules protecting public invetors Contralling shareholders are
common when investor protection is wesk. Another finding is tha, in countries in which

! See eg., Becht and Rod (1999), Bianchi, Bianco, and Enriques (1997), Bloch and Kremp (1997),
Franks and Mayers (1997), and Zingales (1994).



contralling shareholdas ae common, such contrdles often mantan contrd while retaining
subdatidly less than a mgority of the cash flow rights this is done through the use of dock
pyramids, cross-hodings and dud-dass sock. The theory devdoped in this paper sheds
light on both of thesefindings

The modd devdoped in this paper condders an owner of a company who initidly
owns dl of its shares and now takes the company public. The owner makes a choice between
() a cotrdling sharehdlder gructure (CS) in which contrd is uncontedable and (i) a
dructure with digpersed ownaship and without contralling shareholder  (NCS) in which
control is contedable This choice of dructure might affect the future caesh flows to
sharehdlders and the private benefits of contra to the company's maneger -- and thus dso the
sum of these two, which isthe total value that will be produced by the corporation.

Sections 11 and 11l modd this choice, fird using a vary Imple sstup (Section 11) and
then a more generd one (Section 111). They show how, when private bendfits of control are
large, fear of a control grab might leed the owner to maintain a lock on control and choose a
CS dructure While bang more efident is a necessry condition for an NCS dructure to be
chosen, it turns out not to be a aufficdent condition. The reason for this is thet setting an NCS
dructure does not ensure thet the company reman in an NCS dructure. A rivd might seek to
wres control by acquiring a controlling block through market purcheses or a takeover bid.
When private bendfits of contrd ae large enough - and when contrd is thus vduadle
enough - an initid seting of an NCS dructure will areste a vary tempting target for potentid
grabbers of control. Under such drcumdances an initid sdting of an NCS dructure will not
be a dade equilibrium; the initid sdting will likdy revet evertudly to a CS dructure
folowing the acquigtion of a control block by a rivd manager o, in a dfendve move to
prevent such an acquigtion, by the incumbent manager. And when an NCS dructure can be
expected to unravd in this way, it would not be chosen to begin with. Thus when private
bendfits of control ae large, ownas might choose a CS dructure notwithdanding some
efidency advantages that an NCS dructure could have, in order to mantan a lock on
contral.

Section |V extends the badc andyss of the preceding sections While Sections || and
Il assume tha the owner is going to chooe a one-share, one-vote dructure, Section IV

A companion paper (Bebchuk (1999)), which is described in Section VII, analyzes post-IPO choices
between CS and NCS structures. The results of that paper reinforce the conclusions of this paper
concerning the connection between large private benefits of control and CS structures.
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dlows for the posshility of sgpardting vating rights from cash flow rights through the use of
dock pyramids, dud-class sock, and cross-holdings. It is shown that sgpardion of cash flow
rights will gengdly not be used in conjunction with an NCS dructure While the wadl-
known modds of Grossmen and Hat (1988) and Haris and Raviv (1988) focus on the
gtudtion of two dasses of dock with digpersed owneship in both, this Studion is indeed
quite rare (see Nenova (1999)), and the results of Section IV can hdp explaning why this is
the case® It is dso shown tha, as is consdent with the evidence, sgparation of cash flow
rights from votes might often be used in conuncion with CS dructures. When the sze of
control  bendfits mekes it desrable to mantan a lock on control, segparding votes from cash
flow rignts might endde the owner to mantan such a lodk without incurring large risk-
bearing cogts or liquidity cogts in such cases, CS dructures with separation of votes and cash
flows might be used despite some sgnificant effidency drawbacks thet they have.

Setion V' devdops another extendon of the bedc andyss While the preceding
Stions asume that dl manegas ad controllers ae dike, Section V  dlows for the
posshility that manegers that can produce higher vdue might arive - and that a trander of
control might thus produce some dfidency gans Introdudng this condderdion turns out to
grengthen the idetified connection between large private control benefits and CS dructures
When the levds of private bendfits of control are large, an initid choice of a CS dructure
would endble the company's initid dhaeholdes (whose interests are intendized by the
initid owner) to cgpture a larger fraction of the surplus crested by a vaue-increesing trandfer
of contral.

The identified connection beween corporae ownership dructures and the dze of
private control benefits can explan the different routes pusued by foundes and initid
owngs of companies in differet countries In the United Sates, founders of companies thet
teke them public commonly choose a one-shae, one-vote dructure, avoid usng pyramids or
cross-holdings, and pursue a route tha rdinquishes, a leest over time thar grip on control
(se eg., Bukgpan, 1995). The reason why American contrallers act in this way under the
proposed theory is that, in the United States, private bendfits of control are rdativdy amdl.
Conseguently, when an NCS dructure is more dffident, the fear of leaving contrdl up for
grabs will genedly not deter a US founder from choosng such a dructure In contred, in
many other countries in which private bendiits of contrdl ae lage say, Itdy, company

% The explanations given by Grossman-Hart (1988) and Harris-Raviv (1988) for this phenomenon
focus on the possihility of differences between incumbents and rival managers. Our model shows that
separation of cash flow rights and votes will be unlikely to be used in NCS structures even in the
basic case in which dternative managers are expected to be similar in terms of the cash flows and
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founders dect to lock contral in ther hands when going public (see, eg., Bianchi, Bianco,
and Enriques (1997). To this end, controllers in many other countries often st up dructures
tha endble them to mantan a grip on contrdl (see eg, Homen and Hogfedt (1999)) -
even if the dructures nesded to mantain this lock on control involve subgtantia cods due to
reduced incentives or increased tax payments.

Settion VI discussss more fully the podtive implications of the proposed theory. In
addition to its implications for the vaiance in use of CS and NCS dructures in different
countries, the theory dso has implications for differences among companies within the same
country. The theory can dso hdp explan why countries with larger levds of private control
bendfits have fewer public companies Fndly, the theory dso explans why CS dructures
with radica sgparation between votes and cash flows is not used in NCS dructures  The
implicetions of the theory ae shown to be consgent with the exising empirica evidence
and to yidd many testable predictions for future empirica work.

Sedtion VIl discusses other theories concarning  the connection between legd  rules
and ownaship dructures Because legd rules might afect such dructures through more then
one channd, the proposad rent-protection theory can be complementay to these other
theories. It is explaned, however, tha there are agpects of exiding ownership paterns which
other theories do not explain and which the proposed theory can explan.

Sation VIl discusses policy implications The  andyds  identifies an  important
benefit that a country can derive from cregting a corporate lav sysem that imposes effective
condrants on the extraction of private bendfits of control. The andyds thus adds to the
grength of the case for having such asysem.

FAndly, before Section X's ocondugon, Sedtion IX pursues ancther  important
extengon of the andyss Much of the pape’s andyss focuses on the two "puré' cases in
which contral is completdy contesable or completdly uncontestable. But there are dso cases
of “patid” contestability — in which the incumbent manegars while nat having a complete
lock on control, ae patidly protected from replacement agang ther will.  Patid
contestahility can aise when the incumbent meneger hes a lage plurdity of the corporate
votes and/or is protected by an attiteakeover arangement. Indeed, in recent years many
Americean public companies have s&t up patidly contestable dructures by adopting vaious
antitakeover measures (Coates (1998), Danes and Klausner (1998) and Fedd (1999)).
Section VI therefore provides an andyds of the functions that partid contestability can

private benefits produced under their control.



play. This andyss can explan why atitekeover providons ae common in IPOs ad
provides tedtable predictions concarning the types of companies tha will be mogt likdy to
adopt such measures

1. A SMPLE MODEL OF THE CHOICE BETWEEN CSAND NCS

We will dat our andyss by consdering a smple modd that will be used to isolae,
in a dmple sHup, the potertid vdue of mantaning a lock on contro. We will gradudly
drop the modd’ s smplifying assumptions and show thet its condusions hold more generdly.

The squence of events in the modd is as follows. At T=0, an owne-manager of a
company, denoted by |, takes it public and chooses its ownership dructure Subsequent
everts will determine whether | will remain the company’s maneger. At T=1, rivd manegers
might emage which might or might nat lead to a change in the manager’s identity and/or
the ownaship dructure Findly, @& T=2, the company operates and dl vdue is redized and
digributed. Our assumptions about each of the Sages are detalled beow.

A. The Going Publica T=0

The intid owner | initidly owns dl shaes of the company. At T=0, | sHIs some of
his sharesin the firm to the public but remains as the company’ s maneger.

The public invedors bang diverdfied, ae assumed to be rik-neurd. As is
conventiond, it is assumed tha the makea for dhares is pafectly compditive, that public
invesors thus pay for the shares exactly the vdue of what they will get, and that | therefore
intemdlizes fully the impect that its ownadhip drucure choices will have on the public
investors buying sharesin the 1PO.

Prior to taking the company public, the owner chooses its ownership dructure
Soedificdly, the owner makes a choice between (i) a contralling shareholder dructure (CS),
and (i) a dructure without a contraling shaeholder (NCS). The aiticd way in which CS

* While the model considers explicitly the situation in which the owner sells some of his shares in the
firm and pockets the proceeds, it aso covers the situation in which the company issues shares and
puts the proceeds in its coffers. The reason for this is that the situation in which the company issues
shares for a capital K is equivaent to a situation in which the owner first borrows K, puts K in the
company, and then sells shares that he has for an amount K and covers his loan.
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and NCS dructures differ from each other concerns whether corporate control is contestable
or uncontestable.

What defines a (pure) CS dructure is that control is not contestable but is rather
locked in the hands of the controlle-manager. The mog common way to edablish a CS
dructure -- and the one that we assume | will use if CS is chosen -- isto have | own hdf or
more of the corporde votes. However, note that, as will be discussed in detal when
atitekeover arangements are conddered, ay arangement that locks control in the hands of
I will amount to a CS dructure. Thus, for example, a charter provison that gives | the power
to manage the company forever or tha mekes I's ouder prohibitivdy codly to entetan
would amount to establishing a CS dructure.

What defines a (pure) NCS dructure is that control is completdy contestable. Thus,
an NCS dructure implies that corporae votes are aufficently divided among shareholders
undfiliged with |, and there are no anti-takeover arangements that give | an advantage over
rivasin acontest over contral.

The discusson aove makes it dear tha, in addition to the pure cases of complete
contetability and uncontestahility, there is a continuum of cases in between in which control
is patly contetable For example, when | does not have a mgority of the votes control
might only be patidly contesteble if | dill owns a subdtatid block of votes Alterndively,
when | does not have such a sgnificant block, control might ill only be patidly contesteble
if there is an antitekeover arangemat (say, a poison pill) that, while not preduding a hodile
tekeover, makes it more difficult. Initidly, to gan undesanding of what is & dake, we will
foous on the choice baween complee contedtability (pure NCS) and  complete
uncontestability (pure CS). Section VIII will extend the andyss to congder the intermediate
cases of partia contestability.

Ancther amplifying assumption thet we will meke initidly, and will drop laer on, is
tha | will not sspaae cash flow rights from votes This assumption will be rdaxed in
Setion 1V, which will extend the andyss to dlow for the posshility of sgparaing votes and
cah flow rights through dud-class gock, dock pyramids, and cross-holdings. For now,
however, it is assumed tha the owner sats a one-share, one-vote dructure and HIs to the
public the same fraction of the cash flow rights and the vating rights

Given that the dructure is aone-share, one-vote, adopting a CS dructure means thet the
owvner reans hdf or more of the compay's shaes For now (this again, will be rdaxed
|ater), let us assume that in the event thet CSis chosen | will keegp exactly hdf of the shares
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In contrad, adopting an NCS dructure (with complete contestahility) would involve
the owner's «dling dl of the compawy's shaes & T=0 and daying as a “professond
manager.” If the company remans under NCS a T=2, it is expected that | (or whichever
menager will save then) will then ge some executive compenstion that will provide him
with incentives®

B. The Posshle Changein Control a T=1

Immediatdy fdlowing the company's going publicc markke trading commences ad a
dock maket price is s&t. At T=1, an dtanaive manager N, and possbly more then one
dteanaive manager, emage and might seek to replace |. At this dage, we shdl assume that
dl managers ae ideticd -- in thet, if they end up managing the firm, they will dl produce
the same cash flows and privae benefits under any owneship dructure: Section V' will drop
this asumption and dlow for the posshility that a rivd which could produce higher cesh
flows or private benefits might emerge.

How a rivd might be ade to replace | will degpend on whether CS or NCS was
initidly st & T=0. If CS was chosen & T=0, ad if | thus has a lock on contral, then control
cannot be wresed by purchesng shares from public investors, the only way to replace | is by
conduding an agreamat with | to purchese its contralling pogdtion. Note that, snce dl
managers are for now assumed to be identicd, there will be no reason for a contral trandfer to
be negatiated if CS is st & T=0; for the vdue of the control block will be the same under dl
buyas Thus in the besc modd, if CS is initidly chosen, | will catanly reman as the
manager a T=2.

In contradt, if NCS was initidly chosen @ T=0, then the rivd N might sesk to gan
control by purchaang a mgorty of the company's shaes through a takeover bid (or,
dtendivdy, openmaket purcheses). If a rivd mekes a bid, the incumbent maneger and
other rivds might choose to over-bid. As will be explaned, the condusons of the andyds
will be the same under a sequence in which the arivd of N is observed by | and | has the
option to be the firg to meke a bid with N (or cther rivas) having the opportunity then to

*The executive compensation scheme can be set by the owner when the company goes public.
However, for the company to be under a pure NCS, this scheme must provide the manager with
payment only in the event that he will actualy work a T=2. A scheme that would provide | with
some payment at T=2 regardless of whether | remains as manager would create a “golden parachute’
that would have an antitakeover effect and thus would imply that the corporate control would not be
completely contestable. See the discussion of antitakeover arrangements later on.
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over-bid. The cog of making abid isC;.
C. TheT=2 Redlization of Vduea T=2

Frdly, & T = 2, the compay will operate. At the end of its operations, and before
the curtain goes down, dl vaue will be redized and didgributed, with cash flows going to
shareholders and private benefits going to whoever, whether | or N, isthe manager & T=2.

As will be discussd laea on, thee is a lage liteaure tha examines vaious
efidency effects of the ownaship dructure choice To focus on the factor thet this paper
identifies as influendng ownaship dructure choices we gl initidly abdradt from these
other effects by assuming that cash flows and private benefits will be the same a T=2 under
both CS and NCS. Section 111 will drop this assumption and andyze the identified factor in
the context of a more generld modd in which cash flows and private benefits might depend
on the choice between CSand NCS.

Soadificdly, it will be assumed in this basc modd that, under ether CS or NCS the
private bendfit to whoever is the manager a T=2 will be B.° (Section 11l will dlow for B to
be differet under CS and NCS) The private bendiit B tha the manager & T=2 will g&
indudes dl those dements of vdue that will flow to the maneger by virtue of its contral.
Thee bendfits indude bendfits from df-deding transactions, teking corporate opportunities,
trading on indde information, taking excessive executive compensdion or paks ad 0
forth.

Note tha B is likdy to be a function of the country's legd sysem -- induding not
only its rues and doctrines but dso its sydems of implementation and enforcement. For
exanple legd regmes differ congdeadbly in the extet to which they condrain profits from
Hf-deding or teking of corporate opportunities’ The tem lax corporate sysem shdl refer
throughout to a sysem that enables the extraction of large private bendfits of contral.

® Assuming that B is not a certain amount but rather a random variable would complicate notations
but would not change the conclusions of the analysis.

"See, eg., Enriques (1998) for a comparative anaysis of the law governing self-dedling transactions,
indicating that the regulation of sdf-dedling has more bite in the U.S. and the UK than in other
countries. For a general analysis of the variance among countries in the constraints on controllers
ability to extract private benefits, see LaPorta, Lopez-de-Silanes, Shlefer, and Vishny (1999).
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To be aure it might be suggested thet, even if a country hes a lax corporae sysem, |
could a T=0 s a low levd of B by adopting gopropriate charter provisons But there ae
bdantid limits on the extet to which charter proviSons can dubditute for an efective
corporate sysdem (Bebchuk and Roe (1999)). A subdantid reduction of private bendfits
might require an dfective sygem for intepreing, implementing, ad enfordng corporate
arangements, and such asystem might not be possible to be provided by charter provisions®

The extraction of private benefits B might leed to efidency cods In such a cese the
extration of private benefits would lower totd vaue to bdow wha it would othewise be®
The andlyds throughout dlows for both the posshility in which the extraction is a pure
trandfer and the possihility thet extraction disspeates some vaue,

As to cash flows a T=2, they will be asumed to be Y + e, where e is a zero-meen
noiee with a normd didribution and variance R. Agan, for now we assume that Y is the
same under both CS and NCS. Section 11l will dlow for Y to depend on the choice of
ownership sructure,

The only effidency effect tha the choice beween CS and NCS has in this dmple
modd is on rik-bearing cods Unlike the divargfied public investors | is assumed to be
rik-averse, which means tha holding a block under CS imposes some risk-bearing cogts on
1.1°  Without loss of gengrdity, and to make a convenient notation, we shall assume that | has
the exponentid utility function ussd by Hdmgrom and Milgrom (1987), and tha the vaue
(certanty eguivdent) it dtaches to a normdly digributed random varidble X is thus equd to
EX) — nVa(X), where mis a paange reflecting I's degree of risk averson. This implies
that the valueto | of getting half of thefirm's cash flow is Y/2 — (Y2’mVar(e) = Y/2 — niR/4.

8 Alternatively, it might be suggested that the owner could set B at the bvel of another country by
incorporating in that country. But such incorporation might involve regulatory and tax costs, which is
why most companies around the world do not resort to it. Findly, it is assumed that, while
reputational mechanisms might help, they cannot, say, enable an Itaian company to commit to the
same B as, say, an American company.

*The possibility that larger private benefits involve more inefficiency costs is discussed by Bebchuk
(1994) and Burkhart, Gromp, and Panunzi (1998).

1% The assumption that it is costly to hold large fraction of cash flow rights can be motivated either on the
basis of risk-aversion costs -- as we do here and is done by Admatti, Pfleiderer, and Zechner (1994) — or
dternatively on the basis of liquidity costs, ala Bolton and von Thadden (1998).
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Let us asume for a moment thet, after going public, nather the ownaship dructure
nor the manager could be expected to change In such a case in our Smple modd, | will
choose an NCS dructure to save the risk-bearing cogts involved in a CS dructure. For in
such a case, | could I dl the shares to public investors for Y, get B & T=2, and thus end up
with atotd vaue of

VNCS: Y +B.

In contradt, if | chooses a CS dructure and thus sis only hdf of the dhares, | will g&t

Y/2 for hdf of the shares retain cash flow rights with a vaue to | of Y/2-nR/4, and capture B
a T=2, thusending up with atotd vaue of

Ves= Y2+ (Y2-nR4) +B=Y +B —nR/4 <Vycs

Thus if | were to assume thet there would be no change in manegement or ownership
dructure a T=1, then | would dways choose NCS in this Smple modd. However, an initid
choice of NCS does not imply that an NCS dructure will be retaned through T=2. With an
NCS dructure, a rivd might seek to wrest control & T=1. As a reault, as we shdl see bdow,
there ae drcumdances under which | can expect that an initid choice of an NCS dructure
will not be maintained a T=1.

D. The Conditions under which an NCS gructure Cannot be Mantained

Proposition 1: An NCS dructure chosen & T=0 will not be maintained a T=1 if and only if
@ (Y2—nR/I4)+B - C; >Y/2

Remark: The intuition for the propodtion is as follows When inequdity (1) holds there can
exig no equilibrium in which an NCS dructure is mantaned. For if an NCS dructure were
mantained, then the vdue that hdf of its shares will have to public investors will be Y/2. In
contragt, the vaue of a 50% control block under a CS dructure will be Y/2 — nR/4 + B. Thus,
when condition (1) holds, putting together hdf of the dhares trading on the maket will cregte
a block that exceeds the current cepitdization of the shares under NCS by more then the
transaction cods involved in a bid.  Because the shares are worth less when dispersed then
when put together, ther being dispersed under NCS would not be a dable equilibrium. An
NCS dructure, if it were to be chosen, would revert to a CS dructure when N acquires, or in
adefendve move | acquires, a control block.
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Proof: Suppose that the aove condition is stidfied, ad let us show that the company will
revert to CS dructure following the acquigtion of ablock of hdf of the sharesby N or |.

Fadng a bid for hdf of thar dhaes and asuming tha no higher bid is mede the
shareholders will tender ther shares if the bid price P offered for hdf of the shares stidfies
P> Y/2. As to a potentid bidder, a 50% ocontrol block would have a vdue Y/2 — nR/4 + B
and would invalve transaction cods of Cy. Thus assuming the bid is going to succeed, a bid
a P would be mede if and only if P sdifiessP< Y/2 — nRi4+ B - C;. Thus assuming thet a
bid & P is not going to be superseded by a higher bid, a bid that would both atract shares and
not lose money would exigt if and only if condition (1) is saidfied.

Which price P will be offered by N will depend on whether N faces the possihility of
a competing bid by I (or by some other rivd). If a competing bid is not possble (because | is
cash condraned and no other rivds are there), N will bid only Y/2, the lowest price nesded
to atract tendes But if N faces the posshility of a competing bid because | is not cash
condrained (or, dternaively, because there are other rivds), then N will bid Y2 — nR/4 + B
- C;, whichisthe lowes price that otherswill not over-bid.

Fndly, note that the condusons will be the same if it is assumed that | gets the firg
chance to bid. In this casg, to preempt a bid from N, | will meke a bid for hdf of the shares

forapriceof Y/2—nR/4 +B - C; and acquire acontrol block.

Thus we can condude that, whether or not N faces the posshility of a competing bid
(ard whether N or | can move firg), if condition (1) holds an initid choice of NCS will not
be mantaned. The difference between the two scenarios, the one with competing bids and
the one without them, is only with respect to the price a which the contrdl block will be

bought.

Remark: The proof procesded by assuming thet, if N is to obtain a contral block, it will be
done through a tender offer. But the result does not depend on the economy having a
developed takeover market or mature takeover procedures. The concduson will be the same
if rivds have to ue opermake purchases to accumulate a contralling block.  Here, again,
when condition (1) is stified, an NCS dructure cannot be an equilibrium. If it were the
sock maket capitdizaion of the shares would be Y, and N would profit from accumulaing
through open-market purchases a this price a 50% block. Also, agan, if | gets to move firg,
| itsdf might acquire a ocontrol block through openrmarket purchases. But ore way or the
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other, an equilibium with an NCS dructure cannot exid, because the market price of Y in
such adructure will atract N to grab control.

E. Antidipated Unraveling and the Initid Choice
Proposition 2: A CS sructure will be chosen a T=0if and only if condition (1) holds.

Remark: The intuition behind the resllt is as fdlows When the unravding condition of
Propogtion 1 holds it would be pointless - indesd counterproductive — for the owner to st
intidly an NCS dructure the company is desined to end up in CS awway. Sdting NCS
intidly would just imply thet the company would end up in CS anyway. But it would do 0
in a way that would leave | with less vdue (compared with sdtting CS to begin with) because
some vdue will be spent on transaction cods (and possbly dso on profits of the rivd).
When the unravding condition halds contral is Smply too vaugdle to be left up for grabs If
it were 0 |eft, it would be grabbed by a rivd or (defensvdy) by the incumbet. So the
owvner will do beter by sdting CS directly raher then usng a drauitous route that would
involve transaction cogts (end in addition might endble arivd to teke acut).

Proof: If condition (1) is met, then, by Propogtion 1, even if an NCS were initidly s, the
company would revert to CS a T=1. Thus the totd vadue that would be produced a T=2
would dill be Vos But | and the initid shareholders (whose interests | interndizes) would be
ae to cgpture less than Vs How much less would degpend on whether N faces the
posshility of a competing bid. If N does not face such a bid, and purchases a control block
for Y/2, then | and the initid shareholders would capture Vs minus the profit of the riva
(which would be B - C; — nR/4). If N does fce the posshility of a competing bid, then the
rivd would meke no profit, and | and the initid shareholders would capture Vg - Cr. In
contrad, an initid setting of CS would provide | and the iniid dhareholders with a vaue of
Vs Thus if condition (1) in the propogtionis satisfied, | will choose a CS dructure,

Remerk: A brief comment is due on the implausble case in which C; = 0. In this case, when
condition (1) is sdidfied, an NCS dructure chosen & T=0 will not be mantaned a& T=1
However, in this case, | will be indifferet between choosng an NCS and CS as long as N
faces competition a T=1. In such a casg, an initid choice of NCS will codledy revert to CS
a T=1. Conseguertly, there will be no loss from going to CS directly a T=0 or through
reverson from NCS & T=1. The important point will reman, it will quickly revet to CS ad
opaaeinita T=2.

12



F. TheImportance of the Sze of Private Benfits of Control

As Propogtion 2 indicates the lager B, the more likdy is | to dedide to mantan a
lock on contral.

Corollary: A CS dructure will be chosn if and only if B is auffidently large or, soedficdly,
if and only if

B>nR4+C;.

Thus in the gtudion conddeed heae if the compaty opedes in a lowB
environment (country or indudry), | will dect to avoid risk-bearing cogts by choosng NCS
without fear thet its choice will atract a contrdl grab. To illudtrate, condder companies going
public in the US whee the evidence indicates (see Baday and Holderness (1989)) tha
private bendiits are rddivdy smdl. To ga the bendiits of diverdficaion, founders might
well dect to give up alock on contral.

In contradt, if the company opeaes in a high-B ewironment (country or indudry),
the fer of a potentid control grab would lead | to retan a lock on control and forego the
sving in risk-bearing cods thaa an NCS dructure would endble To illudrate, consder
companies going public in Itdy, where the evidence indicates privae bendfits are rdaivey
large (se Zingdes (1994)). The founders of such companies who teke them public might
elect to leave contral up for grabos because it istoo vauable

G. Why Not Egablish an NCS with a Prohibition on a Takeover ?

It might be asked why the owner will not edablish an NCS drucure with a
prohibition on tekeoves An arangement might be edablihed that prohibits the acquidtion
of a control block, or makes it conditiond on I's consant. With such an arangement, s the
agument goes an NCS dructure will be mantaned until T=2, and | will thus capture a
vaueof Vycs

Now the fird thing to note is tha, with such an arangement, the adopted dructure
should actudly be regarded not as an NCS dructure but rather as a paticular kind of a CS
gructure. For anything thet gives | alock on control makes the structure a CS sructure,

It might be further asked, however, whether this type of CS dructure might not be the

bet one for | to adopt. In the Imple modd of this section it might indeed be the beg,
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because it would combine a lock on contral with low halding of cash flow rights (and thus
ard| risk-bearing codts by 1). Another way to combine a lock on control with a low holding
of cash flow rights which will be discussed later on, is to sgparde cash flow rights from
votes and to give | a mgority of the corporate votes but only a amdl fraction of the cash flow
rights In the smple modd of this section, such CS dructures would not have an effidency
dissdvantage compared with an NCS dructure. But once we dlow for ownership dructure to
dfect incatives as we do in subssguent sections such CS dructures might have an
efidency dissdvantage compared with an NCS dructure The resson is that, when the
maneger hes litle or no cash flow rights, it is important for incentive reasons to have the
threet of ouder, which exigs under an NCS dructure but not under the conddered types of
CS drudures Thus once we dlow such incative dfects, as we will do in the next two
sections, the totd vaue produced under such CS dructures might be less than that of an NCS
gructure. But, as will be shown, such dructures (or some cother CS dructures) might dill be
adopted if the megnitude of private control benefits makes it important to kegp a lock on
control.**

[1l. A MORE GENERAL MODEL

Le us now extend the andyss of the smple modd and dlow for the ownership
dructure to afect Y and B. For now (until section IV) let us continue to assume that | will
choose a one-shae, one-vote dructure However, we ddl dlow Y and B to depend on
whether CS or NCSiis chosen.

Soadficdly, if NCS is chosen and mantaned, | us assume that the expected vdue
of cash flows will be Yycs (the cash flows bang Yycs plus the random, zero-meen
disurbance €) and private bendfits of contral will be Bycs L&t Vnes = Ynes + Bues denote
the totd vaue that the company will produce operating under NCS.

1 Another possible arrangement that might be considered is a “golden parachute” under which | is
promised to get an amount B if it is replaced. Such an arrangement creates a Situation of partia
contestability: it does not completely prevent a hostile takeover but only makes it more costly (B will
be taken from the firm's cash flow if a rival takes control but not if the incumbent continues). In the
smple model of this section, such an arangement of partial contestability would adways get the
maximum total value of Y + B. However, once incentive effects are introduced, as will be done later,
such a golden parachute arrangement might create a lower tota value than NCS because it will
reduce the incentive of the incumbent to perform well. Antitakeover arrangements will be discussed
in detail in Section IX.
14



If a CS dructure is chosen, let us denote by a>05 the fraction of the shares thet |
choosss to rean. Assuming that the company operates under such a CS dructure & T=2, the
expected vdue of cash flow will be Yc{*') (the cash flows being Yc{'") plus the random
zero-meen didurbance e); and the private bendfits of contral will be Bcq{'"). Continuing to
make the same assumption as before concaning I's risk-averdon, the vdue to | of a control
block under such agtrudureis Yes (*) - "*?nR + Bes (*).

Let Vs (") = Yes (') - @R + B (**) denote the totd vaue of a CS sructure with
the contraller holding a fraction *. Let a” denote that vaue of a in the range (0.5,1) which

meximizes the vdue of Vos Thus Veda') is the highest tota value that can be produced
under a CS dructure.

Bther Vyes of Veda*) might be higher. Compared with a CS dructure, an NCS
dructure might have both advantages and disadvantages which have been dresdy subject to
much sudy by the literature Compared with NCS, potentid advantages of CS indude (i)
the contrdle’s holding a lage fradtion of cash flow rights might provide it with good
incentives (Jensen and Medkling (1976), Burkhat, Gromb, and Panunzi (1998)); (ii) the
contraller’s not fading the threat of an ouder might prevent it from being pressured to digort
its choices between short-tem and long—term projects (see, eg., Sen (1989) and Bebchuk
and Sodle (1993)); and (jii) the contraller’s secure postion might give it better incentives to
meke invesments that increase the contrdlle’s firmgpedfic human capitd or its private
benefits of control (Burkhart, Gromb, and Panunzi (1997), Pagano and Rod (1998)).
Compared with NCS dructure, potentia disadvantages of CS indude (i) I's security in its
job mighnt (the freedom from the threst of ouder) might dso have an adverse efect on its
decisons regading efort and private bendfits (Schafgen (1998), Morck, Shlefer and
Vidny (1988), Huck (1998)), (ii) I's lage fradion of cash flow rigts might involve
donificant risk-besring cods and liquidity costs (Admatti, Pfldderer and Zechner (1994),
Bogon and von Thadden (1998)), and (iii) I's lage fraction of cash flow rights might reduce
liquidity and meke the make price a less informaive sgnd of vdue (Hamsrom and Tirde
(1993)). Thislig of effectsis not meant to be exhaudtive

The literature, which has focused on how Vs and Vycs compare, thus suggests that
someimes Veqa*) is higher axd sometimes Vs is higher. Our man point will be tha the
choice between NCS and CS will not be deermined soldy by how Vycs and Vceda®)
compare with eech other.  Raher, it will dso mater how large private bendfits ae as an
demen of totd vadue
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Propogtion 3: A necessay condition for an NCS dructure to be chosen is tha Vycs >
Vedah).

Remark: The intuition for this resuit is as follows. If the condition does not hold, and Veda")
is the highes vdue tha the company can produce, | will be adle to capture this vdue by
setting aCS dructurewith a*.

Proof: Seethe Appendix.

Propostion 4: A auffident condition for an initid choice of an NCS dructure not to be
maintained a T=1 isthet

) aYeda) - "?nR+ Beda) —Cr > a max(Yyes, Ycda)) for somea>0.5.

Remarks (1) The intuition for this propogtion is as fdlows If condition (2) is stidfied,
then there can exig no equilibrium in which NCS is mantaned & T=1. If NCS were to be
mantaned, then dhaes would have a vdue of Yycs But then putting together shares
condituting a fraction a of dl the shares would creste a block with a vaue of aYcda) -
a’nR + Bcga) which excesds the exising capitdization of these shares plus the transaction
cods involved in a bid. For the reasons explaned in the Remak following Proposdtion 1,
this would mean tha an NCS dructure would not be an equilibrium.(2) For reasons Smilar
to those discussed in the context of the smple modd, the condusions will be amiler if N has
to resort to opentmarket purchases to obtain acontrol block.

Proof. Seethe Appendix.

Propogtion 5: A necessary condition for an NCS structure to be chosen a T=0 isthat

3 "Yed') - "R+ Bes (@) - Cr <a max(Ynes, Ycega)) fordl a>0.5.

Remarks The intution behind this result is dmila to the intuition behind the resut in
Propostion 2. When the unravding condition of Propostion 4 holds, it would be pointless --
indeed counterproductive -- to s iniidly an NCS dructure Given that the company is
Oegtined to end up in CS awyway. Seting NCS initidly would jugt involve extra transaction

cods (and possbly ldting a rivd wak avay with a profit) ad thus would leave | with less
vdue
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Proof. Seethe Appendix.

Thus far we have edablished tha an NCS dructure might not be mantaned a& T=1
and, in such drcumdances, will not be chosen a T=0 to begin with. We now turn to note that

uch draumdances might occur even when Vs excesds Veda'). To see this we can
rearange the unravding condition (2), and dter some dgeorac rearangement, we get the
following resuit.

Proposition 6 Even if Vycs > Veda'), an NCS dructure will be ungable and a CS sructure
will be chosnif for some** 3 0.5.

4) [(1-a)/a] Beda) + Bues> [Vnes— Ves (V)] - *(3-")nR- Cr /a* ;and
Be('") > "*nR + C;.

A cordllay of this reault is that a CS dructure will be chosn if the condition in the
propodtion holds for a=a”. Thus even if Vycs > Veda'), a CS sructure (with a”) will be
chosnif

® [(1-a*)/a] Bed@a*) + Bucs> [Vnes— Ves ()] - "(1-"*)nR- Cr /a* [ ad
Bed""™*) > "**nR + C;..

An important implication of this result concans the impact of legd rules ad the sze
of private benefits of contral. The larger Bes ad Bycs ad the lager the right-hand dde, and
the bigger the likdihood that CS will be chosen because NCSwould not be gable.

IV. SEPARATING VOTES FROM CASH FLOW RIGHTS

Untl now we have assumed tha the compay will have a one-shae one-vote
dructure -- that is that cash flow and vating rights will go hand in hand, and that to have a
mgority of votes it will be necessay to have a mgority of the cash flow rignts But cash
flow rights and vating rights can be sparaied. This can be done, and is often done, by usng
arangements such as dud dass dock pyramids and coss holdings. Indeed, with an
gopropriate desgn of such arangements, it is generdly possble to have a lock on control
with asfew cash flow rights asis desired (see Belchuk, Kraskman, and Triantis (1999)).
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For concrdleness, and without loss of generdity, we will assume tha the controller
will cregte two dasses of shares Class 1 will have a fraction g of the cash flow rights and dl
the vating rights Class 2 will have the remander of the cash flow rights and no vating rights
(The dass with no vating rights can be ceded not only by issuing shares with formdly
lower vating rights but dso by aeding a pyramidd drucure and issuing shaes in
aungdaies) This gengd formulation indudes one-share, one-vote as a pecid case (g = 1)
and the case in which votes and cash flow rights are separated (g<1).

The owner now must meke two choices The owner will choose g The owner ds0
will choose beween CS and NCS, with the contestability of control now depending on the
ownership of the shares in dass 1 (the dass with vating rights). A pure CS dructure would
involve I's holding a leest hdf of the shares in dass 1 (and thus hdf of the votes), wheress a
pure NCS sructure would involve I's sdling dl the sharesin Class 1.

For ampliaty, the andyss bdow assumes tha moving g bdow 1 does not ental tax
or transction cods In many oountries, however, some common forms of sgparding cash
flow rignts form voting rights such as dock pyramids and cross-holdings, reduce cash flows
to dhareholders as cash flows are taxed more than once | will therefore comment from time
to time on how the presence of such codts effects the condusions.

A. The effect on NCS Structures

Propogtion 7: If an NCS will not be dable for g=1 (tha is with one-share, one-vote), then
an NCS dructure will dso be unddde for ay g<l. Furthemore, if an NCS will be gable for
o~1, an NCS dructure with agiven g<1 might dill be undabdle

Remark: The intution for this result is that separding votes from cash flow rights makes
control grabs eager, by endbling the grabber to put together a block with hdf or more of the
votes while buying a grdler fration of the cash flow rights Therefore, udng such
spardion in an NCS dructure cannot meke the dructure more dable and might meke it less
0.

Proof: To gan control of the votes a potentid buyer of control must focus on purchasng
shaes in dass 1, which are the ones with vating rights Since the shares in dass 1 have a
fraction g of the cash flow rights Thus to acquire control, a buyer mug buy a fraction a of
the cash flow rights thet is equd to 0.5g or more Procesding in the same way as we did in
the proof of propodtions 3 and 4, it is possble to edablish that a suffident condition for an
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initid choice of an NCS dructure not to be mantaned a T=1, and thus not to be chosen to
begin with, isthet

aYeda) - "’nR+Beda) —Cr >a max(Yycs, Yceda)) for somea>0.5q,

And, dealy, moving from g=1 to g<l can méake this condition esder to saidfy and cannot
meke it harder to idy.

The above result suggests thet there is no resson to use g<l in conjunction with an
NCS dructure. With an NCS dructure, introducing g<1 does not produce bendfits in terms of
reducing risk-bearing or liquidity cods because the manager does not hold a large block of
cah flow rights in an NCS dructure even without separation. And dnce Separation might
meke thingsworsein teems of dahility, thereisno reasonto useit.

Note that the wdl known modds of dud-dass dructures by Grossman-Hat (19388)
and Haris-Raviv (1988) focus on the dtuation in which both dasses have digparsd
ownaship. However, such Studions are quite rare when two dasses exiq, the dhares with
upaior voting rights are generdly concentrated in the hands of a large shaeholder (see
Nenova (1999)). The reault of this propostion sheds light on why thisisthe case.

B. The Effect on CS Structures

Propogtion 8: If a CS dructure is to be chosen, then the owner might prefer to do it in
conjunction with a sgpardion between votes and cash flow rignts Consquently, dlowing
owvngs to separate votes from cash flow rights expands the st of cases in which CS will be
chosen.

Remark: The intuition behind this result is as folows. When | wants to maintan a lock on
control, separation might leed to a higher tota vaue because it would reduce the risk-bearing
cogts (or liquidity coss) that holding the contral block would impose on |. Because dlowing
sgpardion might sometimes endble holding a lock on control less expengvdy, it expands the
st of casesin which the contrallerswill choose to maintain such alock.

Proof: Recdl tha, if | has a lock on control with a fraction a of the cash flow rights then
thetotd vaduethet | will cgptureis

Veda) = Yed@) - *“nR + Bed@)
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To have a lock on control, a mugt be 0.5g or higher. Without separation, CS would require
tha a be 05 or highe. But with sgparation, a CS dructure could be accomplished with as
gmdl an a as desred. As before, let ' denote that value of a in the range [051) which
maximizes the vdue of Vs And let g denote that velue of a in the range (0.1) which
maximizes the vdue of Ve Clealy, Ve{Q') is a leag as high as V') ad might be
higher. V@) mightt be higher then V(") because reducding a reduces the risk-bearing
codts 2R, (The optimd " might dso nat fdl bdlow 05, to the extent thet redudng a has
a negdive effect (due to increesing mord hazard) on Yeqa) + Beg@), in which case Vedq')
will be the same as V{d). If the owner chooses a CS dructure, the owner will choose to
sparate cash flow rights from voting rights whenever Ve{(q') excesds Veq"").

From the fact that Ve{q') might sometimes exceed Vcdd'), it follows that dlowing
Sspaaion between cash flow rights and vating rights might expand the st of cases in which
CSwill be chosn.

This result is conddent with the exising pattens of ownaship. LaPorta, Lopez-de-
Slanes and Slafer (1999) report that, in countries in which CS companies are domina,
they ae often chaatteized by subdantid sgpaaion between cash flow rights and vating
rights In particular, they find thet CS firms commonly use pyramidd sructures,

V. DIFFERENT MANAGERS

Thus far we have assumed thet dl managers are dike, which implies that there can be
no efidency reeson for a trander of contral. Under this assumption, an iniid choice of CS
would not leed to a contrd trander, but an initid choice of NCS, leaving control up for
grabs might lead to such a trander. We now turn to the posshility thet a riva that would be
able to produce gredter totd vaue might arive In this case, a trander of control could cregte
a urplus To dudy this issue, we will congder two scenarios -- one in which the superior
rivd has a higher Y, and one in which the superior rivd has higher B. With respect to both
caxs, the quedion fadng the owner choodng beween CS and NCS is which dructure will
provide the initid dhareholdes with a lager fracion of the surplus crested by a control
trandfer’?.  As will be seen, when private bendfits are large, this condderation will favor a
choice of CS, which will drengthen thetilt toward CSthat large private bengfits produce.

12 Zingdles (1995), Bebchuk and Zingales (1996), and Isradl (1992) examine how choices of initial

structure affect the division of surplus in value-increasing transfers of control. But these papers have
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To abdract from transaction cods issues we shdl assume that both a tender offer
under NCS and a purchase of a control block under CS involve the same transaction codts of
C;. We ddl d assume that these transaction cods C; are not large enough to prevent
effident contral trandfers under e@ther CS or NCS,

A. Rivd with Higher Y

Suppose thet it is expected thet, & T=1, a new maneger tha can increese Y by DY
will arive. And suppose thet, & T=0, it is only known wha the didribution of DY will be
When such a supaior manager emerges, control will be trandeared to the new maneger
under @ther CS or NCS But the initid choice of ownership dructure will afect the fraction
of the surplus DY that the rivd will be dde to meke and the fraction that will be captured by
| and theinitid sharenolders (Whoseinterests are interndlized by the owner a T=0).13

1. Initid Choiceof CS

If the initid choice is CS then a tranda of contrdl will teke place through
negatiaions between | and the new contraller N. Applying the modd of Bebchuk (1994) for
sde of oontrd blocks and assuming equa barganing powe, | and N will it the
gopreciaion in the vadue of the control block crested by moving the control block from | to
N.  Conssquetly, N will cgpture a profit of Y4aDY-C;), and | ad the other initid
shareholderswill end up with therest of thesurplus QY - Cy).

2. Initid Choiceof NCS
Here we need to didinguish, agan, beween the case in which the incumbent | can

counter-bid and the case in which | canct. If the incumbent cannot counter-bid, then N will
bid "'[Ycqa)+DY], and N will thus meke a profit of Beg - "*?nR - Cr. If the incumbent can

not identified the sharp effect — which is the focus of the anaysis below -- that large private benefits
have on the choice between CS and NCS structures. As in the above modédls, it will be assumed that,
if a superior rival appears, there will be only one such riva. Otherwise, if two or more identicaly
superior rivals gppear, competition among them will leave them with no surplus.

13 The analysis below assumes that, under CS, the controller has a fraction a and that, if the initia
dtructure is NCS, the riva will gain control by making a bid for the same fraction a. The analysis can
be extended to the case in which a bid under an NCS structure might be for some other fraction. This
possibility can be shown to strengthen further the advantage of a CS structure that the analysis below
identifies.
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counter-bid, then N will bid max(""Ycda) -""?nR + Beda) - Cr, "[Ycda) + DY]), snce the
incumbat will be willing to bid up to "Yeda) - "nR + Beda) - Cr. Thus the new
menager N will capture a profit of min[*'DY, Beda) -"?nR - C;]. And | and the initid
shareholderswill thus end up with therest of thesurplus QY - Cy).

3. Comparison

Propogtion 9: If a new rivd with a supeior Y is expected to emage a uffident condition
for a CS dructure to produce, in the evet of a trander to the rivd, a higher expected vdue
for | and the company’ s other initid shareholdersisthet

©6) Bes(2)-""2MR- C; >E("DY - C)I2.

Proof: The right-hand dde is equd to the profit of the new manager under CS. Under NCS,
there are two posshiliies  Either N will gan Bega) - "?nR - Cr, which by the condition
excesds the right-hand dde or N will gan YA'DY — C;) which by ddfinition excesds the
right-hand Sde.

The implication of this result is tha, if the corporate sydem is auffidetly lax, ad if

Bes (@) is consquently suffidetly large the posshility thet a rivd with supeior Y will
arivefavorsa CS Structure,

B. Rivd with Higher B

Let us now suppose thet, @& T=1, it is expected that the rivd N that will arive will
have the same Y but a B tha is higner by DB. Thus under the new manager N, Vs (@)
would be equd to Vg (a)+DB.

1. Initid Choice of CS

In this case assuming agan that | and N have equd barganing power, they will Salit
between them () B — C;). Consequently, N will capture a profit of 12) B — Cy).

2. Initid Choice of NCS

Here we nesd to didinguish, again, between the cae in which the incumbent can
counter-bid and the case in which the incumbent is too cash condraned to do 0. If the
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incumbent cannot counter-bid, then N will bid *"Y.g and thus will meke a profit of Beda) +
DB - "nR - C;. If the incumbent can counter-bid, then N will bid ""Ycqa) + Beqa) - "nR -
Cr, which is the price that the incumbent will not over-bid; in this casg, the rivd will be adle
to meke a profit of DB. Thus, the lowes profit that N will be ale to make under an initid
choice of NCSwould bemin[)B , Bo{"") + DB - "?nR - C:.].

3. Comparison

The aove reaults indicate that, wheress under CS the rivd would meke a profit of
(DB — C;), under NCS the rivd would be dile to make a prdfit of & leest min[)B, B{"") +
B - "R - C;] (or more if the incumbent is cash condrained). After some rearrangement,
we can date the following result.

Propogtion 10: If a new rivd with a higher B is expected to emage a T=1, a auffidet
condition for a CS dructure to produce a higher surplus for | and the initid sharehdlders is
that

Bes(") +)B> "nR+Cr .

In this case again, when private bendfits are large enough, a CS dructure provides |
and the intid dhaehoders with more surplus Thus, this result ssems to operate to
drengthen the idetified connection between large private bendfits of contrd and CS
dructures

VI. POSTIVE IMPLICATIONS
A. Why Countries Differ in the Incdence of CS and NCS Structures

The modd devdoped aove dheds lignt on the subdantid differences in ownership
dructures across countries. It suggests that CS should be expected to be more common in
countries in which private benefits of control are large — and less common in countries such
benefits ae amdl. Convarsdy, NCS dructures should be expected to be more common in
countries in which the levds of private benefits of contrdl are amdl and less common (or
even rare or non-exigent) in countriesin which such benefits are large.

This prediction of the modd is condgent with, and sheds light on, the findings of
LaPorta, Lopezde-Slanes and Shlafer (1998). As desibed ealier, they find that CS
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dructures ae more common when legd invedor protection, as meesured by ther index of
legdl protection, iswesk.

As an dtendive to the index of legd protection used by LaPorta, Lopezde-Slanes
and Shiafar (1998), the drength of legd protections can be messured by looking & the
premia pad for control blocks The Szes of these premia can save as a proxy for private
benefits of control. A tedtable prediction of the propossd modd, then, is tha CS dructures
will be more common in countriesin which such premiaare high.

B. Why Countries Differ in the Incidence of Publidy Traded Companies

The andyds implies that, when private benefits of control ae lage ad NCS
dructures are consequently undable, fewer companies will go public. When NCS is an
option, an owner will go public when ather Vs or V{'") exceads the vdue of complete
owvnership Veo. However, when NCS is not an option, the fact that Vycs would exceed Vo
would not be a reason for going public; going public will take place only when Vg exceeds
Vco.

This prediction is conggent with the obsarved patens of owneship. To illudrae,
the US and UK, in which privete bendits are rddivey limited and NCS drudures are
common, have rddivey lager inddence of publidy traded companies In contradt, in Itdy,
where private benefits of control are rddivedy large and NCS dructures ae rare, rdaivey
few companies go public (see Pagano, Pandta and Zingdes (1998)). Congdering the issue
more sydemdicdly, LaPorta @ d (1997) find tha more companies go public, and equity
makets are more devdoped, in countries in which thar index of investor protection is high.
Thisprediction of our modd is conagtent with, and can hdp explain, thisfinding.

C. CSand NCS Structures within a Country

The modd hes implicdions nat only for the differences across countries but dso for
the differences among companies within a country. While countries differ gregtly in thar
inddences of CS and NCS companies, in mos countries there are some companies of eech
type And the modd has implicaions for the partition of companies between CS and NCS
gructures within each country.

The modd indicaes tha a company is more likdy to have a CS dructure when the
private benefits of control are large Thee privae bendfits of control for a given company
depend not only on the country’s legd rules but dso on company-spedific and indugtry-
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spedific paameers. Thus, within each country, CS dructures should be expected to be more
common inindudries or drcumdances in which private benefits are rddivdy large.

One factor tha might meke private contral bendfits rddively large is the presance of
ample opportunities to engage in Hf-deding transactions and in the taking of corporate
opportunities. Hrms in which such opportunities are present ae more likdy, other things
equd, to have a CS dructure The extent to which such opportunities are presant might
depend on the line of budness in which the company operaes Ways to messure this factor
might indude looking a the control premia pad in acquigtions of CS companies in the same
line of busness Another proxy for this factor (& leet when the US is dudied) is the
frequency with which transactions with efilisted paties ae disdosed andlor chdlenged by
plantff lavyers 4

Ancther factor that can increese the private bendfits of the initid owner is the presence
of some nonpecuniay  bendits from contrdlling the firm — which might exis when the
controller founded the firm, when the firm has been contralled by the owne’'s family for a
long time, or when contrdl of the firm provides the controller with some presige and glamour
(as is the case with contral of goorts teams). Thus, other things equd, firms in such Studions
are more likely to choose a CS dructure.

Frdly, companies are more likdy to choose a CS dructure when potertid  buyers of
the company face impefect competition due to the fact the owner taking the company public
hes liquidity condraints and/or there are few potentid buyers.

D. When Votes are Separated from Cash How Rights

The modd dso hes implications concaning when votes will be separated from cash
flow rights Votes can be sgpaded from cash flows udng severd importat corporae
arangements — dud-dass, dock pyramids and cosshodings — and the andyds haes
implications as to when they will be used.

One factor that might make private control benefits small is the presence of substantial regulation in
the industry. In regulated industries, private benefits might be smaler because the monitoring by
regulators, coming in addition to that by plaintiff lawyers, might help to reduce the extraction of
private benefits. This prediction is consistent with the evidence that concentration of ownership is higher
in regulated industries (see Demsetz and Lehn (1985) who develop a different explanation to this finding).
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The andyss suggests that segpardion between cash flow and voting rights will tend to
be usad in conjunction with CS dructures but not with NCS dructures Such schemes enadle,
when it is dedred, to mantan a lock on contrdl without reguiring the controller to bear the
cog of hoding a lage fraction of the cash flow rights In CS dructures when the owner
teking the company public wishes to mantan such a lok, such sthemes might therefore
sve a usful roe While such arangements might be codly in teems of agency cods or tax
cods, they would gill be adopted to establish the lock on contral that is desred when control
istoo vauable to leave up for grabs

In contrag, in NCS dructures, in which the owner is rdinquishing a lock on contral,
creding such separation will not provide such a savice to the owner. Quite the contrary, in an
NCS dructure, creding separaion will not only produce no vadue to the owner but dso might
have a counterproductive effect — by redudng the cost of hading a contralling block, it will
meke acontrol grab easer and might render the NCS dructure ungable.

This andyss can explan the adtud use of schemes separding votes from cash flows
Separadion of cash flow from vates is indeed uncommon in NCS dructures  For example,
when dud-dass is presat, ownaship of the shares with supeior vating rights is often
concentrated (see DeAngdo and DeAngdo (1985) and Nenova (1999)). The results of our
modd can explain why thisisthe case

Smilaly, our modd can shed light on the use of pyramidd dructures Condgent with
the modd, such dructures ae rare in the US in which private contrdl bendfits are rdativdy
gmdl and locks on contrdl are not as much in nesd, and they are common in many countries
in which invesor protection gppears wek (see LaPorta, Lopezde-Slanes and Shifer
(1998)). It would be worth subjecting this implication, however, to a more sysemdic teging.
Because pyramids increese agency codts and often dso tax cods (see Bebchuk, Kraskman,
and Triantis (1999)), they will tend to be used when the condderaion of locking contral is
auffidently important. Thus, the teddble prediction is tha, the larger private bendfits of
control, the more common the use of pyramidd Sructures.

E. CS Structures with Radica Separation between Votes and Cash Hows

Bebchuk, Kraekman, and Triantis (1998) seek to atract atention to the puzze
presented by CS gructures in which the contraller has a lock on control with a minority and
even a gndl minarity of the shares Compare (i) an NCS dructure in which the manager has
5% o 10% of the cash flow rights due to an incative scheme (a common Studion in the
uUsS), with (i) a CS dructure in which, because of the presence of dock pyramids dud-dass
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andlor cross-holdings, the contrdller has 5% or 10% of the cash flow rights (a common
gtudion in some countries). The comparison suggests that dructure (i) might wel be more
effident then (ii). Both dructures involve the same risk-bearing costs and in both the
finendd incentives aisng from the holding of cash flow rights ae the same Howeve,
wheress in dructure (i) the threst of an ouder might provide the manager with good
incentives, in dructure (i) the lock on contrdl shidds the maneger from ay make
discipline Futhemore, in many countries such a CS druciure, to the extent tha it would
involve pyramids or coss-holdings would adso increese tax cogts because cash flows will be
taxed more than twice Thus a CS dructure with a very samdl a might wel produce less totd
vdue than an NCS dructure™. However, such sructures exis in many countries and the

quedion iswhy they arise

Our modd can explan this puzze While the conddered dructures might produce
large cods and in paticular lager cods than an NCS dructure, they might be chosen in
order not to leave control up for grabs In a country in which private control bendfits are
large enough, control would not be left for grabs - even if this woud ental beaing the
incentive cogts and possibly aso tax cods cregted by CS sructureswith avery smdl a.

VII. OTHER THEORIES CONCERNING THE EFFECTS OF RULES

There ae other possble explanaions concerning how legd rules dfect the choice
between CS and NCS dgructures. Now there can be more than one channd through which
legd rues might dafect this choce ad our ret-protection theory might therefore
complemeant thee other theories, adding another factor that might be & work. It is worth
noting, however, tha there are some agpects of exising ownership patterns that some other
theories have difficulty explaning but might be possble to explan usng the rent-protection
theory.

A. NCS Structures as Product of Congraints on Fnancd Inditutions
Roe (1990, 1994) has pointed out tha the US has legd rules tha make the

accumulaion and holding of lage blocks of shares by finandd inditutions cosly and/or
dfficut. Such rules are not presat, or a lees not to the same extent, in other countries.

> For a recent empirica investigation indicating that such CS structures might indeed involve
substantial costs, see Crongvist, Hogfeldt, and Nilsson (1999).
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Accarding to Roes theory, this difference in rules accounts for some of the differences in
ownership sructures between the US and other countries.

This is an impotant indgght which can explan why hodings of large blocks by
finendd inditutions are less common in the US then in other countries But there are some
other aspects of exiding ownership dructure that the theory cannot (nor does it aspire to)
explan. In paticua, it cannot explan the inter-country differences in teems of the control
Oecidons tha indviduds and families téke While US lav might discourege finencd
inditutions from holding control blocks, the quedion dill remains why founders of American
companies that take them public are more willing than their counterparts in other countries to
ue dructures that rignt avay or & leest over time rdinquish ther lock contral. In contragt,
the rent-protection theory might be ade to explan these differences in the way tha has been
discussed (see Section A).

B. CS Structures as Indrument for Reducing Agency Cods

Another posshle connection between legd rules and owneaship dructures is based on
the ideg, going back to Jensen Meckling (1976), tha ownership dructure might be chosen to
minimize the m of agecy cods and divedficaion cods The lager the dake that a
controller has, the amdler ae the agency cods (see Jensen and Meckling (1976), Shiefer
and Vidny (1997), and Burkhat, Panunzi and Gromb (1998b)). The connection between
this idea ad legd rules might go as fdlows When the corporae lav sysem is lax, 0 the
gory might go, the agency problem might be more severe, and consequently it becomes more
important to have the manager hold a very large fraction of the cash flow rights in order to
check more hezard in thisway.

This is dealy a potetidly dgnificant factor & work, and one tha might explain
some CS dructures in which the contrdller owns a lage fraction of the cash flow rights
However, snce in this theory the advantage of a CS dructure is in discouraging mord  hezard
by providing the contraller with mogt of the cash flow rights this gory cannot explan those
CS dructures in which the contraller has a smdl fraction of the cash flow rights As dready
noted, an important finding of Lagporta, Lopezde-Slanes, and Shlafer (1999) is tha CS
dructures are often ones in which the controller hes a amdl fraction of the cash flow rights
and retainsits control through the use of dud-dass or sock pyramids.

Indesd, conddering that countries with week investor protection commonly have CS
gructures in which the controller has only a smdl fraction of the cash flow rights agency
cods condderations not only have difficulty explaning these dructures, they actudly make
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thar exigence more puzzing. As dready noted, when a mange has a gndl fraction of the
cash flow rights its holdings by itsdf would not provide it with good incentives to awoid
ineffident extraction of control bendfits Thus the threst of ouser might be quite rdevant to
the manager’'s incantives, and a lock on control might thus increese agency cods with the
problem pehgps even more severe in countries with pamissve rules tha do not effectivdy
congran the maneger.

In contradt, the proposed rent-protection theory can explain, as dready noted, the CS
dructures in which the controller hes only a smdl fracion of the cash flow rights are
common in countries with large private benefits of control. The theory does not atempt to
show that such dructures do not have effidency disadvantages which they seem to have a
firda glance Raher, it suggeds that such dructures aise not because of ther effidency
virtues but rather, despite ther effidency disadvantages, because control is too vadudble to
leave up for grabs In such cases, initid owners would prefer to bear the cods that such
gructures would involve than to rdinquish their lock on contral.

C. CS Structures as Product of Agency Cods

HAndly, it is woth noting tha a companion peper andyzes a link between privae
benefits and CS dructures that reinforces the one identified in this paper. Wheress this paper
andyzes choices of ownership dructure made a the IPO dage Bebchuk (1999) andyzes
decidons mede folowing the initid offeing. Folowing an PO, even compenies that
utimady have an NCS drucure often dat with a contralling sharenolder (or a contralling
group). In such cases, the cortrdling sharenolders will decide over time, when more capitd
is rased, whether or not to rdinquish thar lock on control. And it can be shown that, when
private bendfits of control ae large, controllers have in the pod-IPO sage another reason to
avoid moving to an NCSin addition to the one identified in this paper.

The additiond factor that is present with repect to podt-1PO choices between CS and
NCS is the extand effect tha such choices ae likdy to have on the exiging public
investors Wheress the initid owner in an IPO intendizes dl the efet of the CS vs NCS
choice, a controller meking such a choice ater an PO will nat interndize fully the dedson's
efects This introduces an agency problem. In paticular, in congdering whether to mantan
CS by 4ling cash flow rights without votes when extra capitd is raised, the controller will
take into account that, wheress the tax cods and incentive cods produced by separaing cash
flow rights form votes would be patly borne by the exiding public invesors he will fully
cgpture the extra private bendfits that a lock on control might produce Therefore in
countries in which private benefits are large, contralles will be more rductant to rdinquish

29



thar grip on control when raisng extra cgpitd for thar publidy traded companies and will
tend to sl cash flow rights with no (or disoroportionatdy smdl) vating rights

Note tha this andyss dso reinforces the empiricd predictions of the present peper.
They reinforce each other in providing an explandion for the agpect of exiding ownership
paterns that was dready emphedzed — tha frequency in many countries of CS dructures in
which the contraller hasaamdl fraction of the cash flow rights

VIII. POLICY IMPLICATIONS
A. The Choices of Ownership Structure for Hrms Going Public

We have found that, in countries in which private benefits of entrenched contral are
large, NCS dructures might not be chosen even if they could theoretically produce higher
vadue That is in such countries, ownership choices will be digorted in favor of CS At fird
dance, it might be suggested thet it would be dedrable for such countries to prohibit or
discourage the use of CS dructures And there are some countries that have taken geps in
that direction (Bebchuk, Kraekman, and Triantis (1999)). Many countries redrict the use of
dud-dass dructures By imposng tax on inter-company dividends many countries impose a
gonificant tax pendty on the use of pyramids and coss-hodings. And indeed, concerns
about pyramidd dructures have led to heated public debates in some countries about whether
the law should impose further limitations on their use

Notwithdanding the problems identified in this paper, however, redricting or
discouraging the choice of CS dructures might not be a dedrable policy goproach. To be
ure, given tha a company goes public, ownership choice might be didorted in favor of CS
But if the ue of CS dructures were prohibited or discouraged, this wodd nat imply thet
companies would choose to go public with an NCS dructure.  They might indead choose to
reman dosdy hdd and avoid going public dtogether.  For if privae bendfits of contrdl are
large, and if the law requires an NCS dructure for publidy treded compenies, then going
public might be discouraged even when it could provide some efficiency bendfits

B. TheLevd of Private Benefits of Control

The man palicy implications of the andyds concan a basc quedion for corporae
policy — to wha extent should the corporae system seek to reduce the private benefits of
controllers Cregting a corporate law sydem tha can effectivdy reduce privae bendits of
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control is codly. It requires not only appropriate rules but, more importatly and more codly,
an daboade ad dfettive sydem of enforcemet and implementation and therdfore the
credion of an gopropriste professond and inditutiond  infredructure. So it is important to
identify the limits on private bendfits that would be important for a corporate lav sysem to
impos2

The andyds of this paper has shown that, even if the extraction of private bendfits of
contral is itsdf only a pure trander, tha is, even if such extraction does not by itsdf produce
awy efidency cods lage private bendfits of control can indirectly creste lage efficdency
efects by digorting ownership choices Thus a corporate policy that lowers private bendfits
of contral would bring us doser to efident chaices of ownership Sructure.

To be sure, our andyds does not imply that it would be desrable to reduce private
benefits of control dl the way to zero. To begin with, it might not be possble to reduce B
without codly condrants on manegas choices Futhemore, when the pressure of
blockholders can improve incatives, having some private bendfits of control might be
necessary to induce them to hold a block and forego some benefits of diverdfication. But the
andyss does idetify an important cod of lage private bendfits of control and one that
should be taken into account in desgning corporate palicy.

IX.  PARTIAL CONTESTABILITY AND ANTITAKEOVER ARRANGEMENTS

The andyds has thus far focussed on two “puré’ dructures — CS in which a
controller has a complete lock on control, and NCS in which contrdl is compledy
contestable with no impediments to atempts by rivds to gan contro. We now tun to
examine the cass of patid contedability that lie on the continuum beween complete
contestability and uncontestability. Patid contestability can aise from the maenager having a
gonificant fraction but less than a mgarity of the vating rights (sse Burkhat, Gromb, and
Panunzi (1999)); we leave the andyss of this type of patid contestability to future research.
Here we andlyze the other man way for adopting patid contestability — by adopting
antitakeover arrangements thet impede but do not rule out a hodtile tekeover.

Patid ocontesability arigng from anttitekeover arangements is often adopted by US
companies. Indeed, Coaes (1998), Danes and Klausner (1998), and Fedd (1999) document
that companies going public in the US commonly have chaters with vaious antitakeover
provisons This section shows that the modd devdoped in this pgpa can explan why
companies might choose patid contesdability and antitekeover arangements Also, in some
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countries and in some dates in the US, antitekeover arangements are adopted by law, and the
modd can idetify the effet that such legd rules would have on the inddence of CS
dructures Bdow we dat by discussng the generd objectives that antitekeover arangements
can save, and we then turn to condder the main types of anttitakeover arangements currently
inue

A. Possble Objectives of Antitakeover Arrangements

The andyds of this pgper suggests two objectives that antitakeover arangements, and
the patid contedtablity that they edablish, might pursue Hrd, antitekeover arangements
might seek to prevent atempts to gan control by nonrsupeior rivds The andyss has shown
thet, in the disence of any attitakeover arangements, leaving control completdy up for grabs
in an NCS dructure might atract an acquidtion atempt by a non-superior rivd seeking to
cgpture the private bendfits of control. Because tranders to a nonsupeior rivd  cannot
increese the totd vaue (induding privae bendfity cgptured by | and the initid shareholders,
preventing such tranders would be desrable And, a explaned bdow, antitakeover
arangements might make it more difficult for anonsuperior riva to gain contral profitably.

Sacond, antitekeover arangements might seek to reduce the increese the fraction of
the surplus cgptured by | and the initid shaehddeas in vdue-incressng tranders. From I's
perspective, it is dedrable that, in the event of a contral trandfer to a superior rivd, the initid
sharehdders (induding 1) will capture as lage a fraction as possble of the surplus created by
the trander. And, as explaned bdlow, some antitakeover arangements might be e to serve
this objective.

Fndly, before proceedings to congder spedfic types of anttitekeover arangements, it
ghould be noted thet, while antitekeover arangements might sarve thee two objectives, they
dso, compared with a pure NCS, produce cods Frd, antitskeover arangements, and the
limits on contestahility thet they edablish, might reduce the disdplinary force exeted by the
tekeover threst in a pure NCS dructure. Second, wheress dl vdue-increedng trandfers to
upeior rivas will teke place under NCS artitekeover arangements might prevent some
vaue-increedng tranders

B. Reoiring Full Acguisitions

The andyss of Sections Il and 11l assumed theat a rivd seeking a control block wes
free to choose wha frection of the shares he will purchase Some anttitekeover arangemert,
however, might seek to make contrdl grabs more difficult by prohibiting patid bids and
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requiring that a bidder seeking contral offer to purchese dl the shares of the company. As is
shown bdlow, such an arangement can prevent some — but not dl -- atempts to gan control
by non-superior rivas

To se this recdl (se propostion 3) tha, in the adisence of a full acquistion
requirement, a uffident condition for an NCS sructure to unravd a T=1 istha

"Y' - "R+ Bes (@) - Cr > a max(Ynes, Yeda)) fordl a3 0.5.

But this conduson was basad on the assumption that a rivd would be ade to bid for
ay a tha he will choose With a full acguigtion reguirement, the above corditions would
have to had for a=1 and not jus for some **305. This implies that having a full acquigtion
requirement would narow — though it would not diminge — the st of drcumdances in which
the initid owner could be concerned about a control grab by a nonrsuperior rivd. Spedficdly,
denating by Vo the totd vdue tha will flow from a complete ownaship Sructure in which
the maneger owns dl the dhares an NCS dructure with a full acguistion reguirement will not
be mantaned if

(8) Vnes<Veo+ Bnes- Cr .

Note tha in some countries (for example, the UK and some countries in continental
Europe), and in some daes in the US, a full acquigtion reguirement is adopted by law.
Compaing the aove condition to the condition in propodtion 4, we see tha, a country’s
inroducing a full acquistion requirement by lav would decresse the fraction of publidy
traded companies tha use a CS dructure Even for countries with such a reguirement,
however, having a potetidly higher vdue might not be a suffidet condition for an NCS
dructure to be chosen over a CS druciure Also, among countries with a full acquidtion
requirement, CS dructures should be more common in those in which legd rules are lax and

Bucsis consequently large
C. Vating Requirements

Ancther attitskeover arangement tha might meke ocontrd grabs more  difficult
involves requiring that an acquistion of control receve a vote of goprovd from the targel's
shaeholdes  With such a vating requirement, a bid offering P for a fraction a of the shares
would be ddle to succesd only if acceptance of the bid mekes the shareholders collectivey
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better — thet is only if P + (1-a)Ycda) > Yyes - Fom this it follows that the condition for an
NCS dructure to unrave will no longer be the one in proposition 3 but rather that

"Yed) - "PNR+Bes (@) - Cr > a max(Yyes— (1-a)Ycda), Yeda)) for somea>05.

Thus a voting requirement dso would narow — though not diminge - the st of
drcumdances in which the initid owner could be concaned aout a control grab by a non
uperior rivd.  Spedficdly, it can be shown tha an NCS dructure will not be mantained if
(8) istidfied.

Note that in some countries and in some daes in the US a vating requirement is
imposd by lav. A tedable prediction of the modd is that introdudng a voting reguirement
would increese the fraction of companies that do not choose a CS dructure However, even
for countries with such a requiremet, having a potetidly higher vdue might not be
auffident for an NCS dructure to be chosen over a CS dructure. Also, among countries with a
voting requirement, CS dructures should be more common in those in which the corporate
law sygemislax and Bycs is consequently large

D. Arrangementsthat Increase the Codts of Bidding

Some anttitekeover arangements, such as ones tha impose a dday on bidders by
preventing shareholders form acting by written consat or cdling spedd medtings, opeae to
increese Cy, the transaction costs associated with a takeover. Now recal that an NCS sructure
will not be maintained dueto acontral grab when

"Yed') - "R+ Bes (@) - Cr > a max(Ynes, Yceg@)) for omea>0.5.

Thus awy arangement tha increeses C; diminishes the concern from a control grab, and it
therefore renders the partidly contestable Sructure that includes this arrangement more sable.

It is worth noting, however, the potentid drawbacks of an arangement increesng Cy.
By making a tekeover more difficult, it reduces the pogtive efects of the takeover threst on
incentives. Furthermore, while such an arangement works well with respect to the prospect of
control grabs by nontsuperior rivas, it does not work well a al with repect to the prospect
of a vdue-increedng trander. It reduces the likdihood of such a trander without increesng
the surplusthat the initid sharenolderswill cgpture in the event that such trander takes place.
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E Arrangementstha Give Managers some Veto Power

Perhaps the most important type of antitekeover arangements ae those tha gives the
manager some patid veto power over a takeover. These indude saggered boards which give
the manager powe to dday subdatidly the teking over of a contrdl by a rivd tha hes a
mgority of the corporae votes Also, when the chater does not prohibit poison pills the
incumbent will be aile to edablish a pill which, until a court orders its redemption, gives the
incumbent the power to $op abid.

To begin with, note that if these arangements gave managers a complete velo power,
then they would meke the dructure a CS one But such arangements do nat give the
managers acomplete veto power and thus establish just a partidly contestable Sructure,

Such arangements can save two gods Firg, they might wel prevent control grabs by
non-superior rivas Second, such arangements might incresse the surplus cgptured by the
intid shaehddes in vaue-increasng tranders. To see how they do this condder a case in
which the managers have a complete veto power. In such a case, the bidder will have to offer
such a price (or price accompanied with a Sde payment to the managers) that will meke not
only the sharehdlders but adso the incumbent better off, which means that nonrsuperior rivas
will not entertain the thought of grabbing control. And the nead to offer a price that makes it
worthwhile to the managers to acogpt would reduce the surplus cgptured by the buyer in a
vdue-increedng trander. With patid veto power, these objectives might be ataned to an
extent that depends on the strength of the veto power.

Note agan tha such aragemets like dl aragements edablishing patid
contestability, serve these two objectives only & some cod. They wesken the incantive effect

tha the thret of a takeover has on the incumbent, and they might prevent some bendficd
vaue-increedng tranders The sze of these cods will dso depend on the drength of the
manager's veto power. And the optimd chater will st the vetlo powe a the levd tha
optimaly trades off the conddered benefits and codts.

F. Testable Predictions

The aove andyss yidds tedable predictions concaning the type of companies that
will be mog likdy to indude antitskeover provisons in thar IPO chatas Hrd, companies
in which private bendfits of control ae large should be more likdy to adopt antitekeover
arangements The dze of private bendfits of control might depend on indudry-spedific and
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company-spedific paramgtes and Section VI. C. dready noted some proxies to use in
identifying differencesin private benefits among industries and companies.

To dat with, antitskeover arangements should be more common in an indudry in
which, when control blocks are purchesed, contrd premia ae high. Also, rdying on the
ealir andyss an indudry in which private bendfits are lage is likdy not have more CS
dructures Accordingly, in lines of busness in which CS dructures ae more common, those
companies that go public without a contrdling shareholder will be more likdy to indude
antitekeover arangementsin ther charter.

An important type of private bendits is the opportunity to engage in sdf-deding ad
in teking of corporate opportunities  Accordingly, in lines of budness in which such
opportunities are common -- as measured by, say, the frequency of disdosures on transactions
with dfilisted paties or the frequency of plantff litigaion — antitkeover arangements can
be expected to be more common.

Privaie bendfits mignt be dso nonpecuniary. Controd might provide larger such
bendfits to the contrdller when the controller founded the firm, when contrd of the firm has
adways resded with the contrale’s family, or when control of the firm provides the controller
with predige Thus other things equd, antitekeover chater arangements should be more
common in such gtugtions

Seoond, the andyss hes dhown tha the idetified problems ae more severe in
companies in which the incumbent is cash condraned. When the incumbat is cash
condraned, it is eeder (and more profitable) for a nonsuperior rivd to take over when
contral is left up for gradbs  Also, an indhility of the incumbent to counter-bid increases the
fraction of the surplus that a superior rivd would be adle to cgpture in an efident control
trander. Thus companies in which the initid owner is cash condraned ae more likdy to

adopt antitakeover arrangements.

Third, antitekeover arrangements that give managers some vetlo power ae more likdy
to be adopted when the likdihood that a superior menager will arive is smdl. In thee cases
the bendfit of preventing any atempt to gan control by a non-supeior rivd is lage rdaive to
the cost of patentidly impeding asuperior rivd thet is unlikey to emerge
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X. CONCLUSON

This paper has devdoped a rent-protection theory of corporate ownership dructures. It
hes identified the way in which large private bendfits of control shgpe choices of ownership
gructure. When private bendfits of contrdl are large, founders of companies that teke them
public will be rductat to leave contral up for grabs When contra is vaudble leaving it up
for grabs will invite atempts to grab it and will not conditute an equilibrium. Furthermore,
when private bendiits ae lage mantaning a lock on contrd can enddle the initid
shareholders to increase the fraction of surplus that they would be adle to capture in a surplus-
cregting trandfer of contral.

The devdoped modd hes implications for other important dimendons of the initid
owvnership dructure It shows that separdtion between cash flow rights and vating rights will
tend to be usad in conjunction with CS dructures but not with NCS dructures. It dso
identifies why ownes might choose to adopt dructures in which contrd is  patidly
contestable, say, by adopting antitakeover charter provisons.

The theory developed in this pgper is conddent with, and sheds light on, the exiging
evidence on ownaship dructures The theory can explan some of the puzzing fedures of
exiding dructures, such as the common presence in some countries of CS dructures with
condderdble separation between votes and cash flow rights The theory dso provides future
empiricd work with many tedable predictions concerning differences across countries and
among companies in the same country. Fndly, because it has identified how lage private
benefits of control digort choices of ownaship dructure, the theory haes identified an
important congderation that corporate policy should take into accournt.
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APPENDIX

Proof of Proposition 3 Suppose that Vega’) exceeds s In this casg, the maximum total
vaue is Veda'), and | would be ale to obtain this vaue by sdting & T=0 a CS dructure
with @™ To see this note first thet, given our assumption thet al menegers are dike, then, if a
CS dructure is st & T=0, there will be no change in control a T=1. The change in control
would require an agreement between | and a rivd, ad, snce they ae identicd, the vaue of
the contralling postion would be the same for bath of them. Thus, there would be no resson
for the transaction to teke place. Given the above, by sdting a CS dructure, | will capture a
totd value of Veqa").

In contradt, If | sats a NCS sructure a T=0, then ather this NCS dructure would be
reianed a& T=1, in which cae the totd vdue that would be cgptured by the initid

sharehdlders (and thus in tumn by 1) would be Vycs < Veda"); or the company would revert
to a CS dructure a& T=1. But given tha the takeover bid needed for this would involve a

cog of Cr, the maximum totd velue that | would be adle to get is Veda') — Cr. Thus
whether an NCS dructure st initidly is expected to reman or revert to CS an initid choice

of the less effident Sructure NCSwill resuit in alower payoff to . O

Proof of Proposition 4 Suppose that condition (2) is stidfied for some ** 3 05. Then the
company will not reman NCS because the rivd will have an incentive to meke a bid for

shares condlituting afraction a of the shares.

To se this examine whether a rivd would find it profitable to acquire a control block
of some given a305. The vdue of such a control block will be aYcda) - "nR + Beda).
The quedtion, then, is whether the rivd will be adle to purchase such a block & a cog not
excesding thisvadue

Fadng a bid for a fraction a of the shares (and assuming tha no higher bid is made),
the dhareholders will tender thelr haresif the bid price P offered for these hares satifies

P>amax(Yycs Ycd@)).



The reeson for this is tha, whaever the outcome of the bid, the company's

shaeholders cannot expect to gat more than max(YnesYceq@)). Thus, offering a bid price
equa to the per share value of this amount will be suffidient to ensure thet the bid succesd 16

Gven tha the bid would involve transaction codts of C;, a aufficdent condition for a
takeover bid offering Pfor afraction a to be profitable and to take place is that

aYed") - "“nR+Bes (") - Cr >P.

Thus, a price P that would atract shareholders to the offer and il be profitable to the
bidder would exist aslong as

aYed"") - "*nR+Bes (") - Cr > amax(Ynes Yed@)).

Which price P will be offered by N will depend on whether N faces the posshility of
a competing bid by | (or by some other rivd). If a competing bid is not possble (because | is
cash condraned and no other rivds ae thee), N will bd oly amax(YycsYcda)), the
lowest price needed to atract tenders But if N faces the posshility of a compeing bid
because | is not cash condrained (or, dterndivey, because there are other rivas), N will bid
aYed")-"?nR+Bs (")-C; , which is the lowest price that others will not over-bid.
Alterndtively, to preempt a bid from rivas the incumbent will have to pay a price equd to
thet amount.

Thus, we can condude that, whether or not N faces the posshility of a competing bid,
if the condition in the propodtion holds for some a2 0.5, an initid choice of NCS will nat be
mantaned. It will uravd as the rivd (or, to preampt a rivd, the incumbent) obtans a
contralling block.  Control will be too vdudble to be left lying out there The difference
between the two scenarios, one with competing bids and one without, is only with repect to
the price a which the control block will be bought.

16 Note that, when Yycs exceeds Ycs(a), abid at the above price will definitely win but a lower bid
might also succeed. For in such a case, N might be able to acquire the block for less than a¥Ycs. In
the case of a bid exceeding ""Ycs(a) but bdow *Yncs, there are two equilibrium outcomes. In the
“good” equilibrium, shareholders will rgect the bid. In the “bad” equilibrium, they will surrender to
a pressure to tender and accept the bid (see Bebchuk (1985)). Given that we are interested in
aufficient conditions for a bid to succeed, let us focus on the “more demanding” good equilibrium.
Even if the good equilibrium is assumed always to take place (as Grossman and Hart (1980) assume),

aprice of max(Ycs(a),Y ncs) will be sufficient.
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Proof of Proposition 5 We have seen the, if condition (2) is not met for some a2 0.5, then,
by Propogtion 4, even if an NCS were initidly s, the conpany would revert to CS a T=1.
The totd vadue tha would be produced & T=2 would dill be Vs But wheress an initid
sdting of CS a the optimd levd would imply that the initid sharehdders (and in tumn 1)
would be ale to cgpture Vs in full, an intid choice of NCS would imply thet the initid
shaeholders (and thus I) would be adle to cgpture less than Vs How much less would
depend on whether N faces the posshility of a competing bid. If N does not face such a bid,
then the iniid sharehdlders would capture Vs — Cr minus the profit of the rivd. If N does
face the posshility of a competing bid, then the rivd would meke no profit, but the initid
shareholders would 4ill be adle to capture only Vs - Cr rather than Vs o}
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