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ABSTRACT 

The emergence of firms that have issued two classes of common stock that 

possess different voting rights has resulted in a reexamination of the relationship 

between the stockholders and management of the firm. Stockholder voting is 

considered by some market participants to be an important tool in constraining the self-

serving actions of management. These participants support the maintenance of a "one 

share, one vote" standard. Other participants view the issuance of a second class of 

stock that has diminished or no voting rights as a value maximizing strategy. In their 

opinion, the dual class capital structure gives management the opportunity to invest in 

projects whose returns are difficult to convey to outside investors. 

In addition to these opposing viewpoints, the fact that the majority of investors 

fail to vote on corporate matters or routinely appoint management as their proxy calls 

to question the importance of voting. This dissertation attempts to determine whether 

the market values the voting rights attached to common equity. The value of voting 

is addressed in three ways. First, the relative market prices of superior and inferior 

classes of stock issued by a dual class firm are examined to determine if the superior 

voting shares command a premium in the market. Second, a sample of dual class and 

single class firms is examined to determine whether the differential voting rights of the 

two types of firms affect the relative value (price-earnings multiple) of their stock. 

Finally, a sample of publicly traded firms that announce a dual class recapitalization is 

examined to determine if the change in the relative voting status of the existing 

investors has an impact on their wealth. 

The results indicate that the superior class of stock does command a premium 

relative to the inferior class of stock issued by the same firm. An attempt to explain 

the premium as a function of insiders' incentive for perk consumption was not 

successful. The analysis of the relative valuation of a sample of dual class and single 

class firms indicates that the inferior class of stock issued by dual class firms is not 

penalized in the market for its diminished voting rights. Finally, the announcement of 

a dual class recapitalization did not have a significant impact on the wealth of existing 

stockholders. 
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CHAPTER 1 

INTRODUCTION 

The recent activity in the mergers and acquisitions arena has led to widespread 

debate concerning the various techniques employed by both the so-called "corporate 

raiders" and the management of a target firm. These events have resulted in numerous 

changes in the relationship between the "owners" and "management" of the firm. 

One aspect of the debate has focused on the issue of "one share, one vote." 

Although it is commonly believed that each share of common stock allows the holder 

to cast one vote on the corporate affairs subject to voting requirements, there are 

exceptions that date back to the early 1940's. Exceptions to the "one share, one vote" 

guideline were relatively rare, but in recent years a significant number of firms have 

issued a second class of common stock that has differential voting rights. In the 1979 

through 1987 time period, one hundred thirty-seven publicly traded firms adopted a 

dual class capital structure. In addition, a significant number of firms adopted a dual 

class capital structure prior to their initial public offering. Due to these two factors, the 

number of publicly traded dual class firms now totals approximately three hundred fifty-

four.^ Based on recent filings of new stock offerings with the Securities and Exchange 

Commission, the number of dual class firms is expected to increase. 

The debate on the concept of "one share, one vote" intensified when the New 

York Stock Exchange announced in 1984 that it had appointed a committee to analyze 

its requirement that NYSE listed firms not issue shares with diminished voting rights. 

The exchange at that time also imposed a moratorium on the automatic delisting oí 

NYSE firms that adopt a dual class capital structure. In a statement to the Committee 

on Banking, Housing, and Urban Affairs of the United States Senate [59], John Phelan, 

Chairman of the New York Stock Exchange, indicated that the committee 

"'lhe number of publicly traded dual class firms identified by the Securities and 
Exchange Commission as of June 1, 1988. 
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recommended that the exchange allow, under certain conditions, the listing of dual 

class firms. 

The initial conditions specified by the committee required the approval of the 

second class of common stock by two-thirds of the existing stockholders, the approval 

of all of the independent directors if they represent a minority on the board, the 

approval of a majority of the independent directors if they represent a majority of the 

board, a voting differential no greater than ten to one, and equal treatment of both 

classes of stockholders except for the voting differential. In subsequent action, these 

conditions were relaxed to only require majority approval by "disinterested 

stockholders,"^ approval by a majority of the independent directors, and no limit on the 

voting differential. 

The New York Stock Exchange, after two years of consideration, gave its final 

approval to these revised guidelines in July 1986. Thus, firms are now allowed to 

adopt a dual class capital structure and list their equity securities for trading in any of 

the major markets. The approval reflects the fact that the New York Stock Exchange 

could not ignore the competitive pressure of the American Stock Exchange and 

National Association of Security Dealers. The competitive pressure is a result of the 

different listing requirements for the three markets. For example, a firm traded on the 

New York Stock Exchange could by-pass the exchange's ban on the listing of dual 

class firms by listing its stock for trading in one of the other markets.^ 

In the same Senate subcommittee meeting, Arthur Levitt, Chairman of the 

American Stock Exchange, argued that the New York Exchange should not lower its 

listing standards. Rather, the American Stock Exchange and National Association oí 

Security Dealers should raise their listing standards to "one share, one vote." Mr. Levitt 

^Disinterested stockholders cannot be members of management or own a 
controlling interest. 

*̂ ln 1976, Wang Laboratories was delisted by the New York Stock Exchange 
because of its issuance of a class of limited voting stock. Both classes of Wang's 
stock were then listed for trading on the American Stock Exchange without any 
apparent adverse impact on the firm's existing stockholders. 



[59] justified his call for self-regulation by outlining six reasons why "one share, one 

vote" is important. The underlying theme of Mr. Levitt's reasoning can be summarized 

as "stockholder disenfranchisement and management entrenchment" if there is 

widespread use of the dual class capital structure. One of the key points of Mr. Levitt's 

statement was that stockholder disenfranchisement would occur over time. With the 

resource allocation decision in the hands of the holders of the superior class of stock, 

presumably corporate insiders, the inferior class of stockholders is unable to influence 

corporate activity. Thus, the impact of dual class capitalization becomes evident as the 

relationship between the two classes of stockholders is defined by the actions of the 

firm's management. Mr. Levitt's appeal for self-regulation fell on deaf ears; the 

American Stock Exchange did not impose a "one share, one vote" requirement. The 

competitive pressure from the National Association of Security Dealers prohibited the 

adoption of that standard by the American Stock Exchange. 

The National Association of Security Dealers, in a statement by Gordon Macklin 

to the Senate subcommittee, indicated that they were studying the issue and were not 

prepared to impose a "one share, one vote" standard. The NASDAQ study, prepared 

by Dr. Daniel Fischel and Lexecon, Inc. [21], did not support the adoption of the "one 

share, one vote" standard. The study concluded that any regulation requiring "one 

share, one vote" is unlikely to provide any benefit to stockholders while imposing costs 

on the firm and the economy. In his statement, Mr. Macklin did point out that the 

National Association of Security Dealers was seriously considering the imposition of 

other corporate governance standards on the firms listed on its National Market 

System. 

Thus, the "one share, one vote" standard, the predominant method of allocating 

voting rights since the early 1900's, is no longer required by any of the major organized 

exchanges or in the over-the-counter market. Although the equity markets have 

decided to forego the "one share, one vote" standard, the debate continues. The 

decision by the New York Stock Exchange to allow the listing of dual class firms must 

be approved by the Securities and Exchange Commission. 



The Commission's current proposal [53] prohibits the listing of any equity 

security of a domestic issuer if, on or after May 15, 1987, the firm adopts a capital 

structure that in any way diminishes the voting rights of an outstanding class of 

common stock.^ Thus the proposal, if approved, severely restricts as of May 15, 1987, 

the methods under which a dual class capital structure can be adopted. The 

Commission's decision to include a grandfather clause allows the firms that adopted 

a dual class capital structure prior to May 15 to maintain their listing in any of the 

equity markets. The Commission's proposal does not appear to prevent the listing of 

an inferior class of stock if it is issued in a firm's initial public offering. The ability to 

issue stock with diminished voting rights in an initial public offering insures that the 

number of dual class firms will increase. The possibility also exists that firms that 

missed the May 15, 1987, deadline may attempt to take their company private in order 

to recapitalize. The firm could then issue the inferior class of stock in an "initial" public 

offering.^ 

In the event the Securities and Exchange Commission's final decision is 

considered, by elected officials, not in the best interest of stockholders, there is the 

possibility of the enactment of federal legislation. As evidenced by the hearing 

conducted by the Committee on Banking, Housing, and Urban Affairs of the United 

States Senate, the legislative branches are studying the "one share, one vote" issue, 

and legislation has been introduced into, but not yet acted upon, by both houses of 

Congress. 

Before any regulation is imposed on market participants, either by the 

government or the self-regulatory agencies, it is important to determine if a dual class 

capital structure creates problems that require a regulatory solution. Does the issuance 

of a second class of common stock lead to management entrenchment and 

^The rule applies to all markets~the exchanges and over-the-counter market. 

^On July 7, 1988, the SEC announced the adoption of Rule 19c-4. The Rule 
allows the listing of dual class firms as long as their recapitalization does not impair the 
voting rights of existing stockholders. The Rule is discussed in greater detail in the 
Appendix. 



stockholder disenfranchisement? Is it a legitimate financing method for some firms, a 

reasonable response to hostile takeover activity, or is it a combination of all of these 

factors? Or to frame the question in a manner consistent with the agency cost 

framework, does the existence of a superior class of common stock generate a 

significant conflict of interest between the superior and inferior classes of stockholders, 

that is not resolved by the market, and thus requires regulatory action? 

The existing evidence on the impact of dual class capitalization is not conclusive 

regarding these questions. It is the goal of this dissertation to add to the existing body 

of knowledge concerning the use of a dual class capital structure by theoretically 

developing and empirically testing the agency costs associated with differential voting 

rights. This is achieved by testing three hypotheses. 

Value of Votinq Hypothesis 

The first hypothesis attempts to measure the value of voting rights. Previous 

studies have found that voting rights are valuable, but the studies are restricted by the 

small sample of dual class firms in which both classes of stock are publicly traded. 

The value of voting hypothesis is tested in two ways. First, the evidence from the dual 

class firms that allow both classes to publicly trade is examined. By observing the 

market's relative valuation of both classes of stock, the impact of the differential voting 

rights can be determined. 

The second method represents an attempt to extend the analysis of the value 

of voting rights by using a model developed by Cragg and Malkiel [9]. The model, 

which expresses a firm's price-earnings multiple as a function of its dividend payout, 

growth rate and risk, is used to analyze the value of the vote. This test involves the 

analysis of a sample of dual class and single class firms. The impact of the reduced 

voting rights of the inferior class of stock can be measured by adding a dummy 

variable to the Cragg and Malkiel model to distinguish between the stock with full 

voting rights issued by the single class firms and the stock with limited voting rights 

issued by the dual class firms. If the test shows that limited voting rights have a 



negative impact on the price-earnings multiple, the conclusion that voting rights are 

valuable would be supported. 

The Cragg and Malkiel model also is used to test whether the superior class of 

stock issued by a dual class firm receives a higher valuation in the market relative to 

the stock issued by a single class firm. If the test shows that the superior voting rights 

has a positive impact on the price-eamings multiple, it may indicate that the dual class 

capitalization increases the market value of the firm. 

The results of the test of the value of voting hypothesis are interesting. The 

analysis of the relative valuation of the two classes of stock indicates that the superior 

class of stock does command a statistically significant price premium. Thus, the 

differential voting rights within the firm are valued in the market. 

The analysis of the sample of the inferior class of stock and single class firms 

indicates that the market does not pay a premium for the one share, one vote stock 

issued by a single class firm. In other words, the inferior class of stock issued by the 

dual class firms is not penalized in the market. This supports the conclusion that 

effective voting power of the inferior class of stock is perceived to be equivalent to the 

one share, one vote equity issued by a single class firm. 

The analysis of the sample of the superior class of stock and single class firms 

indicates that the superior class of stock did not have a higher relative valuation in the 

market. Thus, the issuance of superior class of stock does not result in an increase 

the market value of the firm. 

The results of the two tests, when combined, indicate that the relative voting 

rights of the different class of claimants is important within a given firm, but across 

firms the differential voting rights have no impact on valuation. 

Aqencv Cost Hypothesis 

The agency cost hypothesis analyzes the relationship between the premium paid 

for the superior class of stock and management's incentive for perquisite 



consumption.^ This hypothesis represents an attempt to test Jensen and Meckling's 

[31] contention that agency costs increase as the difference between the 

owner-manager's effective voting power and claim on the firm's residual cash flow 

increases. An important question related to the agency costs of a dual class capital 

structure deals with the determination of which party bears the agency costs created 

by the capital structure. If the test of the agency cost hypothesis finds that the 

premium is a function of management's incentive for perk consumption, the conclusion 

that the market does anticipate the agency costs of outside equity would be supported. 

The results of the test of the agency cost hypothesis indicate that management's 

PERK^ does not explain the observed price premium. The inability to explain the price 

premium does not mean that the agency costs that arise from the dual class capital 

structure do not have an impact on the value of the firm. The possibility exists that the 

prices of both classes of stock reflect management's incentive for perk consumption 

since the marginal investors in both classes are probably outside investors who are not 

in the position to benefit from perk consumption. 

Wealth Hypothesis 

The wealth hypothesis measures the impact of the creation of a second class 

of common stock on the wealth of existing stockholders. Finance theory is ambiguous 

regarding the impact of a dual class recapitalization on the wealth of existing 

stockholders. The management entrenchment hypothesis suggests that the creation 

of the second class of stock has a negative impact on the wealth of existing 

stockholders. The negative impact is due to the elimination of the market for control 

as a mechanism that limits the self-serving actions of management. The stockholders' 

interest hypothesis suggests that the creation of the second class of stock has a 

^Perquisite consumption and perk consumption are used interchangeably 
throughout the text. 

^Management's PERK is defined as the difference between their effective voting 
power and claim on the firm's residual cash flow. 



positive impact on the wealth of existing stockholders. Of the many factors that may 

act to increase the wealth of existing stockholders, the main effect of the dual class 

capitalization is the greater control it gives management in negotiating with an outside 

suitor. 

The empirical results of the test of the wealth hypothesis do not answer the 

questions regarding the wealth impact of a dual class recapitalization. The dissertation 

results indicate that for most of the definitions of the event period the recapitalization 

does not have a statistically significant impact on the wealth of existing stockholders.® 

For the sample of one hundred fourteen firms, the excess portfolio return during the 

three-and five-day-event periods was not significant. Segmenting the sample by 

announcement method, proxy versus Wall Street Journal. also yields statistically 

insignificant results. 

The analysis of the one hundred eight firms that were not merger targets at the 

time of their announced recapitalization also indicates that the recapitalization did not 

have a significant impact on the existing stockholders. The analysis of the six firms that 

were the target of a takeover bid also supports the conclusion that the announced 

recapitalization did not significantly affect the wealth of existing stockholders. 

The two situations in which there is a significant wealth impact on existing 

stockholders is when the event period is defined as the four days preceding the 

announcement date. The positive excess returns on Wall Street Journal sub-sample 

during this event period provides some support for the stockholders' interests 

hypothesis. While the negative excess returns associated with the six firms that were 

merger targets during the six months preceding their announced recapitalization 

supports the management entrenchment hypothesis. 

The recent debate on the "one share, one vote" issue highlights the importance 

of the topics addressed by this dissertation. The decision made on the basis of the 

debate is expected to have an impact on resource allocation in the economy and 

^A 10% significance level was employed for all of the tests of the wealth 
hypothesis. 
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investor confidence in the equity markets. If management entrenchment is a result oí 

the adoption of a dual class capitalization, resource allocation through the price 

mechanism is frustrated. The potential reduction in the efficiency of the dual class firms 

results in a net loss of wealth for the economy. If stockholder disenfranchisement is 

a result of dual class capitalization, investors may lose confidence in the equity 

markets. A loss of confidence may result in a reduction of the supply of funds in the 

equity market, thereby increasing the cost of equity. The evidence provided by the test 

of the wealth hypothesis does not support the management entrenchment hypothesis. 

Thus, the rationale behind the enactment of any regulation that restricts management's 

ability to adopt a dual class capital structure must be questioned. 

Orqanization of Dissertation 

The next chapter outlines some of the features of a dual class capital structure. 

The literature that addresses agency cost theory, corporate voting and dual class 

capitalization is reviewed in chapter three. These topics are important to the 

development of the theory and hypotheses. 

The fourth chapter develops the theoretical basis for the value of voting 

hypothesis, the methodology used in testing the hypothesis, and summarizes the 

results of the empirical tests. The fifth and sixth chapters address the same issues for 

the agency cost and wealth hypotheses, respectively. The seventh chapter summarizes 

the results of the dissertation, offers some policy recommendations supported by the 

results, outlines the limitations of the study, and suggests additional research topics. 



CHAPTER 2 

GENERAL FEATURES OF DUAL CLASS CAPITALIZATION 

Before proceeding with the literature review, some of the general features of a 

dual class capital structure are outlined. The discussion highlights the aspects of a 

dual class structure that play an important role in the development of the hypotheses 

in the fourth, fifth and sixth chapters. 

The designation of one class of stock as "superior" and the other class as 

"inferior" is based on each class of stock's voting rights in the election of the board 

of directors. The superior class of stock is the one with a greater number of votes per 

share, or the class that elects the majority of directors if both classes have one vote 

per share. 

To distinguish the two classes of stock from each other, dual class firms use 

several different labels. The three common labels used to differentiate the two classes 

are class A, class B, or common stock. The labels are not consistently applied by the 

different dual class firms, therefore the determination of which class possesses superior 

voting rights requires analysis of the firm's by-laws. There are cases in which the 

inferior class of stock is labeled common stock and is the only class that is publicly 

traded. In these situations, investors may not know that the firm has a privately held 

class of stock with superior voting rights. 

Votinq Structure 

In the situations where it is apparent that the firm has a dual class capital 

structure (the class A and B labels are used), the voting rights of each class may not 

be easily observable. There is no consistency among the dual class firms regarding 

the voting rights of each class of stock. The superior class of stock may possess one 

vote, ten votes, or twenty votes per share. If the superior class of stock is a super-

voting share,^ the inferior class of stock usually possesses one vote per share. If the 

^A super-voting share possesses more than one vote per share. 
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superior class of stock only has one vote per share, the inferior class of stock may be 

nonvoting, possess a fraction of a vote per share, or possess one vote per share but 

be restricted to electing a minority of the directors.''^ Thus, the voting differential varies 

from firm to firm, and it is up an investor to research the voting rights of each class of 

stock. 

When the superior class of stock has more than one vote per share, both 

classes of stockholders usually vote as a single class in the election of the board of 

directors.'' The stockholders also vote as a single class on the other issues put to 

vote. The firms with this voting structure usually adopt a voting differential that 

guarantees that the superior voting shares will be able to determine the outcome of any 

stockholder vote. 

If the firm specified that the inferior class of stockholders cannot vote in the 

election of the board of directors, the inferior class is usually allowed to vote on other 

issues that affect their economic interest. For these voting situations, the inferior class 

of stock may be given the same voting rights as the superior class, or may have fewer 

votes per share. 

In the cases in which the superior class elects the majority of the directors, the 

firm may adopt either a pooled or class voting structure for the other business voted 

on by stockholders. In a pooled voting structure, both classes of stockholders vote as 

a single class on the issue put to vote. For firms with a pooled voting structure, the 

superior stock may have more than one vote per share or may have the same voting 

power as the inferior class of stock. In a class voting structure, each class of 

stockholders votes separately on the proposal. The approval of a majority of both 

^^ln many cases the dual class firms that adopt a class voting structure require 
that the number of superior shares outstanding equal at least 12.5% of the total number 
of common shares outstanding. If the number of superior shares outstanding falls 
below this level, the superior shares are automatically converted into the inferior class 
of stock. 

''^This is referred to as a pooled voting structure. 
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classes of stockholders usually is required for the proposal to pass with a positive 

recommendation. 

In addition to the typical types of voting provisions discussed above, some firms 

have adopted voting structures in which the per share voting rights of a stockholder 

depend on the length of time the stock is owned or restrict the per share voting power 

of an outside investor that accumulates a "block" of the firm's stock."'^ The firms that 

adopt a voting structure that allocates voting rights on the basis of the length of time 

the stock has been owned usually provide "long-term" investors with ten votes per 

share and restrict "short-term" investors to one vote per share. The distinction between 

the two investor categories is usually three or four years. At the time the firm adopts 

this type of voting plan, all investors are classified as "long-term" investors. 

The firms that limit the voting rights of an outside investor that controls a "block" 

of the firm's stock will typically allow that investor to ask the remaining shareholders 

to lift that voting restriction. The voting limitation is usually triggered when the outside 

investor owns 20% of the firm's stock. 

Recapitalization Methods 

The creation of a second class of common stock with differential voting rights 

requires the approval of the firm's existing stockholders. As the review of the dual 

class literature in chapter three points out, many of the firms that create a second class 

of common stock are already controlled by corporate insiders. In these cases, the 

creation of the second class of stock is usually motivated by the insiders' desire to 

maintain control in the future without having to continually invest in the firm. The desire 

to diversify their portfolio is another motivation for the creation of a second class of 

stock. The ability to diversify without any loss of control is an attractive benefit of a 

dual class capital structure. 

^^These types of voting structures are sometimes referred to as "length of time" 
and "capped voting," respectively. 

12 



Recent events indicate that firms are incorporating with a dual class capital 

structure, or adopting a dual class structure prior to their initial public offering. For 

these privately held firms, both classes of stock are held by the firm's management. 

When the firm initially offers its shares to the public the limited voting stock is sold to 

the outside investors while the superior voting stock remains in the hands of the 

insiders. The sale of the limited voting stock to the public allows management to 

liquidate some of the holdings without significantly diminishing its control of the firm. 

In the cases in which a firm has only one class of common stock and then 

approves the creation of a second class of common stock, the issuance of the second 

class of stock can be achieved several ways. The firm can issue shares of the second 

class of stock on a pro-rata basis to the existing stockholders, offer to exchange the 

second class of stock for the class currently outstanding, or issue the stock in the 

primary market. The pro-rata distribution guarantees that stockholder's voting rights 

do not change as a result of the recapitalization. Investors have the same 

proportionate voting rights immediately before and after the pro-rata distribution. The 

exchange offer does result in an immediate change in the distribution of vote ownership 

unless, in the unlikely event, all investors exchange the same percentage of their shares 

for the new class of stock. A recapitalization that is achieved by the public sale of the 

new class of stock does change the distribution of votes unless all existing 

stockholders purchase a pro-rata share of the new issue. 

Although the actual recapitalization does not necessarily result in a redistribution 

of vote ownership, the dual class recapitalization usually includes several provisions that 

encourage the redistribution of votes. First, for the majority of dual class firms, the 

inferior class of stock is the only class that is publicly traded.^^ Second, the 

recapitalization usually stipulates that the superior class of stock is convertible into the 

inferior class on a share-for-share basis. Finally, the firms also limit the investors' ability 

to sell their superior shares in the third or fourth market by mandating that the sale of 

"•^During the 1979-1987 time period, approximately seventy-five firms registered 
both classes for public trading. The number has declined recently due to the 
acquisition of several of the dual class firms. 
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the superior shares to any party other than an approved party results in the automatic 

conversion of the shares into the inferior class of stock.'''* Thus, although the 

recapitalization itself may not result in an immediate redistribution of votes the 

limitations placed on the transferability of the superior class of stock reduces the appeal 

of these shares to outside investors. These restrictions tend to limit the number of 

outside stockholders who tender their shares in an exchange offer that allows them to 

receive the superior class of stock, and encourages the conversion of the superior 

shares that are obtained through a pro-rata distribution. This results in an increase in 

management's control of the superior class of shares and therefore an increase in its 

voting power. 

Even in the cases in which both classes of stock are traded, the superior class 

of common stock is usually concentrated in the hands of corporate insiders. The 

concentration is usually achieved by offering a higher dividend on the limited voting 

stock or by providing a thirty day period in which investors can receive more than one 

inferior share for each superior share converted. These two factors and the more 

active market for the limited voting stock encourages outside stockholders to exchange 

their superior shares for the limited voting shares and results in the concentration of 

votes with the firm's management. 

The fact that a dual class capital structure tends to concentrate control of 

corporate resources in the hands of management while allowing it to reduce its 

investment in the firm plays an important role in the development of the hypotheses 

tested in this dissertation. Before developing the three hypotheses, a review of the 

literature relevant to the dissertation is provided in the next chapter. The literature 

review concentrates on three related topics~the value of voting in corporate affairs, 

agency theory, and the literature directly addressing the dual class capital structure. 

^^An example of an approved party is a member of the investor's immediate 
family, the investor's estate, or a charitable organization. 
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CHAPTER 3 

REVIEW OF THE LITERATURE 

The review of the literature is presented in three sections. The first section deals 

with the agency costs of outside equity. The role of voting in corporate affairs and the 

value of voting is discussed in the second section of the literature review. The dual 

class studies are discussed in the final section of the literature review. 

Aqencv Cost Literature 

The issue of corporate governance has troubled people since the emergence 

of the corporation as the preferred organizational form for the production of goods and 

services. With the rapid development of the corporate form of organization, the 

increasing dispersion of ownership, and the growing economic clout of these firms in 

the early 1900's, the corporate govemance debate intensified with Berle and Means' 

publication of The Modern Corporation and Private Property [2]. The book analyzed 

the development of the modern corporation and the implications of this form of 

organization. The modern corporation, characterized by substantial economic power 

and an increasing dispersion of ownership, led to a breakdown of the traditional 

concept of property in the authors' view. 

Management's ability to control the use of corporate assets without bearing the 

full cost or receiving the full benefit from the resource allocation decisions creates the 

incentive for diverting the resources for personal gain. Thus, the dispersion of 

ownership, brought about by the development of the capital markets and the firms' 

need for capital, led to separation of ownership and control and the problems created 

by this organizational structure. 

Berle and Means considered the separation of ownership from control a 

detrimental development in the economy. With the owners of the resources not able 

to control the allocation of the resources, the authors envisioned control of the 

resources in the hands of a few managers. Furthermore, the authors believed that 
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there were no mechanisms in place that would allow the owners of the corporate 

assets to regain control of the resource allocation decision. The owners' ability to vote 

for the board of directors was viewed as ineffective. With the proxy assignments 

usually resulting in management's control of the votes, voting was not considered 

effective in giving the owners control in the selection of the directors and therefore the 

management of the firm. 

Although the discussion of the Berle and Means book is not cast in an agent 

versus principal terminology, the problem addressed is central to agency theory. In 

an article that has proved to be a catalyst in the understanding and application of 

agency theory, Jensen and Meckling [31] analyze the relationship between the various 

participants in the firm. The private firm in Jensen and Meckling's view is a "nexus for 

contracting relationships, which is also characterized by the existence of divisible claims 

on the assets and cash flows of the organization, which can generally be sold without 

permission of the other contracting parties." In this framework, the property rights of 

the firm's claimants are enumerated, and the freely transferable claims trade on the 

basis of these property rights. Although a firm contracts for the use of many 

resources, Jensen and Meckling concentrate on the relationship between the owners 

and managers of the firm. 

The analysis begins with the consideration of a 100% owner-manager of the 

firm. With all of the financing obtained from the owner-manager, the possibility of 

divergent interests does not exist. An agency relationship is created when the 

owner-manager obtains financing from a party outside the firm. By issuing claims on 

the earnings and assets of the firm to outsiders, the owner-manager no longer bears 

the full economic impact of his or her decisions. The potential conflict created by this 

relationship is easy to discern. An owner-manager with only a partial claim on the 

earnings and assets of the firm can maximize his or her wealth by structuring a 

generous compensation package, which transfers wealth from the outside claimants to 

the owner-manager. The owner-manager's reduction in wealth resulting from the 

reduction in the value of the firm is more than offset by the value of the compensation 

package. Thus, by selling equity to outsiders, the owner-manager's objective of 
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maximizing his or her own utility may not be consistent with the objective of the outside 

stockholders-maximizing the value of the firm. 

It is assumed that the divergent incentives of the owner-manager and outside 

investors are recognized by the outside stockholders, and are reflected in the price the 

outside investors are willing to pay the owner-manager for an equity claim on the firm. 

In Jensen and Meckling's analysis, the owner-manager bears the agency costs of the 

relationship when the equity is sold to outside investors. The outside investors' 

anticipation of the agency costs reduces the price paid to the owner-manager, thereby 

shifting the cost of the divergent interests entirely to the owner-manager. 

The magnitude of the agency cost of outside equity depends on two factors. 

First, the agency costs of outside equity increase as the percentage of outside equity 

increases for a given percentage of outside financing. In this case, as the percentage 

of outside equity increases (relative to outside debt), the owner-manager's incentive to 

transfer wealth from the outside stockholders increases. Second, the agency costs of 

outside equity increase as the percentage of outside financing increases. As the 

percentage of outside financing increases, the owner-manager's claim on the firm's 

residual cash flow decreases. The reduction in his cash flow claim, by lowering his 

cost of perk consumption, increases the owner-manager's incentive to consume perks. 

Since the costs created by the outside financing are borne by the owner-

manager, it is in his or her interests to minimize the impact of the agency costs. 

Jensen and Meckling identify two ways the divergent interests of the owner-manager 

and the outside stockholders can be mitigated, thereby minimizing the costs borne by 

the owner-manager. 

The owner-manager, recognizing the loss of wealth due to the anticipated 

agency costs, is willing to enter into an agreement that allows the outside equity 

holders to monitor his performance. By monitoring the actions of the owner-manager, 

the outside equity holders are be able to diminish his or her ability to consume perks 

at their expense, and therefore are willing to pay a higher price for the firm's equity. 

Another method for reducing the agency costs created by the divergent interests 

of the outside stockholders and the owner-manager is by bonding the performance of 
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the owner-manager. The owner-manager, by guaranteeing to limit his perk 

consumption, increases the price the outside investors are willing to pay for the equity. 

In Jensen and Meckling's framework, the equity sold to outsiders does not have voting 

rights. The reduction in agency costs is obtained through a contract that limits the 

discretion of the owner-manager by specifying the required monitoring and bonding 

activity. Unfortunately, contracts are not perfect; contracts cannot be written to allocate 

property rights in all states of nature. Thus, there may be a role for voting by outside 

stockholders. 

Votinq in Corporate Affairs 

Easterbrook and Fischel [16] view voting as a part of the contracting process. 

In their framework, the firm is a "nexus of contracts" in which the resource owners 

contract with the firm for the use of the resources. One of the resources supplied to 

the firm is capital, and as with the other resources, the firm's use of capital is govemed 

by a contracting process. 

The dispersed nature of the supply of capital makes contracting with each 

supplier of capital an extremely costly process and therefore not feasible. The 

development of an efficient capital market simplifies the contracting process by creating 

securities representing a claim on the firm, which are traded on the basis of the 

underlying contract. With efficient capital markets, investors do not have to negotiate 

with the firm on their own behalf. The investors only have to observe the contract that 

was negotiated for the mutual benefit of the firm and outside investors, and price the 

security based on the existing contract and their expectations regarding the 

performance of management. 

The contract between the firm and investors defines the requirements and rights 

of both parties. For a contract to be complete, the requirements and rights would have 

to be specified for every possible state of nature. Because of the impossibility of 

writing a complete contract, alternative mechanisms and safeguards substitute for 

contractual provisions. One mechanism that mitigates the impact of imperfect 

contracting is the ability to vote on corporate issues. 
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With the existence of mechanisms that can substitute for complete contracts, the 

cost of contracting is the principal determinant of which of the other mechanisms are 

employed. For example, if a detailed contract can be defined at a low cost, the need 

for voting rights is minimal. In the other case, if detailed specification of the contract 

is costly, it may be more efficient to use voting as a method of defining the contract. 

Thus, voting exists because it is a cost-effective method for defining incomplete 

contracts. 

The value of voting to the providers of capital depends on the completeness of 

the contract. In the case of debt, the ability to define the rights and limitations of the 

firm and its creditors is straightfon/vard.''^ The creditors provide capital to the firm and 

in return receive a fixed claim on the firm. Since their claim is fixed~the indenture 

specifies the magnitude and timing of repayment-a detailed contract can be written 

at a relatively low cost. The fixed nature of their claim makes it relatively easy to define 

situations that have a material, adverse impact on the value of the fixed claim. For 

bondholders voting is important only in unanticipated situations that increase the risk 

of the bondholders' position. 

With regard to preferred stock, which also represents a fixed claim on the 

corporation, the contractual process is efficient. As with debt, it is easy to define the 

rights and limitations of both parties for most situations. Since the contracting process 

protects the interests of the preferred stockholders in most situations, voting rights are 

not important to this class of investors. Of course, in the situations where the interests 

of the preferred stockholders are threatened, voting rights are provided. As with debt, 

the preferred stockholders are involved in the decision making process when their claim 

on the firm represents a residual claim. 

With regard to the common stockholders, the contracting mechanism is not as 

efficient. Common stock represents a residual claim on the firm's future eamings and 

assets. Since both values change over time, the value of the residual claim changes. 

"̂  ^Some recent recapitalizations have shown that the standard bond indenture 
does not completely protect bondholders from leverage increasing recapitalizations that 
expose existing creditors to significantly increased financial risk. 
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The operating decisions of management have a substantial impact on the value of the 

equity. Since it is impossible for a contract to cover all of the situations in which the 

stockholders have an interest, voting is used to specify the appropriate behavior for the 

events which have a material impact on the value of the firm. 

Fischel and Easterbrook's discussion of voting rights leads to the conclusion 

that voting rights are given to the residual claimants. The equity holders, as the 

residual claimants in most cases, have the proper incentive to use the voting 

mechanism to maximize the value of their investment. For the residual claimants, 

maximizing the value of their investment is consistent with maximizing the value of the 

firm.''^ 

Furubotn and Pejovich [23] address the same issue from a slightly different 

perspective that highlights the important features of the residual claim. In their analysis 

of property rights, the authors summarize Alchian and Demsetz's [1] analysis of the 

problems inherent in the team production of goods and services, which is characteristic 

of a firm. The need to measure each input's contribution to the final output of the firm 

and the existence of informational asymmetries that are costly to eliminate presents the 

team members with the opportunity to shirk.^^ 

The relationship between the team members is govemed by contracts that, by 

recognizing the incentive to shirk, try to limit each team member's shirking. Given the 

imperfection of contracts, Furubotn and Pejovich suggest that there must be a member 

of the firm with the right and desire to monitor the performance of the other team 

members. This central monitor must have sufficient incentive to perform the function 

without shirking the responsibility. The authors outline three property rights needed by 

the team member fulfilling this monitoring role. The first property right, giving the 

monitor the residual claim on the firm's eamings and assets, guarantees that the 

"̂  ^This assumes that the residual claimants are not able undertake actions that 
transfer wealth from the other providers of capital. 

"• ^Shirking can be defined as any activity inconsistent with the attainment of the 
team's goal. Thus, any activity inconsistent with maximizing the value of the firm is 
considered shirking. 
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monitor has the desire to perform the monitoring role without shirking. Any shirking 

by the monitor affects the value of the residual claim held by the monitor. 

The second property right, allowing the monitor to terminate or revise team 

membership, gives the residual claimant the power to discipline team members 

engaged in shirking. For residual claimants, who do not have direct control over the 

management team, the market for control is the mechanism by which team 

membership can be changed. This second property right is equivalent to requiring 

voting rights for the residual claimant. Residual claimants without voting rights are not 

able to effect a change in management. The change in the management team is 

controlled by the board of directors, and residual claimants without voting rights have 

no voice in electing directors. Finally, the right to sell the claim possessing the first 

two property rights gives the monitor the ability to earn a return on his or her 

monitoring activity by creating a market for the residual claim. Furubotn and Pejovich 

[23] point out that changing any of the property rights given to the monitor changes 

the incentives of the monitor. For example, the creation of a class of limited voting 

stock eliminates the second property right for the inferior class of residual claimants. 

The inferior class of stockholders' inability to effect changes in the team membership 

reduces their incentive to monitor the actions of the team. Without monitoring by the 

class of residual claimants, the actions of management are unconstrained unless there 

are other mechanisms that discipline the actions of management.^® 

In an analysis of corporate voting, Manne [43], points out that a voting common 

stock derives its value from two features of common stock. The first feature, the 

investment value, is the stockholders' residual claim on the eamings and assets of the 

firm. The second feature of the stock that is valued is the vote. Voting is valued 

because it gives stockholders the ability to influence the investment value of the stock. 

The value of both components fluctuates over time in response to general 

market conditions and the performance of management. The relationship between the 

''^The possibility of financial distress is one factor that constrains management. 
Fama [17] also has suggested that the managerial labor market disciplines the action 
of management. 
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value of the vote and the investment value is inverse. As the investment value falls, 

the value of the vote increases. The value of the vote also depends on the perceived 

reason for the decline in the investment value. If the decline in investment value is due 

to inefficient management, the value of the vote increases relative to the case in which 

the decline in investment value is due to general market conditions. Voting is valuable 

when investors believe that current management can be replaced by another 

management team whose performance is expected to increase the investment value 

of the security. In this case, the value of the vote increases because of the expected 

price appreciation resulting from the new efficient management team. 

The value of the vote can range, depending on the performance of 

management, from near zero to being relatively important. The value of the vote is 

derived from the market for control, since it is the mechanism that allows the 

stockholders to change the management team. Only when the market is allowed to 

operate freely do investors realize the value of the vote. Any mechanism that impedes 

the market for control is expected to reduce the value of voting in all states of nature. 

The conclusion that any mechanism designed to limit the market for control 

decreases the value of the vote has implications for firms with a dual class capital 

structure. For the inferior class of common stock, the vote provided by ownership of 

these shares is expected to be virtually worthless in all states of the world. The value 

of the vote attached to the inferior classes of stock will be close to zero due to the 

inability to effect changes within the corporation or management team. 

Although many of the studies in corporate control provide evidence regarding 

the value of voting, the emergence of dual class firms provides a more direct method 

for measuring the value of voting rights. Lease, McConnell and Mikkelson [36,37,38] 

look at the relationship between the prices of the superior and inferior classes of stock 

that have an equal claim on the firms' cash distributions. The authors find that for most 

firms the class with the superior voting rights commands a premium in the market 

place. In their of study of six dual class firms [37], Lease, McConnell and Mikkelson 

try to explain the premium. They find that the premium is not related to the firms' 

investment and financing decisions or to the difference in the trading volume for the 
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two classes of stock. Although the authors are unable to explain the price differential, 

the fact that they do find a statistically significant premium indicates that superior voting 

rights are valued by the market. A more detailed discussion of Lease, McConnell and 

Mikkelson's initial dual class study [36], an analysis of thirty firms that have both 

classes of stock listed for trading, is provided in the next section of the literature review. 

Bhagat and Brickley [3] also address the value of voting, by analyzing the 

impact changes in cumulative voting provisions have on the wealth of stockholders. 

The authors identify firms that either limit or enhance the cumulative voting provisions 

in their by-laws. The actions that limit a firm's cumulative voting provision are 

eliminating the provision, classifying the board of directors, or decreasing the number 

of directors. For the portfolio of the eighty-four firms implementing one of these 

changes, the authors found a statistically significant negative return during the two day 

event period. The test of the firms that enhance their cumulative voting provision either 

by adopting the provision, declassifying the board, or increasing the number of 

directors, found that these events did not have a significant impact on returns during 

the two-day event period. Although the results of the two tests provide conflicting 

results, the authors place greater emphasis on the sample of firms that limited the 

cumulative voting rights of the their stockholders and conclude that cumulative voting 

provisions are valued. Thus, Bhagat and Brickley provide additional evidence that the 

voting structure adopted by management does have an impact on the market's 

valuation of equity. 

Dual Class Literature 

Due to the increase in the number of firms with a dual class capital structure, 

several studies have been recently completed that analyze various aspects of a dual 

class capitalization. A review of these studies and the implications for this dissertation 

are provided in this section. 

Lease, McConnell and Mikkelson [36] test whether future consumption 

opportunities provided by stock ownership depend on the stockholders' control over 

a firm's resource allocation. The study tests for the market value of control by 
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identifying thirty firms in which both classes of common stock have an equal claim on 

the firms' earnings and distributions, but differ with regard to voting rights. 

Since both classes of stock are expected to provide the same cash flow, both 

classes are expected to sell at the same price, unless differential voting rights allow the 

superior class of stockholders to alter the firm's distribution of its residual cash flow in 

at least one state of nature. With both classes of stock actively traded, the authors are 

able to determine if a premium is paid for the shares that possess superior voting 

rights, and therefore determine if the market values control. The study, which covers 

the sample period January 1940 through December 1978, segments the thirty firms into 

three categories, voting-nonvoting, pooled voting, and voting preferred depending on 

the two classes of stocks' voting rights regarding the election of the board of directors. 

Using month-end closing bid prices, Lease, McConnell and Mikkelson compute 

a time series of the ratio of the price of the superior stock relative to the price of the 

inferior voting stock. Given that both classes of stock promise the same cash flow over 

time, the ratio should not differ from 1.0 unless the market values control. In that case 

the ratio should be significantly greater than 1.0. 

In two of the three groups the authors find a significant and persistent price 

premium paid for the superior class of common stock. The average of the price ratios 

for the firms in groups one and two was significantly above 1.0 over the sample period. 

The results from categories one and two support the contention that control is valuable. 

The class of stock with superior voting rights in the election of the board of directors 

commands a price premium. 

The tests on the third category of firms provide conflicting results. For the firms 

with a class of voting preferred stock in addition to the dual class capital structure, 

the superior voting common stock sold at a discount during the sample period. In this 

category. the control provided by the superior class of common stock is not valued in 

the market place, and given the discount paid for the superior class of stock, is 

considered a detriment. One caveat is needed with regard to the category three 

results. There were at most only two firms that meet the requirements of this category 

during any year in the sample period. 
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With the results from the aggregated data, the authors proceed with an analysis 

of the behavior of the price ratio for each firm. This firm by firm analysis of the data 

reinforces the conclusions generated by the analysis of the aggregate data. For the 

firms in category one and two, control is valued. The average premium paid for the 

superior class of the common stock of category one firms ranged from 11.65% to .68%, 

with a median value of 2.67%. The average premium paid for the superior class of the 

common stock of category two firms ranged from .81% to 42.05%, with a median value 

of 2.70%. 

Finally, the results of the analysis of the category three firms, indicate that the 

mean of the time series of the month-end price ratio is less than 1.0 for all firms. The 

average discount for all the firms in this category is less than 2%.^^ 

Given the results of the empirical tests, the authors are left with the task of 

explaining the premium found for category one and two firms, and the contradictory 

category three results. The premium paid for the superior class of stock for the 

category one and two firms is most likely due to the possibility of this class of 

stockholders altering the cash flow distribution at a future point in time. The 

expectation of being the only recipient of a direct or indirect cash flow would result in 

a higher price paid for the superior class of stock. The authors' examination of the 

corporate charters reveals that direct payments to only the superior class of 

stockholders is prohibited. Thus, the premium cannot be readily attributed to any 

explicit payment to the superior class of stockholders. 

The possibility of indirect payments to the superior class of stockholders may 

account for a portion of the premium paid for the superior class of stock. This 

explanation is consistent with the results found in categories one and two, but not with 

category three. To explain the category three results, the authors posit that there may 

be "costs" associated with control. Thus, for category three firms the existence of 

voting preferred stock limits the benefits of control attributable to the superior class of 

^ ^here was a total of four firms in this category, but never more than two at 
any one point in time. 
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common stock, but still exposes those shares to the "costs" of control. This results in 

a discount applied to the superior class of common stock. 

It should be noted that the results of Lease, McConnell and Mikkelson are 

consistent with the framework developed by Manne [43]. Since the value of an equity 

security depends on the value of the investment interest and the value of the vote, two 

shares of stock equal in all regards except for voting rights would not be expected to 

sell at the same price. The share with the superior voting rights is expected to sell at 

higher price, and the premium paid for this share depends on the value of the vote. 

Thus, the premium is expected to change in response to conditions that make voting 

more or less valuable. 

In another study of firms with two classes of common stock outstanding, 

DeAngelo and DeAngelo [12] find that the ownership of voting rights by corporate 

insiders is important.̂ ^ Their study analyzes corporate insiders' ownership of both 

classes of common stock. Since the two classes of common stock are similar in all 

respects except for differential voting rights, the authors are able to determine 

management's preference for voting rights by observing its ownership of the different 

classes of stock. 

DeAngelo and DeAngelo identify forty-five firms with a dual class capital 

structure in 1980. The authors divided the sample of firms into three categories, class 

voting, voting-nonvoting and pooled voting, based on the voting process utilized by the 

firm. The authors' analysis of the features of the dual class firms uncovers some 

interesting trends. Across all sub-samples and the pooled sample, the firms employ 

a conservative amount of financial leverage. The mean debt ratio for the pooled 

sample equals 14%. The sub-sample that utilized the greatest amount of leverage is 

the sample in which both classes of stock are traded. For these firms the mean debt 

ratio equals 22%. The dual class firms' conservative use of leverage may be another 

^^DeAngelo and DeAngelo define corporate insiders as the firm's management 
and their^^ family members. 
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indication of management's desire for control. The lower level of debt decreases the 

possibility of insolvency and the potential loss of control brought on by insolvency. 

The authors' analysis also indicates that ownership of voting rights tends to be 

concentrated for dual class firms. The authors measure management's preference for 

control by analyzing its ownership of the two classes of common stock. For the 

pooled sample and all sub-samples, the managerial ownership of votes appears to be 

important. The mean (median) managerial ownership of the superior and inferior 

classes of stock are 59.2 % (58.7%) and 20.8% (13.4%), respectively. The analysis of 

the sub-samples reinforces this result; for all sub-samples management owns a majority 

of the superior class of stock. For the sub-sample in which both classes of stock are 

traded, management owns an average of 54.7% of the superior class of stock, and on 

average a greater percentage (31.5%) of the inferior class of stock. For the sub-sample 

in which only the one class of stock is publicly traded, management's ownership of 

the superior and inferior classes of stock averaged 61.4% and 15.4% respectively. 

With both classes of stock possessing the same cash flow rights, DeAngelo and 

DeAngelo are able to compute management's claim on the firm's residual cash flow. 

For the full sample, corporate officers held an average 27.6% claim on the firm's 

residual cash flow. For the sub-sample in which both classes of stock are publicly 

traded, the average managerial ownership of cash flows equals 38.4%. 

DeAngelo and DeAngelo also address the value of control by determining the 

price paid to the two classes of stockholders in a transfer of control. Of the thirty dual 

class firms that were acquired, the authors find four cases in which the superior class 

of stock received an explicit premium in the acquisition. The premium paid to the 

superior class of stockholders ranged from 83.3% to 200.0%. Adjusting the premiums 

to account for the inferior class of stock's greater claim on the firms' eamings, the 

premiums paid to the superior class of stockholders range from 100% to 1733.3%. 

For twelve of the acquired dual class firms in which both classes of stock had 

equal claim on the firm's cash flow, no premium was paid for the superior class of 

stock. For six other firms, the terms of the acquisition made it difficult to determine 

if a premium was paid for the superior class of stockholders. Finally, for the eight other 
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acquired firms both classes of stockholders received the same payment for the control 

transfer, but prior to the transfer of control the inferior class of stock of these eight firms 

possessed a cash flow preference. 

DeAngelo and DeAngelo's discovery of the explicit payment of a control 

premium to the superior class of stockholders provides evidence that the superior class 

of stockholders can receive a higher payment in at least one state of the world, and 

may explain the premium found by Lease, McConnell and Mikkelson. 

Partch [47] tests the impact of the creation of an inferior class of common stock 

on the wealth of the existing stockholders. The study also measures insiders' 

ownership of the two classes of stock nineteen months after the issuance of the second 

class of stock. The distribution of insider's ownership gives an indication of the 

management's motivation for creating the class of limited voting stock. 

The sample period covers 1962 to 1984, during which forty-four companies 

created a second class of limited voting stock.^^ One feature of the forty-four firms 

that issued a second class of stock is the concentration of ownership by insiders in the 

original class of common stock. Partch finds that on average insider's hold 48.6% of 

the firm's equity before the second class of common stock is created. As a result, 

many of the insiders had voting control prior to the issuance of the limited voting stock, 

but wanted to insure control in the future. Partch points out many of the proxy 

statements explicitly state that the desire to maintain control is the primary motivation 

for the issuance of the second class of stock. 

Management's desire to maintain control is supported by the insiders' 

distribution of ownership nineteen months after the issuance of the inferior class of 

stock. Partch finds that nineteen months after the issuance of the limited voting stock, 

insiders own an average of 59.1% of the votes, but only an average claim of 43.9% on 

the firm's residual cash flows. As noted in chapter two, the insiders' ability to 

concentrate their ownership in the superior class of stock is aided by some of the 

features of the two classes of stock. 

2''Thirty-seven firms created their dual class capital structure after January 1980. 
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The method used to issue the limited voting shares is found to have an impact 

on the distribution of insiders' ownership. Limited voting stock issued through an 

exchange offer resulted in insiders owning an average of 77.5% of the votes and a 

44.2% claim on the firm's residual cash flow. A pro-rata distribution of the limited 

voting stock resulted with insiders owning an average of 55.4% of the votes and a 

44.6% claim on the firm's residual cash flow. 

The allocation of dividend rights also has an impact on the insiders' distribution 

of ownership. Offering a higher dividend on the limited voting shares results in insiders 

owning a greater percentage of the votes, relative to the cases in which the limited 

class of stock is not given a dividend preference. 

Partch tests the impact of the announcement of the issuance of the limited 

voting common stock on the wealth of the existing stockholders for forty-three firms. 

Abnormal stock price performance is measured by observing the behavior of the 

cumulative average residuals during the two days surrounding the announcement date. 

The author defines three different announcement dates. The first definition considers 

the initial public announcement as the announcement date, and the event window 

consists of announcement day and either the previous or following trading day 

depending on the source of the initial announcement. The second definition considers 

the date of the board meeting, proxy statement, shareholder meeting and Wall Street 

Journal report as the announcement dates. For this definition, the measure of the 

wealth impact is the sum of the two-day cumulative average residuals for each 

announcement date. The third announcement period is defined as the interval 

beginning with the initial announcement and ending with the day after the shareholder 

meeting or the day the meeting was reported in the Wall Street Journal. This resulted 

in a median announcement period of thirty-one trading days with a range of eleven to 

one hundred fifty-seven days. 

For the first two definitions of the announcement period, the cumulative average 

residuals were positive and significant at the 5% level, indicating that the announcement 

of the issuance of a second class of limited voting stock resulted in an increase in the 

wealth of existing stockholders. In the third definition of the announcement period, the 
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cumulative average residuals were not different from zero at the 10% level of 

significance. 

Partch points out that although the cumulative average residuals are significant 

and positive for the first two definitions of the announcement period, only 44% and 51% 

(respectively) of the individual firm's cumulative residuals are positive. Since this is not 

significantly different from what would be expected if the residuals were random, the 

author analyzes the distribution of the each firm's cumulative residuals and Z-statistic. 

Partch finds that in all three definitions of the announcement period, 74% of the firms' 

Z-statistics are less than 1.65, therefore the residuals are not significantly different from 

zero at a 10% level. This analysis of the distribution of each firm's cumulative residuals 

during the announcement period indicates that for the majority of firms the price 

response to the creation of the limited voting stock is insignificant. 

The significant positive impact found in the analysis of the aggregate sample 

appears to be attributable to the significant impact the creation of a limited voting stock 

had on only six or seven firms. The author segments the sample of firms into two 

groups. The first provides the limited voting stock with a higher dividend, while the 

second group pays an equal dividend to both classes of common stock. The sample 

of firms that pay a higher dividend on the limited voting stock experiences a significant 

positive price response to announcement, while the other group of firms experiences 

an insignificant price response. 

In another study. which provides evidence on the impact of the issuance of a 

second class of common stock, Jarrell [29] analyzes the impact delisting by the New 

York Stock Exchange for corporate govemance violations has on the wealth of 

stockholders. Jarrell's sample of firms is divided into two categories. The first group 

is made up of firms that issued a large block of voting stock to a friendly buyer or to 

block the acquisition by a hostile raider. Of the four firms in this category, two firms 

issued the control block without allowing stockholders to vote on the issue. 

The second group of firms issued a second class of common stock in violation 

of the New York Stock Exchange's rule prohibiting dual capital structures for listed 

firms. The author identified five firms listed on the exchange, which issued a second 
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class of common stock. Out of the five firms, three were delisted. These three firms, 

Wang Laboratories, A. O. Smith and Figgie International, issued a second class of 

common stock prior to the New York Stock Exchange's suspension of delisting firms 

in violation of the dual class provision. As a result of their delisting, the firms' common 

stock is now traded on the American Stock Exchange. The remaining two firms in the 

dual class sample-Dow Jones, Inc, and Coastal Corporation-issued a second class 

of common stock after the moratorium was announced and therefore were not delisted 

by the New York Stock Exchange. 

The issuance of the second class of common stock was approved by the 

stockholders of all five companies. For three of the firms, Wang, A. O. Smith and Dow 

Jones, insiders controlled a majority of the shares prior to the vote.^ In the other two 

cases, approval of the stockholders was obtained without insider ownership of a 

majority interest. 

Jarrell identifies the announcement date of each firm's proposed change in 

capital structure and possible delisting by the New York Stock Exchange, and analyzes 

the announcement's impact on each firm's stock price. A significant positive impact 

would reinforce the results of Partch [47], supporting the contention that the second 

class of common stock benefits current stockholders. 

A significant negative impact on the firm's stock price might be due to the 

expected delisting of the security, or the reduction in the value of the vote which 

derives its value from the market for control, or a combination of both factors. 

According to Jarrell, the possible delisting of the security is expected to have a minimal 

impact on the price of the stock. Studies have estimated that the listing of a stock on 

the New York Stock Exchange results in only a 1% increase in the price of the security 

in response to the listing announcement. Thus, the announcement of the possible 

delisting is expected to have little impact on the price of the security. 

22|t should be pointed out that Dow Jones was sued by its outside 
shareholders. The suit was settled out of court, but resulted in Dow Jones effectively 
increasing its dividend. 
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The impact of the reduction in the control premium depends on the performance 

of the firm at the time of issuance and the likelihood of a takeover. Jarrell points out 

that there were only two cases in which control of the firm was at stake; therefore any 

reduction in the control premium is not likely to have a substantial impact on the stock 

price. 

Jarrell defines the announcement period several different ways. The shortest 

announcement period includes the day before and day after the announcement. The 

longest announcement period includes the ten days before and after the 

announcement. Regardless of the length of the announcement period, Jarrell finds 

significant negative residuals for seven of the nine firms. For the sample of dual class 

firms, the impact of the issuance of a second class of common stock had a negative 

effect on four of the five firms. Wang Laboratories is the only dual class firm in which 

the announcement had a significant positive impact on its stock.̂ ^ 

In the case of the other four dual class firms, Dow Jones, Coastal, A. O. Smith, 

and Figgie International, the announcement of the creation of a second class of stock 

resulted in negative net of market return during the announcement period. The impact 

ranged from a negative 10% for Coastal to a negative 17% for Figgie Intemational. 

Another study addressing dual class capitalization, authored by Fischel and 

members of Lexecon, Inc. [21], was commissioned by the National Association of 

Security Dealers. The goal of the study was to determine if exchanges should be 

allowed to list dual class common stock. The authors of the study do not attempt any 

empirical analysis of firms with a dual class capital structure, but address the issue 

from a theoretical perspective and by reviewing the existing empirical studies. The 

conclusion of the study, that firms with a dual class capital structure should not be 

regulated out of existence, is interesting because it contradicts Easterbrook and 

Fischel's [16] statement that "voting flows with the residual interest in the firm, and 

2*^hen Wang announced its proposed recapitalization the firm also announced 
a 100% increase in earnings and a dividend. 
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unless each element of the residual interest carries an equal voting right, there will be 

a needless agency cost of management." 

The NASD commissioned study analyzes the role of organized stock exchanges 

and the impact competition among exchanges has on the development of listing 

requirements. The authors note that exchanges sell transaction sen/ices and have the 

incentive to develop trading rules that maximize the profits of the exchange. An 

exchange depends on trading volume and listing fees for its revenue, and therefore has 

the incentive to set voting standards and other govemance rules that are not 

detrimental to investors or the firms listed on the exchange. 

The incentive to adopt rules that protect the interests of investors and the firms 

listed on the exchange does not mean that corporate govemance rules will be uniform 

from exchange to exchange. The three exchanges utilize different technology and 

cater to different types of firms; therefore the rules of the exchanges are expected to 

reflect these differences. The firms listed on the NASD are usually smaller in size, and 

faster growing firms relative to the average firm listed on the American or New York 

Stock Exchange. Thus, the NASD listed firms may require fewer and less costly 

governance rules. 

The fact that the three major exchanges do have different listing requirements 

has led some market observers to conclude that the different rules have started a "race 

to the bottom." According to the "race to the bottom" hypothesis, firms tend to adopt 

the minimum allowable governance rules. For example, differences in state laws may 

prompt a firm to move its incorporation from one state to another; or differences in 

exchange rules may prompt a firm to list its securities on the exchange with less 

stringent governance requirements. 

Fischel rejects the "race to the bottom" hypothesis. Fischel argues that 

competition in terms of state chartering and exchange requirements does not lead to 

a "race to the bottom" because it is not in the best interest of managers or exchanges 

to exploit investors. Management adopts the rules that minimize its cost of capital, and 

the exchanges adopt rules that maximize their profits. Both of these goals, in Fischel's 

view, are consistent with adopting rules that protect investors. 
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With the conclusion that managers and firms adopt rules that benefit investors, 

Fischel proceeds to analyze the role of voting in corporate affairs, and the reasons for 

utilizing a dual class capital structure. Since Fischel's discussion of these issues is very 

similar to the review of the Easterbrook and Fischel [16] and DeAngelo and DeAngelo 

[12] articles, the discussion of these issues is not repeated. An important conclusion 

of Fischel ís that monitoring mechanisms such as voting are costly and there is no 

reason to expect that they are beneficial for every firm. For example, the use of a 

greater number of independent directors may substitute for other monitoring 

mechanisms. Fischel also concludes that the appropriate voting process for a firm 

depends on the importance of the market for control as a monitoring mechanism. 

The empirical evidence cited by Fischel concentrates on the results of Lease, 

McConnell and Mikkelson, Partch, and DeAngelo and DeAngelo. One interesting 

aspect of Fischel's discussion of these articles is the conclusion that the significant 

involvement of family members in dual class firms, found by DeAngelo and DeAngelo, 

is one substitute for the market for control. 

The analysis of the evidence, in Fischel's point of view, indicates that any 

regulation prohibiting the listing of firms with a dual class capital structure is not 

expected to provide any benefit, since the divergent interests of the two classes of 

stockholders are controlled by other mechanisms. Fischel's analysis of the costs of 

prohibiting dual class capital structures find the costs to be potentially significant. From 

Fischel's point of view the potential impact of prohibiting the listing of dual class firms 

is the: 

* possible reduction in the number of firms issuing equity to the public. 

* possible increase in the firm's cost of capital. 

* weakening of competition among exchanges. 

* encouraged entry of foreign exchanges. 

The major conclusion of Fischel's study is that although the magnitude of the costs of 

prohibiting the listing of firms with dual class capital structures is not known, there are 
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no apparent benefits from the regulation. Therefore the listing of dual class firms 

should be continued. 

In the most comprehensive study to date, the Securities and Exchange 

Commission [51] analyzed the impact of dual class recapitalizations on the wealth of 

existing stockholders. The SEC study covers the 1976 to 1986 time period and 

identifies sixty-three firms that adopted a dual class capital structure during that time 

period. The SEC measured the impact of the recapitalizations by calculating the net 

of market returns for the sample portfolio over five different event periods. The event 

periods ranged from three to forty-one trading days centered around the announcement 

date. The SEC found that for the narrower event periods, the dual class 

recapitalizations had no significant impact on the wealth of existing stockholders. This 

held true for the full sample and the various sub-samples tested by the SEC.^^ 

Defining the event period as the forty-one days surrounding the announcement 

resulted in a statistically significant 6.87% net of market portfolio return for the full 

sample. The SEC study points out that although this supports the conclusion that the 

recapitalizations have a positive impact on the wealth of existing stockholders, several 

offsetting factors must be considered. First, the relatively long event period may have 

resulted in other factors having an impact on the net of market returns measured by 

the SEC. Also, the use of the net of market returns model may introduce a positive 

bias into the analysis. The net of market model implicitly assumes that the beta for 

each firm in the sample equals 1.0. If the firms in the sample have a beta greater than 

1.0, on average, then the net of market returns model over states the returns during the 

event period.^^ The bias introduced by the net of market model affects all of the event 

periods tested by the SEC, but the impact is greatest for the longest event period. 

^^The sub-samples included segmenting the sample by announcement method, 
distribution method, exchange listing and whether the firm pays a higher dividend to 
the inferior class of stock. 

^^The SEC found that the firms in the sample experienced high growth in the 
year prior to their recapitalization. This suggests that the betas for the firms might be 
greater than 1.0. 
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Given these caveats, the SEC study might be best interpreted as showing that the dual 

class recapitalizations do not have a negative impact on the wealth of existing 

stockholders. 

With the review of the literature as a foundation, the three hypotheses and the 

results of the tests are discussed in the next three chapters. The next chapter 

addresses the question of the value of voting rights, chapter five contains the 

discussion of the agency cost hypothesis, and the wealth hypothesis is discussed in 

chapter six. 
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CHAPTER 4 

THE VALUE OF VOTING 

The use of voting as a substitute for costly contracting allows the residual 

claimants to protect their interests. By voting on the fundamental issues that affect the 

value of the residual claim and electing the board of directors, outside investors are 

able to "insure" that management pursues a business plan consistent with value 

maximization. 

The importance of the voting rights attached to an equity security was 

underscored by Manne [43]. In his discussion of equity securities, Manne identified 

two components that contributed to their value. The first component, the investment 

interest, represents the stockholders' claim on the firm's residual cash flow. The 

investment value of an equity security depends on the firm's residual cash flow and the 

discount rate applied to the cash flow stream. Both of these factors are affected by 

general economic conditions and the performance of the firm's management. 

The second component of common stock, the voting rights of the security, 

represents the stockholders' ability to influence the investment value of the equity 

security. Their ability to influence the investment value of the security is not restricted 

to the election of the board of directors, but extends to the introduction of proposals 

designed to enhance the investment value of the residual claim. The ability to 

challenge management's policies allows stockholders to determine the point in time to 

intervene in the operation of the firm in order to increase the investment value of the 

stock. In this framework, voting rights can be viewed as a contingent claim. As a 

contingent claim, voting gives outside investors the opportunity to increase the return 

on their investment if it is perceived to be below the value maximizing level. 

The value of the contingent voting claim depends on the performance of 

management. If management is able to maximize the value of the investment interest, 

given the general economic conditions, the value of the vote is minimal. The value of 

the vote increases if the performance of management results in a decrease in the value 

of the investment interest. In situations in which the value of the investment interest has 
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decreased due to inefficient management, the value of the vote is derived from the 

market for control. The stockholders by aggregating voting rights, either through the 

purchase of the stock or by proxy contest, have the ability to change the management 

team. The increased efficiency of the new management team is expected to increase 

the firm's residual cash flow and therefore increase the investment value of the stock. 

Given the importance of voting, it is somewhat surprising that the vast majority of 

stockholders do not take advantage of the voting process. Individual investors are 

likely to ngt vote on proposals or in the election of directors. If individual investors do 

take part in the voting process it usually involves assigning management as their 

proxy.26 institutional investors are likely to adopt the "Wall Street Rule" as their voting 

guideline; voting with management when agreeing with management's recommendation 

and selling their stock when they disagree with management.^^ 

Although voting is an important disciplinary mechanism, an investor's failure to 

exercise his or her voting rights may actually be a rational decision. For an investor 

to voice an informed opinion or challenge a management proposal requires an 

expenditure, and although voting is useful in disciplining the behavior of management, 

the benefit of voting is uncertain. Thus, an investor may decide not to participate in 

the voting process because the cost is greater than the potential benefit. Adding to 

this problem is the collective choice dilemma inherent in the voting process. Although 

the cost of opposing a management proposal may be less than the total benefit to all 

stockholders, no one stockholder has the incentive to incur the cost of challenging 

management's position. The free rider problem makes it difficult for stockholders to 

share the costs of opposing management and therefore reduces the effectiveness of 

voting as a disciplinary mechanism. 

2^An investor's decision to assign management as their proxy can be consistent 
with value maximization. Due to their expertise and access to information, management 
may be better qualified to vote in a way that assures value maximization. 

^^A recent SEC ruling that requires pension fund managers and other 
institutional investors to adopt a value maximization approach in voting may end their 
adherence to the Wall Street Rule. 
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Statement of Hvpothesis 

Given the collective choice and free rider problems and the evidence that most 

investors either do not vote or allow management to vote on their behalf, it is necessary 

to reconcile the theory of voting with the observed behavior. Previous empirical studies 

have analyzed the relevance of voting in one of two ways. Event studies, such as 

Bhagat and Brickley's analysis of changes in cumulative voting provisions and 

DeAngelo and Rice's analysis of anti-takeover amendments, measure the impact 

changes in a firm's voting structure have on the wealth of stockholders. The event 

studies that analyze the wealth impact of dual class recapitalizations [29,47,51,52, 

chapter 6] also have implications regarding the value of voting.̂ ® 

The second method, utilized by Lease, McConnell and Mikkelson [36,37] and 

Levy [39], measures the relative pricing of a dual class firm's superior and inferior 

shares. The evidence reported in these three studies indicates that on average the 

superior class of stock sells at a significant premium. This evidence supports Manne's 

contention that voting is valued in the marketplace. 

The question conceming the value of voting is an important issue. The voting 

process is costly and represents a cost borne by the stockholders of the firm. If 

voting rights are not valued, it may be in the best interests of stockholders to eliminate 

voting altogether, or it may imply that a change in the voting process is needed.^^ If 

it is found that voting rights are valued, Easterbrook and Fischel's contention that voting 

is a substitute for imperfect contracting would be supported. This evidence also would 

be consistent with Jensen and Meckling's conclusion that the owner-manager bears the 

agency costs of outside equity, since the issuance of diminished voting equity would 

^^These studies essentially test whether the resulting change in the distribution 
of the ownership of voting rights has an impact on stockholders wealth. 

2^wo changes that has been proposed is to have a neutral third party count 
the votes and to allow investors to cast their votes without public disclosure. 
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result in a lower valuation in the market.*̂ ^ The question that would still have to be 

addressed is whether the current voting process is the optimal method for mitigating 

the agency costs of outside equity. 

In an attempt to add to the existing body of knowledge concerning the value 

of voting, the question is addressed in this chapter. Formally, the value of voting 

hypothesis is stated as: 

HQ: Voting rights are not valued in the market. On average, the price paid 

for an equity security does not depend on the voting rights attached to 

the claim. 

H-|: Voting rights are valued in the market. On average, the price paid for 

an equity security does depend on the voting rights attached to the 

claim. 

Two methods are utilized in the attempt to determine if voting rights are valued 

in the market. First, the evidence from the dual class firms in which both classes are 

publicly traded is analyzed to determine if Lease, McConnell and Mikkelson's results 

hold for a larger sample of firms in more recent time periods. The analysis of the 

pricing relationship between the superior and inferior shares is expected to reflect the 

differential voting rights and cash flow claim provided by the firms in the sample. The 

analysis of the pricing relationship between the two classes of stock is discussed in the 

next section of this chapter. 

The value of voting also is tested by analyzing the market valuation of a sample 

of dual and single class firms. A model developed by Cragg and Malkiel [9] is used 

to determine if the price-eamings multiple is systematically lower for dual class firms. 

^̂ ^Given the nature of the Securities and Exchange Commission's proposed rule, 
this evidence would have pricing implications for firms planning to issue a class of 
stock with restricted voting rights in their initial public offering. 
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The methodology and results of the Cragg and Malkiel model are discussed in the final 

section of this chapter. 

Pricinq Relationship Between the 
Superior and Inferior Classes of Stock 

The existence of dual class firms that permit both classes of stock to trade in 

an organized market provides some evidence on the value of voting. By observing the 

relationship between the prices of the two classes of stock issued by the same firm, 

the market's valuation of the superior voting rights can be measured. Under the null 

hypothesis, the two classes of stock, if they provide an equal cash flow claim, are 

expected to be valued equally. If the two classes of stock possess different cash flow 

claims, the prices are not expected to be equal. In this case, the class of stock with 

the preferential cash flow claim, the inferior class of stock, is expected to trade at a 

premium to the superior class of stock under the null hypothesis.^^ 

The alternative hypothesis suggests that the superior class of stock is expected 

to sell at a premium if both classes of stock have an equal cash flow claim. For the 

firms that pay a preferential dividend on the inferior class of stock, the value attached 

the superior voting rights is expected to reduce and possibly completely offset the 

value of the preferential dividend unless the observed market prices are adjusted to 

reflect the dividend differential. 

With the premium initially defined as the ratio of the price of the superior class 

to the price of the inferior class, the test of the null hypothesis becomes: 

HQ: Ps/Pj = 1.0 

H i : P s / P j > 1 . 0 

^^This statement does not imply that dividends matter. It just recognizes the 
fact that the dividend differential is paid to the inferior class of stockholders, while both 
classes of stockholders share any impact the cash outflow may have on the growth 
prospects of the firm. 
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where Pg and Pj are defined as the mean of the market prices of the superior and 

inferior classes of stock.^2 î  addition to analyzing the relationship between the 

observed market prices, the null hypothesis also is tested after adjusting the market 

price of the inferior class of stock for any preferential cash dividend it received during 

the year. 

Sample and Data Description 

The sample is comprised of the dual class firms that allowed both classes to 

trade in an organized market at the end of 1984 through 1987. The firms were 

identified by searching the annual reports issued by the New York and American Stock 

Exchanges and the National Association of Security Dealers. The number of firms in 

the sample ranged from forty in 1984 to sixty in 1987. It is important to note that not 

all of the firms in each sample period are included in subsequent sample periods. The 

firms that were acquired or filed for bankruptcy protection during the four-year time 

period were omitted in subsequent sample periods. 

The test of the null hypothesis was performed on the cross-section of firms 

using the closing prices on the last trading day of each year. In order to avoid the 

problem of non-synchronous trading, the prices had to reflect trading activity within the 

day. If one or both classes of stock did not trade on the last day of the year, the 

closing prices from the previous trading day were utilized. The price information was 

obtained from Standard and Poor's Daily Stock Record. In addition to the closing 

prices, at the end of each week Standard and Poor's reports a thirty week moving 

average for each stock. The thirty week moving average is based on the closing price 

on Thursday of each week. Since the moving average is based on thirty trading days, 

the prices are more representative of the long-term pricing relationship between the two 

classes of stock. The null hypothesis also is tested using the thirty week moving 

average prices to calculate the premium. In addition to the price information, the 

^^The premium is also defined as the difference between the prices of the 
superior and inferior classes of stock in the test of the null hypothesis. 
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monthly trading volume for both classes of stock was obtained from the Bridge 

Information System, and dividend data were obtained from Moody's Dividend Record. 

Since the sample includes some dual class firms that pay a different cash 

dividend to each class of stockholders, the observed price of the inferior class of stock 

is adjusted to reflect the dividend differential. The price is adjusted under the naive 

assumption that the current dividend differential is expected to continue without 

interruption. Thus, the dividend differential is treated as a perpetual annuity. The value 

of the annuity is calculated by discounting the cash flow stream at a rate of return 

reflecting the end of year yield to maturity on the longest term govemment bond and 

an equity risk premium of 7.6%.*̂ *̂  In order to isolate the impact of the voting 

differential, the value of the perpetual dividend stream is subtracted from the observed 

year-end price of the inferior class of stock to obtain the inferior class of stock's 

adjusted price (ADJPj).^^ 

Discussion of Results 

The analysis of Table 4.1 indicates that in all sample periods the average 

sample premium, when defined as the ratio of the prices, is significantly greater than 

1.0 at the 5% level. The significance increases if the observed price of the inferior class 

of stock is adjusted for its preferential cash flow claim. The unadjusted average 

premium increases from 3.2% in 1984 to 9.4% in 1987, while the adjusted average 

premium ranges from 6.4% in 1984 to 17.1% in 1987. It is interesting to note that if the 

impact of Resorts International is eliminated, the unadjusted average premium almost 

*̂̂ The 7.6% equity risk premium is the average risk premium reported in Stocks. 
Bonds. Bills and Inflation: 1986 YearBook published by Ibbotson Associates. 

^^No attempt was made to adjust the price of the inferior class of stock for the 
firms that, although not currently paying a cash dividend, promise a preferential 
dividend when cash dividends are declared. 
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doubles from 1986 to 1987.^5 Given the different market conditions at the end of 1986 

and 1987, the large increase in the premium supports Manne's argument that the value 

of voting changes over time and depends on the investment value of the firm's stock.^^ 

The analysis of the ratio of the mean of the thirty week moving averages 

(MAVPg/MAVPj) also results in the rejection of the null hypothesis in all sample periods. 

If the premium is defined as the mean difference between the unadjusted prices 

of the two classes of stock, the null hypothesis is not rejected at the 5% level in any 

of the sample periods, but the dollar magnitude of the premium does increase over the 

four year period. Adjusting the price of the inferior class of stock results in a 

statistically significant difference in three of the sample periods, with the average 

premium equalling $1.11 at the end of 1987. The difference between the average of 

the prices is significantly different from zero in two of the sample periods.^^ 

In addition to the relative pricing relationship, Table 4.1 provides information 

regarding the two classes of stock's trading volume during December of each sample 

year. As the table shows, the average trading volume of the inferior class of stock is 

significantly greater than the superior class's average trading volume. Although it is 

difficult to determine if the liquidity differential is significant enough to have an impact 

on relative valuation of the two classes of stock, the differential suggests that there may 

have been a positive impact on the value of the inferior class of stock. The evidence 

in Table 4.1 indicates that the value attached to the superior voting rights more than 

offsets any benefit of the increased liquidity of the inferior class of stock. 

^^The impact of Resorts International is omitted because of the tender offer at 
a significant premlum for the firm's superior class of shares. This created a unusually 
wide price differential. 

^^The increase in the premium paid for the superior class of stock may be 
due to the uncertainty created by the change in market conditions and not necessarily 
the drop in investment value. Also, an increase in takeover activity may be the reason 
for the increase in the premium. 

^^The analysis of the pooled sample results in the rejection of the null 
hypothesis at the 5% significance level for all definitions of the premium. 
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The statistical significance of the premium measures presented in Table 4.1 

depends on the definition of the premium. When the premium is defined as the ratio 

of the prices, the pricing characteristics of the financial markets and the price level of 

the security has an impact on the statistical significance. The fact that security prices 

are not continuous may tend to overstate the premium for lower priced stocks. This 

results in a possible bias against the null hypothesis. For example, if a firm's stock is 

priced at $1 a price differential of one-sixteenth represents a greater percentage 

premium than if the firm's stock is priced at $100. 

If the premium is defined as the difference between the prices of the two classes 

of stock, the test is biased against the rejection of the null. In this case, a price 

differential of $1 has the same impact on the test statistic regardless of the price of the 

firm's stock. For a lower priced stock, the $1 differential may indicate a significant 

difference in value while for a high priced stock the difference may be insignificant. 

This tends to bias the test against the rejection of the null hypothesis. Although the 

using the difference as the measure of the premium creates a bias against the rejection 

of the null hypothesis, the null is rejected in three of the four sample periods when 

prices are adjusted for the dividend differential. 

The analysis of the relative pricing of the two classes of stock clearly provides 

support for the alternative hypothesis. Within a firm, the voting rights attached to a 

security on average does have an impact on the security's value. Lease, McConnell 

and Mikkelson [37] attempted to identify the source of the premium but were unable 

to find statistical support for any of the hypothesized relationships. The only apparent 

explanation for the observed premium is the possibility that the superior class of 

stockholders is able to alter the cash flow stream in a future state of the world.^^ 

It is interesting to note that dual class capitalizations are only one situation in 

which a firm has more than one issue of voting securities outstanding. There are cases 

in which preferred stock is given voting rights. In these situations, the voting rights of 

*̂ ®The test of the agency cost hypothesis, presented in chapter five, attempts 
to explain the price differential. 

45 



the preferred stock is usually insignificant relative to the voting power of the common 

stockholders. Financial distress and bankruptcy also are situations in which more than 

one class of claimants has voting rights. An interesting question, related to the results 

presented in this section, is whether the relative voting rights of the different classes of 

claimants have an impact on the value of their claim. The empirical results reported 

in this section combined with previous research [34,36,37,39] suggests that the 

differential voting rights attached to a firm's financial securities does have an impact on 

the value, because differential voting rights may allow one class of claimants to alter 

the distribution of the cash flows paid to the providers of capital. This suggests that 

the providers of capital should be concemed with their relative voting power in a 

financial distress situation. 

Relative Valuation of Dual and Sinqle Class Firms 

The results of the analysis of the pricing relationship between the two classes 

of stock issued by a firm indicates that within the firm differential voting rights are 

valued. A related question is whether the market perceives a difference between the 

effective voting rights of an inferior class of stock issued by a dual class firm and the 

effective voting rights of the stock issued by a single class firm. If there is a difference 

in the effective rights of the two types of stock, it should be reflected in the relative 

valuation of the stock. 

A model developed by Cragg and Malkiel [8], is used to determine if there is 

a difference between the effective voting rights of the sample of dual class and single 

class firms. Cragg and Malkiel's model expresses a firm's price-earnings multiple as 

a function of the firm's dividend payout ratio, growth in eamings, and measure of risk. 

Formally the Cragg and Malkiel model is: 

(P/E)i = BQ + Bi(D/Ei) + B2(Gi) + B^^RISKi) 

where 

(P/E)i is firm i's price-earnings multiple. 

Dj is firm i's cash dividend. 
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Ej is firm i's eamings per share. 

Gi is an estimate of firm i's long-term growth in earnings. 

RISKj is the estimate of the firm specific risk of firm i. 

Inferior Class versus Sinqle Class 

The Cragg and Malkiel model is used to test for the value of the vote by 

including a dummy variable to distinguish between the stock of the single class firms 

and the inferior class of stock issued by dual class firms. The model used to test for 

a difference in the relative valuation of the stock issued by the dual and single class 

firms is: 

(P/E)i = BQ + Bi(D/Ei) + B2(Gi) + B^̂ RISKj) + B^^DUMMYj) 

where 

DUMMYi '̂  assigned the value of 1.0 if firm i is a dual class firm and zero 

otherwise. 

Thus, the test of the impact the different voting rights have on the market's valuation 

of equity becomes: 

HQ: B4 = 0 

H-J: B4 < 0 

The coefficient of the DUMMY variable will indicate the impact the voting rights 

of the stock have on its value. If there is a difference in the effective voting rights of 

the two segments of the sample, the inferior class of stock of the dual class firms is 

expected to command a lower price-earnings multiple after accounting for the 

differences in risk, growth and dividend payout. 

Sample and Data Description 

The Cragg and Malkiel model is estimated using end of year 1987 data. Since 

prices are expected to reflect expectations, the price-earnings multiple is calculated 
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using the end of year closing price and the December 1987 consensus estimate of 

each firm's earnings per share for fiscal year one as reported by the Institutional 

Broker's Estimation Service (IBES). The grov^h rate used in the estimation of the 

model is the December 1987, IBES consensus estimate of each firm's long-term growth 

in earnings per share. The actual dividends paid in 1987, as reported by Moody's 

Dividend Record, are used to calculate the dividend payout. The Value Line estimate 

of each firm's beta, as of the 4th quarter 1987, is used as the measure of the firm 

specific risk of the firm.^^ 

The examination of Standard and Poor's Corporation Records. Moodv's 

Manuals. the Wall Street Journal and Barron's resulted in the identification of three 

hundred seventeen dual class firms as of the end of 1987. The dual class firms used 

to estimate the Cragg and Malkiel model are the firms on which complete information 

is available. The steps in gathering the data and the resulting sample sizes are as 

follows: 

1. The year-end prices and actual earnings per share for the dual class firms were 

obtained from the Compustat II PC database. The search of the database resulted 

in information on two hundred eighty-five firms. Although two hundred eighty-five 

firms were found, some observations had missing data or a zero reported as their 

year-end closing price. 

2. The expected earnings per share for fiscal year one were obtained from the 

December 1987 IBES report. IBES estimates for one hundred forty out of the two 

hundred eighty-five firms were obtained. 

3. The use of the IBES estimate of long-term growth and Value Line beta resulted 

in a final dual class sample of seventy-three firms. 

^^he model also is estimated using Value Line Safety Rank as the risk 
measure, and actual eamings per share in the calculation the each firm's price-earnings 
multiple and dividend payout. 
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It is important to note that the dual class sample includes all firms with complete data; 

no firms were deleted for any reason other than missing data. 

The determination of the control sample of single class firms proceeded in the 

same manner except the initial sample was determined by random selection without 

any attempt to match the characteristics of the dual class sample. Missing data 

resulted In ninety single class firms with complete information. A random numbers 

table was used to delete twenty-seven firms in order to match the dual class sample 

size of seventy-three firms. 

Discussion of Results 

The estimated parameters of the Cragg and Malkiel model are summarized in 

Table 4.2 The table indicates that the model was estimated using two definitions of 

the price-eamings multiple. The first definition, corresponding to the rows labeled 

FORE EPS, uses the consensus IBES estimate of earnings per share in fiscal year one 

to calculate the price-earnings multiple. The price-eamings multiple is also calculated 

on the basis of actual 1987 eamings per share (ACTUAL EPS). Also, two different 

measures or risk are used in estimating the model. In addition to the beta of each 

firm, the Value Line safety rank (SAFETY) is used as a proxy for risk.'̂ O jp Table 4.2 

PAYOUT refers to the dividend payout variable, and LTGROW refers to the IBES 

estimate of long-term growth in eamings. 

The results in Table 4.2 are interesting on several accounts. First, the dividend 

payout and long-term growth forecasts are, as expected, positively related to the price-

earnings multiple. But risk, whether defined as beta or the safety rank, is not related 

to the price-earnings multiple in a systematic fashion. This is surprising since a positive 

risk-return tradeoff is expected. Finally, the coefficient of the DUMMY variable is not 

significantly different from zero in any of the estimated models. Thus, the null 

hypothesis is not rejected at the 5% level. This supports the conclusion that the market 

^^A recent paper by Fuller and Wong [22] found that the Value Line safety rank 
had greater power in explaining the realized returns than beta. 
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does not impose a penalty, in terms of a lower relative valuation, on the dual class 

firms that have issued a class of stock with diminished voting rights. 

Although the null hypothesis is not rejected, the results are interesting because 

it suggests that the market value of the voting rights of the inferior shares issued by 

dual class firms is not perceived to differ from the market value of the voting rights of 

the stock issued by single class firms. Given the free rider problem associated with 

corporate voting, the results of the value of voting hypothesis are not surprising. 

Superior Class versus Sinqle Class 

The evidence regarding the relative prices of the inferior and superior classes 

of stock issued by a dual class firm (Table 4.1) is not necessarily inconsistent with the 

results of the Cragg and Malkiel model (Table 4.2). The evidence provided by these 

two tests may indicate that the creation of a superior class of stock increases the value 

of the firm. In order to test whether this is true, a sample of dual class firms that allow 

the superior class of stock to trade and a control sample of single class firms is 

analyzed. 

Since the Cragg and Malkiel model is used to test whether the issuance of a 

superior class of stock increases the value of the firm, the data requirements are the 

same as in the previous test with one exception. The sample is restricted to the dual 

class firms that allow the superior class of stock to trade in one of the secondary 

markets. This results in fifteen dual class firms in the final sample and a corresponding 

fifteen single class firms as the control sample. For this sample the DUMMY variable 

equals one if the firm is a dual class firm and zero otherwise. 

In order to determine whether the adoption of a dual class structure increases the 

value of the firm, the altemative hypothesis has to be restated relative to the previous 

test. With the sample of single class firms and the superior class of stock of the dual 

class firms, the null and restated altemative hypotheses are: 

HQ: B4 = 0 

H^: B4 > 0 
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The alternative hypothesis, if supported by the data, is consistent with the 

conclusion that the dual class capital structure increases the value of the firm since the 

previous test indicated that the inferior shares were not penalized in the market for their 

diminished voting status. The policy implication of the alternative hypothesis is that the 

dual class capital structure should not be regulated or legislated out of existence. 

The results from the Cragg and Malkiel model using the data on the superior 

shares are summarized in Table 4.3. As with the previous Cragg and Malkiel test, the 

dividend payout and long-term growth variables are positively related to the price-

earnings multiple while the risk and DUMMY variables are not significant. Thus, the 

issuance of superior class of stock does not appear to increase the value of the firm 

since the superior voting rights do not command a premium in the market relative to 

the one share, one vote stock issued by a single class firm. 

The results of the Cragg and Malkiel tests and the evidence that shows that the 

superior class of stock sells at a significantly higher price than the inferior class of stock 

needs to be reconciled. Given the evidence that the superior shares do not increase 

the value of the firm, why do the superior shares sell at a higher price? The evidence 

presented in this chapter would be consistent with a transfer of wealth from the inferior 

class to the superior class of stockholders. The issue of whether the adoption of a 

dual class capital structure results in a wealth transfer is directly addressed in the test 

of the wealth hypothesis in chapter six. 
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Table 4.1 Pricing Relationship of Dual Class Stock 

Premium 

Ps/Pi 

Ps/ADJPj 

MAVPg/MAVPj 

P -P-^s ^l 

Ps-ADJPi 

MAVPg-MAVPi 

1984 

1.032 
(2.04) 
n=40 

1.064 
(3.32) 
n=40 

1.050 
(2.71) 
n=37 

$0.252 
(1.22) 
n=40 

$0.463 
(2.19) 
n=40 

$0.364 
(1.68) 
n=37 

Volume differentiar 

VOLs-VOLj 
(OOO's) 

-571 
(-1.87) 
n=40 

1985 

1.026 
(2.17) 
n=49 

1.065 
(3.37) 
n=49 

1.049 
(2.58) 
n=43 

$0.270 
(1.53) 
n=49 

$0.498 
(2.69) 
n=49 

$0.506 
(2.51) 
n=43 

-737 
(-2.22) 
n=39 

End of Year 

1986 

1.079 
(2.30) 
n=57 

1.110 
(2.99) 
n=57 

1.068 
(2.97) 
n=53 

$1.768 
(1.23) 
n=57 

$1.945 
(1.36) 
n=57 

$1.561 
(1.37) 
n=53 

-641 
(-2.09) 
n=50 

l̂ ^^"" 

1.048 
(3.21) 
n = 56 

1.079 
(3.79) 
n=56 

1.048 
(4.01) 
n = 52 

$0.371 
(1.08) 
n = 56 

$0.551 
(1.60) 
n=56 

$0.451 
(1.70) 
n=52 

1987 

1.094 
(2.74) 
n=60 

1.171 
(3.04) 
n=60 

1.096 
(3.00) 
n = 58 

$0.876 
(1.72) 
n = 60 

$1.109 
(2.13) 
n=60 

$1.642 
(2.21) 
n = 58 

-702 
(-2.34) 
n=56 

* t-statistics in parenthesis 

"̂ The 1986 sample with Resorts International deleted. 

^The difference in volume for December of each year. 
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Table 4.2 Value of Voting: Inferior Class/Single Class Sample 

FORECASTED EPS 

INTERCEPT PAYOUT LTGROW BETA SAFETY INFERIOR RSQR 

-10.290 
(-2.20) 

-14.690 
(-3.34) 

19.340 
(8.97) 

19.642 
(9.14) 

1.391 
(6.94) 

1.388 
(7.36) 

-.4716 
(-0.12) 

1.321 
(1.24) 

0.920 
(0.52) 

0.8448 
(0.49) 

0.4437 

0.4496 

ACTUAL EPS 

INTERCEPT PAYOUT LTGROW BETA SAFETY INFERIOR 

-55.483 
(-2.28) 

-65.192 
(-2.88) 

27.870 
(4.30) 

28.637 
(4.44) 

3.650 
(3.53) 

3.750 
(3.76) 

9.831 
(0.46) 

6.538 
(1.10) 

13.886 
(1.41) 

12.622 
(1.30) 

RSQR 

0.2291 

0.2358 

t-statistics in parentheses 
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Table 4.3 Value of Voting: Superior Class/Single Class Sample 

FORECASTED EPS 

INTERCEPT PAYOUT LTGROW BETA SAFETY SUPERIOR RSQR 

-25.100 
(-1.56) 

-42.146 
(-2.57) 

18.060 
(3.11) 

19.111 
(3.37) 

2.982 
(4.55) 

3.210 
(5.06) 

-2.003 
(-0.13) 

4.290 
(1.08) 

-4.765 
(-0.75) 

-4.522 
(-0.68) 

0.5613 

0.5802 

ACTUAL EPS 

INTERCEPT PAYOUT LTGROW BETA SAFETY SUPERIOR RSQR 

1.227 
(0.20) 

6.556 
(0.99) 

4.999 
(0.98) 

2.903 
(0.55) 

0.806 
(3.24) 

0.733 
(3.22) 

-0.368 
(-0.08) 

-1.592 
(-1.12) 

-1.655 
(-0.81) 

-1.526 
(-0.78) 

0.4384 

0.4745 

* t-statistics in parentheses 
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CHAPTER 5 

AGENCY COST HYPOTHESIS 

A firm's use of dual class capital structure presents management with a unique 

opportunity. The dual class capital structure not only increases the investment 

opportunity set for managers, but also increases their ability to diversify their portfolio. 

By creating classes of equity that possess different voting and cash flow claims, 

management is able to reallocate its wealth in a way that is expected to increase its 

utility. 

In a sense, the dual class capital structure changes one of the constraints in 

management's model. For a single class firm, management's objective may be to 

maximize its wealth subject to maintaining control of the firm. Using a conservative 

definition of control, this implies that management would have to own at least 50% of 

the firm's equity in order to control 50% of the votes. Although management's 

objective function remains the same if the firm adopts a dual class capital structure, the 

investment required to maintain control is greatly reduced. For example, for a firm with 

a "typical" dual class capital structure, ownership of 55% of the superior class of stock 

is sufficient to insure control.'̂ ^ In this case, the ownership of 55% of the superior 

class of stock represents only a 27.5% equity claim on the firm. As this example 

shows, management's ability to reduce its investment in the firm and still maintain 

control allows it to allocate a greater portion of its wealth to outside investments. 

Management's ability to diversify its portfolio is not dependent on whether both 

classes of the firm's stock are traded in an organized market, but it is the cases in 

which both classes are traded that the impact of management's wealth allocation can 

be analyzed. Management's decision regarding its ownership of the two classes of 

stock is expected to influence the relative pricing of the securities in three ways. 

^ ' 'A typical dual class structure is one in which the superior class of stock has 
ten times the votes per share as the inferior class of stock, both classes vote jointly 
in the election of all of the directors, and there are an equal number of inferior and 
superior shares outstanding. 
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Pricinq Imoact of Demand for Control 

First, management's desire for control is expected to have a positive impact on 

the observed premium, due to the demand effect.'̂ ^ Management's demand for the 

superior shares is expected to bid up the price of those shares without affecting the 

price of the inferior shares. The impact of this demand effect is expected to diminish 

and possibly disappear once management owns a controlling block of the superior 

shares. *̂  At this point, the value of control embodied in the price of the superior class 

of stock is expected to reflect the value of control to the outside investor. With voting 

control in the hands of management, the value of the superior voting rights to outside 

investors is expected to be zero regardless of the voting structure utilized by the firm. 

The value of the superior voting rights to outside investors is zero because of their 

inability to insure that their interests are represented on the board of directors. Thus, 

once management owns a controlling block of the superior shares, the superior voting 

rights of these shares are not expected to command a premium in the market. Of 

course this conclusion depends on how management defines control. If management 

considers ownership of 50% of the superior class of stock as control, then outside 

investors are expected to place no value on the superior voting rights. If management 

feels that control can be maintained with less than 50% of the superior class of stock, 

outside investors may value the superior voting rights if they feel that there is an 

opportunity for outside investors to challenge management's control. 

^^The premium is defined as the ratio of the price of the superior class of stock 
to the price of the inferior class. 

^^Even when management is not actively buying shares in the market, their 
actions may limit the price movement of the superior class of shares. Since 
management values the voting rights of the superior shares their tendency to buy and 
hold limits the supply of the shares in the secondary market. Also, management may 
represent a potential source of demand if the superior shares are "undervalued" in the 
market. 
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Pricinq Impact of Perk Incentive 

The second factor expected to impact the relative pricing of the two classes of 

stock is the incentive effect created by the distribution of management's ownership of 

the two classes of stock. The dual class capital structure alters the link between an 

investor's nominal voting power and equity claim, and increases the potential disparity 

between nominal and effective voting power. 

If a firm has a single class capital structure, an investor's nominal voting power 

is exactly equal to his or her equity claim on the firm, but due to the dispersion of 

ownership there is a divergence between his or her effective voting power and equity 

claim on the firm. As Jensen and Meckling [31] showed, the incentive for perk 

consumption is generated by the divergence between an investor's effective voting 

power and equity claim. 

The dual class capital structure not only severs the one-to-one relationship 

between an investor's nominal voting power and equity claim, but also increases the 

possible divergence between an investor's equity claim and effective voting power. 

The dual class capital structure allows an investor to maintain control with a much 

smaller residual claim on the firm. As with the single class firm, the divergence is 

expected to create an incentive for perk consumption for the investors with effective 

control of the firm and in the position to consume the perks. With management in the 

position to consume perks, its incentive for perk consumption is expected to be 

reflected in the price of the inferior class of stock. Thus, the difference between 

management's effective voting power and its equity claim is expected to have a positive 

impact on the price premium by reducing the price outside investors are willing to pay 

for the inferior shares. Offsetting the impact of the potential perk consumption on the 

premium is the fact that the price of the superior shares in the market reflects the 

marginal value of the perk consumption. Since outside investors are not in the position 

to consume perks, the price of the superior shares also might be adversely affected 

by management's unique ability to consume perks and result in no observed price 

premium. 
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Pricinq Impact of Potential Control Premium 

In addition to the two factors discussed above, the price premium is expected 

to reflect the possibility that a control premium may be paid to the superior class of 

stockholders.^^ The possibility of the superior class of stockholders being paid the 

entire control premium is essentially a special case of the superior class having 

exclusive access to perk consumption with one important exception. The control 

premium, if offered by an outside bidder, is one "perk" that must be shared with the 

outside owners of the superior class of stock.'̂ ^ Thus, the obsen/ed prices of the two 

classes of stock are expected to reflect the probability of a control transfer and the 

magnitude of the potential control premium. 

The analysis of the relative prices of the two classes of stock in the previous 

chapter indicated that there was a statistically significant premium paid for the superior 

class of stock. The arguments presented above identify three factors that may 

contribute to the premium. The first factor, the demand effect, is expected to impact 

the premium if management does not own a "controlling" position during the sample 

period. The second factor, the incentive for and access to perk consumption, is 

expected to affect the premium if management's equity claim is less than its effective 

voting power. Finally, the premium is expected to reflect the probability and magnitude 

of a "control premium perk" being offered only to the superior class of stockholders. 

The test of the agency cost hypothesis represents an attempt to determine if the 

second factor, the incentive for and access to perk consumption, has an observable 

effect on the price premium. Before proceeding with the test of the agency cost 

hypothesis, the distinction between an investor's nominal and effective voting power in 

the election of the board of directors is discussed in order to understand how the 

PERK and DUMMY variables are measured. 

^^DeAngelo and DeAngelo's findings [12] support the contention that the 
superior class of stockholders may be paid the entire control premium. 

"̂ l̂f a tender offer includes a consulting contract for the inside stockholders as 
part of the compensation for the transfer of control, this aspect of the control premium 
is not shared by the outside stockholders. 
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Nominal versus Effective Votinq Power 

The nominal voting power of an investor represents the number of votes an 

investor owns. For most investors, their nominal voting power equals the number of 

shares they own. The effective voting power of an investor or group of investors is 

more difficult to determine since it depends on the distribution of votes among other 

investors and the voting provisions in the firm's charter. 

For a single class firm, an investor with more than 50% of the outstanding stock 

has 100% of the effective voting power and therefore control of the firm. In this 

situation, the effective voting power of the investors not part of the control group is 

zero even though the firm has a one share, one vote structure. The effective voting 

power of investors when no one investor or group of investors own more than 50% of 

the outstanding shares is more difficult to determine. Depending on the dispersion of 

ownership, effective control of the voting process can be obtained with less than a 50% 

equity position. Thus, the determination of an investor's effective voting power requires 

estimating the minimum equity position needed to insure control. 

For dual class firms, the determination of the effective voting power of an 

investor or group of investors depends on not only the dispersion of ownership, but 

also on the nominal voting rights of each class and the voting structure adopted by 

the firm. As with the single class firms discussed above, the determination of the 

investors' effective voting power requires estimating the minimum equity position 

needed to insure control. Table 5.1 outlines the nominal and effective voting power of 

an investor in a dual class firm. The subscripts used in the table, s and i, refer to the 

superior and inferior classes of stock, respectively. The remaining notation is defined 

as follows: 

O = number of shares owned by the investor. 

N = number of shares outstanding. 

V = number of votes per share. 

NVP = nominal voting power. 

P = percentage of directors elected. 
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CONTROL = estimate of the minimum ownership of votes needed to maintain 

control of the firm. 

Votinq/Non-votino Structure 

The effective voting power of an investor in a firm with voting-non-voting capital 

structure depends on his or her ownership of the superior class of stock. An investor 

owning at least 50% of the voting shares has 100% of the effective voting power of the 

firm. Although the other superior voting shares possess nominal voting rights, the 

owners of the shares are not able to veto any of the decisions made by the 50% 

owner. If no investor owns more than the CONTROL amount of the superior shares 

then effective voting power equals nominal voting rights for all investors. 

Pooled Votinq Structure 

If a firm has a pooled voting structure in which both classes vote as a single 

class in the election of the board of directors, an investor's voting power depends on 

his or her ownership of both classes of stock, and the nominal voting power of each 

class of stock. As Table 5.1 shows, an investor's nominal voting power equals the 

percentage of votes that are owned. Again the effective voting power depends on the 

minimum voting power required to maintain control of the firm. If an investor owns 

more than the CONTROL level of votes then his or her effective voting power is 100%. 

If the investor's ownership is less than the defined CONTROL level, then his or her 

effective voting power equals his or her nominal voting power. 

Class Votinq Structure 

For firms with a class voting structure in which each class, voting separately, 

elects a specified percentage of the directors, the determination of an investor's 

nominal and effective voting power requires the analysis of the investor's effective 

voting power within each class and his or her combined voting power in the election 

of all of the directors. As Table 5.1 shows, an investor's effective voting power within 
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a class depends on his or her ownership of those particular shares and the definition 

of CONTROL 

The overall effective voting power of an investor in the election of the board of 

directors depends on his or her ownership of both classes of stock and the percentage 

of directors elected by each class. For example, an investor that owns 50% of the 

superior class of stock (CONTROLs) ^^^ "'°°°/° ^̂  ^̂ ® effective voting power in the 

selection of the Pg directors elected by the superior class of stockholders. The 

effective voting power of the investor in the election of all the directors is 100% if the 

investor also owns more than 50% of the inferior class of stock (CONTROLi). If the 

investor owns less than CONTROLi, then his or her effective voting power equals P̂  

plus his or her nominal voting power in the selection of the directors elected by the 

inferior class of stock weighted by the percentage of directors elected by the class. 

This method of determining the effective voting power by class of stock and then 

combining into an overall effective voting power assumes that the directors elected by 

the inferior class of stockholders are effective in protecting their interests. If this is not 

the case, then ownership of 50% of the superior shares would be considered 100% 

effective control. 

Statement of Hvpothesis and Methodoloqy 

The difference between investor's effective voting power and his or her equity 

claim on the firm is the driving factor behind Jensen and Meckling's [31] analysis of 

the agency costs of outside equity. Jensen and Meckling's conclusion that the agency 

costs of equity increase as both the level of outside financing and the percentage of 

outside equity increases is due to the difference between the owner-manager's effective 

voting power and his or her equity (cash flow) claim. The owner-manager maintains 

100% effective control by selling non-voting equity to outside investors. The owner-

manager's cash flow claim depends on the level of outside financing employed. As 

the level of outside financing increases management's cash flow claim decreases, 

thereby lowering the owner-manager's cost of perk consumption. Thus, it is the 
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difference between an owner-manager's effective voting power and his or her cash flow 

claim that gives rise to the incentive for perk consumption. 

With the existence of dual class firms that allow both classes to publicly trade, 

the agency costs associated with management's wealth allocation decision regarding 

the ownership of the two classes of stock can be tested. Formally stated the agency 

cost hypothesis is: 

HQ: The price premium is not related to management's incentive for perk 

consumption. 

H^: The price premium is positively related to management's incentive for perk 

consumption. 

In order to determine whether the incentive for perk consumption created by 

management's ownership of the two classes of stock has an impact on the stocks' 

relative valuation, the test of the agency cost hypothesis must control for the cases in 

which management does not own voting control of the firm. Thus, the general 

formulation of the model is: 

PREMIUM = f(PERK, DUMMY) 

where: 

PREMIUM = the price of the superior class of stock divided by the price of inferior 

class of stock. 

PERK = the difference between the insiders' effective voting power and their 

claim on the residual eamings of the firm. 

DUMMY = 1 if insiders own less than 50% of the superior class of stock, 0 

othenvise. 

The DUMMY variable is included in the model in order to isolate the impact of 

management's incentive for perk consumption on the premium paid for the superior 

class of stock. The DUMMY variable accounts for the cases in which management 
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owns less than 50% of the superior class of stock. When management owns less than 

50% of the superior class of stock, the premium is expected to reflect both the 

incentive for perk consumption and management's desire for control. The DUMMY 

variable controls for the demand effect arising from management's desire for control. 

The PERK variable is defined as difference between the insider's effective voting 

power and claim on the firm's residual cash flow. As Table 5.1 highlights, the effective 

voting power of an investor or group of investors depends on the minimum number of 

votes needed to exercise CONTROL. If the insiders' nominal voting power is greater 

than the CONTROL level, then their effective voting power is set equal to 100%. If their 

nominal voting power is less than the CONTROL level, then their effective voting power 

is equal to their nominal voting power. For the purposes of the test of the agency cost 

hypothesis, five different CONTROL levels have been defined ranging from 50% to 

10%, in increments of ten percentage points. The insiders' claim on the firm's residual 

cash flow is defined as the percentage of shares owned by insiders. 

Although the functional form of the relationship cannot be determined on a priori 

basis, the test of the agency cost hypothesis assumes a linear relationship between the 

PREMIUM and the insiders' PERK. Thus, the model used to test the relationship is: 

PREMIUM = BQ + Bi(PERK) + B^^DUMMY) 

Restating the agency cost hypothesis in terms of the model results in: 

HQ: B I = 0 

H^: B-, > 0 

The rejection of the null hypothesis would provide empirical support for Jensen 

and Meckling's theory that the agency costs of outside equity increase as the difference 

between the owner-managers' effective voting power and their claim on the firm's 

residual cash flow increases. The rejection of the null hypothesis also would support 

the conclusion that the premium reflects the greater agency exposure of the outside 
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stockholders. This would lend credence to the conclusion that market prices reflect the 

agency costs associated with outside equity. 

Sample and Data Description 

Since the test of the agency cost hypothesis represents an attempt to explain 

the price differentials reported in Table 4.1 in the previous chapter, the dual class firms 

that comprised these samples represent the initial samples for the test of the agency 

cost hypothesis. In each of the sample periods, 1984 through 1987, some of the firms 

were omitted due to missing data conceming insider ownership. 

The test of the agency cost hypothesis requires the definition of corporate 

"insiders." The Securities and Exchange Commission requires all officers and directors 

and any principal stockholders owning 10% or more of the firm's stock to report their 

ownership position.'̂ ^ For the purposes of this dissertation, the definition provided by 

the Commission is employed with one change. All officers and directors are treated 

as insiders, but a 10% principal stockholder may or may not be included in that group 

depending on his or her relationship to the other insiders. If the 10% principal 

stockholder is not related to one of the officers and/or directors, then his or her shares 

are not included in insider block. Thus, a 10% institutional stockholder would not be 

considered a corporate insider. 

The information on insiders' ownership of the two classes of common stock was 

obtained from the Spectrum 6 database published by CDA Investment Technologies. 

The database is compiled by the firm from the Forms 3 and 4 filed with the Securities 

and Exchange Commission and reports direct ownership by insiders as of December 

31^* of each year. 

^ l̂nformation on the initial investment is reported on Form 3 and required within 
ten days of the purchase. Any changes in ownership are filed on Form 4. Insiders 
are required to file Form 4 within ten days after the end of month in which the 
transaction takes place. 
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The number of shares of each class of stock outstanding at year end was 

obtained from several sources - Standard and Poor's Dailv Stock Price Guide. Standard 

and Poor's Corporation Records. Moodv's Industrial Manuals. and the firm's annual 

report or 10-k when available.'^^ 

Discussion of Results 

The test of the agency cost hypothesis involved the cross-sectional analysis of 

price differential for the sample periods 1984 through 1987, inclusive. The results are 

summarized in Table 5.2. As the table highlights, the null hypothesis is rejected in only 

the 1986 sample period, but the sign of the PERK variable is different than the sign 

expected under the alternative hypothesis. 

In addition to the results shown in Table 5.2 the agency cost hypothesis was 

tested using a different definitions of the DUMMY variable. In this series of tests, the 

DUMMY variable equalled one if the insiders owned more than the CONTROL level 

of superior stock. For example, if the CONTROL level is defined as 40% then the 

DUMMY variable equals one if the insiders' owned more than 40% of the superior 

shares and zero othen/vise. The results for this series of tests does not differ from the 

results reported in Table 5.2 In most cases, there is no significant relationship and the 

signs of the parameters are negative. 

Finally, the agency cost hypothesis was tested using the price difference as the 

dependent variable. The results are consistent with the previous models and therefore 

are not reported here. 

The results indicate that the PERK variable, as currently defined, does not 

explain any of the observed price differential. Although this is disappointing, the nature 

of the market pricing offers a possible explanation for this result. As discussed earlier 

in the chapter, market prices reflect the value to the marginal investor. If the marginal 

investor in the superior class of stock is an outside investor, he or she is essentially in 

^'^Compustat does not provide this information for dual class firms. Compustat 
combines both classes for reporting purposes. 
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the same position as the inferior class of stockholders. Outside investors also are 

exposed to the adverse effect management's perk consumption has on the value of 

outside equity. 

The one potential advantage the investor in the superior class of stock has over 

the inferior class of stockholders is the possibility that the superior stockholders may 

receive the "control premium perk." Given the insignificance of the PERK variable, it 

is apparent that this variable does not account for this possibility. 

The insignificance of the DUMMY variable also is troubling. The DUMMY 

variable is designed to capture the effect management's desire for control would have 

on the price of the superior class of stock. It may be that control can be achieved at 

levels less than 10%. It also may be possible that management's desire for control has 

an impact on the price of the inferior class of stock. 
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Table 5.1 Nominal and Effective Voting Power in Dual Class Firms 

Voting 
Structure 

Nominal 
Votinq Power (NVP) 

Effective 
Votinq Power 

VOTING/NON-VOTING O^/N^ if NVP > CONTROI > 100% 
if NVP < CONTROL — > NVP 

POOLED (OsVs+OiVi)/(NsVs+NiVi) if NVP > CONTROL — > 100% 
if NVP < CONTROL — > NVP 

CLASS 

Within a class: 

Superior OJN 
s"^s 

Inferior 0 /̂̂ ^ 

if NVPs > CONTROLs — > 100% 
if NVPs < CONTROLs — > NVP^ 

if NVPj > CONTROLi — > 100% 
if NVPi < CONTROLi — > NVP: 

Combined votinq power: 

if NVPs > CONTROLs & NVP 

if NVPs > CONTROLs & NVP 

if NVPg < CONTROLs & NVP 

> CONTROL 

< CONTROL 

> CONTROL 

- > 100% 

_ > Ps+(NVPi)Pi 

- > (NVPs)Ps + Pi 

if NVPs < CONTROLs & NVP^ < CONTROLi - > NVPs(Ps) + NVP|(Pi) 
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Table 5.2 Agency Cost Hypothesis Test Results 

Dependent Variable 
(PREMIUM=Ps/Pi) 

CONTROL Independent'' 
-Leyel Variable 1984 1985 1986 1987 

50% PERK 0.0132 0.0027 -1.1714* -0.2670 
DUMMY -0.0044 -0.0301 -0.6463* -0.1733 

40% PERK -0.0364 -0.0642 -0.2248 -0.0307 
DUMMY -0.0235 -0.0495 -0.2488* -0.0610 

30% PERK 0.0008 -0.0490 -0.1320 0.0372 
DUMMY -0.0088 -0.0408 -0.2086 0.0371 

20% PERK 0.0229 0.0058 -0.0553 -0.0166 
DUMMY -0.0037 -0.0302 -0.1843 -0.0522 

10% PERK -0.0498 0.0072 -0.1077 -0.0690 
DUMMY -0.0116 -0.0314 -0.1741 -0.0503 

significant at the 5% level 

^The PERK variable is defined as the difference between the insiders' effective 
voting power and their claim on the residual eamings of the firm. The DUMMY variable 
equals one if the insiders own less than 50% of the superior class of stock and zero 
if they own at least 50%. 
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CHAPTER 6 

WEALTH IMPACT OF DUAL CLASS RECAPITALIZATION 

The implementation of a dual class capital structure can be achieved in two 

ways. A firm at the time of incorporation, or prior to the initial public offering of its 

common stock, can create a dual class capital structure by including the provision in 

its by-laws. For a firm that does not create two classes of stock prior to the initial 

public offering, the creation of the second class of stock requires the firm to amend its 

corporate by-laws. The amendment of the firm's by-laws requires the approval of the 

existing stockholders whose wealth might be affected by the firm's decision to adopt 

a dual class structure. 

DeAngelo and DeAngelo [12] discuss the possible motives behind the creation 

and issuance of a second class of common stock. Their discussion indicates that the 

impact of the creation of a second class of common stock on the wealth of existing 

stockholders is ambiguous; the creation of the second class of common stock could 

have a positive, negative or neutral impact on the wealth of existing stockholders. The 

theory that predicts that the creation of a second class of stock will have a negative 

impact on the wealth of existing stockholders is consistent with the management 

entrenchment hypothesis presented by Arthur Levitt at the Senate subcommittee 

hearing [59]. The theory that predicts an increase in the wealth of existing stockholders 

is consistent with the stockholders' interest hypothesis.'^^ 

Manaqement Entrenchment Hvpothesis 

The management entrenchment hypothesis views the creation of a second class 

of stock as a method that guarantees the tenure of the firm's existing management. 

The second class of stock insulates management from the competition for control of 

the firm. The transfer of control of a dual class firm can occur only if the existing 

^^The terminology "stockholders interest hypothesis" and "management 
entrenchment hypothesis" was employed by DeAngelo and Rice in their analysis of the 
impact of anti-takeover amendments on the wealth of stockholders. 
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management willingly transfers control of the firm^^ or if financial distress leads to a 

court ordered change of control. With the elimination of the market for control, outside 

stockholders are unable to constrain the actions of management. Given management's 

incentive for perk consumption, the increase in perk consumption available under a 

dual class capital structure adversely affects the wealth of existing stockholders. The 

potential loss of any control premium also results in the reduction in the wealth of 

existing stockholders. Thus, the management entrenchment hypothesis predicts that 

the firm's existing stockholders suffer a reduction in wealth with the creation of a 

second class of stock. 

The elimination of the market for control is not the only cost created by a dual 

class capital structure. A dual class structure also eliminates the independence of the 

board of directors by guaranteeing that the majority of directors are elected by the 

firm's management. Without an independent board of directors representing the 

interests of stockholders, it is possible that the firm will be able to pursue 

compensation, investment and dividend policies inconsistent with value maximization. 

Stockholders' Interests Hvpothesis 

The stockholders' interests hypothesis predicts that the creation of a second 

class of stock will have a positive impact on the wealth of existing stockholders. 

DeAngelo and DeAngelo identify several motives that are consistent with this 

hypothesis. By concentrating voting power in the hands of management, the dual 

class capital structure provides management with the incentive to invest in firm-specific 

human capital, because the dual class structure prevents the appropriation of 

management's investment in human capital by an outside management team.^0 ^iso. 

^ ^ h e management entrenchment hypothesis predicts that management will not 
willingly transfer control. 

^^his argument suggests that firms with common characteristics might be 
expected to adopt a dual class structure. This suggests that the many of the dual 
class firms may operate in a limited number of industries that require an investment in 
firm specific human capital. 
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the dual class structure gives management the ability to negotiate for a control 

premium, which includes a return for its investment in firm-specific human capital. 

The dual class capital structure also can have a positive impact on the value of 

the firm if it allows management to negotiate for a higher control premium in the event 

outside investors bid for control of the firm. The concentration of voting rights reduces 

the costs of bargaining with the acquiring firm and improves the bargaining position 

of management. 

The concentration of control also is desirable for firms that invest in projects 

whose returns are difficult to convey to outside investors. For these firms, the inability 

of outside investors to observe the true characteristics of the firms' projects does not 

result in a transfer of control because of the protection provided by the dual class 

capital structure. The dual class capital structure also reduces the incentive for the 

firm to invest in projects whose returns are easily observable, but not as profitable as 

other investment opportunities. 

Even if the returns on a project are easily obsen/able by outside investors, 

management's incentive to adopt the project may be diminished by its limited wealth. 

If the adoption of a project requires management to issue additional equity, its incentive 

to adopt the project may depend on its ability to maintain control of the firm. 

Management's control of the firm is not diluted if it purchases a proportional share of 

the new equity, or if it finances the project by issuing limited voting stock. Thus, the 

dual class capital structure allows management to finance positive net present value 

projects without reducing its control of the firm. This results in an increase in the value 

of the firm since management is more likely to adopt profitable projects. 

Imoact of Takeover Bid 

One factor expected to have an impact on a test of the management 

entrenchment versus stockholders' interests hypotheses is whether the firm adopting 

the dual class structure is currently a takeover candidate. The creation of a dual class 

capital structure at a time when the firm is a takeover candidate would tend to magnify 

the effects of the dual class capital structure. If the adoption of a dual class capital 
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structure has a negative impact on the wealth of existing stockholders, the magnitude 

of the reduction in wealth is expected to be greater if the firm is currently a takeover 

target. In this case, the immediate loss of the potential control premium magnifies the 

impact of the dual class capital structure. Likewise, if the creation of a dual class 

capital structure has a positive impact on the wealth of existing stockholders, the 

magnitude of the increase in wealth is expected to be greater if the firm is currently a 

takeover candidate. The increase in wealth is expected to be greater because of the 

additional leverage the dual class capital structure gives management in negotiating the 

control premium. Also, for a firm that is currently a takeover candidate, management 

is given the opportunity to disseminate information that can increase the value of the 

firm and possibly prevent the transfer of control. 

The firms that are takeover candidates at the time of their announced 

recapitalization are identified and the test of the wealth hypothesis controls for these 

firms. In addition, the impact of the recapitalization announcement on these firms is 

analyzed. 

Dual Class Literature 

Since the theory does not unambiguously predict the impact of the creation of 

the second class of stock on the wealth of existing stockholders, the issue must be 

resolved empirically. Partch's [47] analysis of the firms that created a dual class 

capital structure in the 1962-1984 time period indicates that in the ovenrt/helming 

number of cases, management's motive was to insure control of the firm in the future. 

The dual class capital structure allows management to maintain control without having 

to invest continually in the firm's new equity issues. For the majority of firms in Partch's 

sample, management owned voting control prior to the creation of the second class 

of stock. Partch's analysis did not uncover any firms that were current takeover targets 

at the time of the creation of the second class of stock. Partch's analysis of the pooled 

sample supports the stockholders interest hypothesis, but the micro-analysis of the 

impact on each firm and different sub-samples showed that for most firms the impact 

of the dual class recapitalization was insignificant. 
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Jarrell's [29] analysis of the five NYSE firms that created a second class of stock 

provides some support for the management entrenchment hypothesis. In four of the 

five cases, there was a negative impact on stockholder's wealth, but because of the 

small sample size the results must be interpreted with extreme caution. 

Finally, in a more comprehensive study done by the Office of the Chief 

Economist of the Securities and Exchange Commission [51], the wealth impact of the 

dual class capitalization was mixed. For the shorter event periods, twenty days or less, 

the impact of the recapitalization was insignificant. For the longer event period, forty-

one trading days, the net of market returns were positive and significant in some cases. 

Unfortunately, with such a long event period, other information may have had an impact 

on the event period returns, therefore the SEC finding cannot be considered conclusive. 

Statement of Hvpothesis 

Since the empirical evidence concerning the impact of the creation of a second 

class of stock on the wealth of the existing stockholders is not conclusive, the wealth 

hypothesis attempts to add to the existing body of knowledge by testing the wealth 

impact of the dual class recapitalization. Formally stated the wealth hypothesis is: 

HQ: The announcement of the creation of a second class of common stock with 

differential voting rights does not have an impact on the wealth of the 

existing stockholders. 

H-j: The announcement of the creation of a second class of common stock with 

differential voting rights has an impact on the wealth of existing 

stockholders. 

The wealth hypothesis is tested using the event methodology discussed by 

Brown and Warner [5,6]. This methodology attempts to measure the impact of the 

event by analyzing the daily returns on the sample firms during the event period. The 
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discussion of the methodology utilized to test the wealth hypothesis follows the 

discussion of the sample. 

Sample and Data Description 

The test of the wealth hypothesis requires the identification of the firms that 

adopted a dual class capital structure after their initial public offering. The Wall Street 

Journal. Standard and Poor's Corporate Records and Moodv's Manuals were used to 

identify these firms. These sources indicated that one hundred thirty-seven publicly 

traded firms adopted a dual class structure in the 1979-1987 time period.̂ ^ For 

inclusion in the final sample, the following criteria had to be met: 

1. The planned creation of a second class of stock was announced in the Wall 

Street Journal. or through an SEC document such as a proxy statement or 

8-K report. The index for the Eastern edition of the Wall Street Journal was 

used to identify the publication date of the article with the recapitalization 

announcement. 

2. The data needed to calculate the daily returns for each firm were available. 

Applying the above criteria to the initial one hundred thirty-seven firms resulted 

in the exclusion of twenty-three firms. These firms were excluded due to lack of data, 

or the inability to pinpoint the announcement date. For example, Chambers 

Development adopted the dual class structure without a stockholder vote. In this case, 

the management of the firm notified the stockholders that the dual class structure had 

been adopted. Other firms were deleted because the price data needed for the 

^^The initial sample of one hundred thirty-seven firms includes some firms that 
adopted methods in which the voting rights of one class of stockholders differed from 
another class although the firm did not specifically create two classes of stock. In 
these cases, the voting rights depend on the length of time the stock is held or the 
investor's ownership interest. 
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analysis were not available due to their merger into other entities. Finally, the small 

capitalization and inactive secondary market of some firms resulted in the inability to 

find the needed price data. 

The majority of the firms in the sample initially announced their dual class 

recapitalization through an SEC document. Seventy-eight firms used their SEC filings 

as the initial announcement, while the remaining thirty-six firms' public announcement 

resulted in an article in the eastern edition of the Wall Street Journal.^^ 

The firms in the sample represent seventy-nine different industries, if the four 

digit SIC codes are used to classify the firms. There were only two industries in which 

more than three firms in the industry adopted a dual class capital structure.^3 xhere 

were five firms in the retail grocery and four firms in the subdivision development 

industries that adopted a dual class capital structure during the sample period. 

The firms adopting a dual class structure varied not only in terms of their 

industry classification, but also in terms of their size. The total assets of the firms in 

the wealth sample in the year they announced their recapitalization ranged from $7.7 

billion for Rockwell International to $5.4 million for Cerberonics. Table 6.1 summarizes 

the distribution of total assets for the firms in the wealth sample at the time each firm 

announced their recapitalization plan. Although the size of the sample firms varies, 60% 

of the firms adopting a dual class capital structure had total assets less than $250 

million at the time of their recapitalization. The net effect of the recapitalizations was 

to increase the assets controlled by dual class firms by $57.4 billion. 

Since the New Stock Exchange's 1984 moratorium on the delisting of firms 

adopting a dual class structure, a larger percentage of the dual class firms are traded 

^^The use of the eastern edition of the Wall Street Journal as an announcement 
source is standard in event studies. One problem with using the eastern edition is the 
fact that one of the other editions of the Journal may have an article discussing the 
recapitalization, but the article does not appear in the eastern edition. It is impossible 
to avoid this problem since the eastern edition is the only one that is indexed. 

53The fact that the majority of firms adopting a dual class capital structure were 
the only firm in their industry to do so, could be interpreted as cursory evidence 
against the need for firm-specific human capital as justification for the recapitalization. 
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on the New York Stock Exchange. Thirty-four of the sample firms currently trade on 

the New York exchange, thirty-six firms trade on the American Stock exchange and the 

remaining forty-four firms trade in the NASDAQ market. 

An analysis of the timing of the dual class recapitalization indicates that the 

majority occurred in 1985 and 1986. Table 6.2 shows that sixty-five of the 

recapitalizations were announced during those two years. The number of 

recapitalizations declined substantially in 1987. The decline may be due in part to the 

Securities and Exchange Commission's proposed rule that would prohibit the listing of 

publicly traded firms that adopt a dual class capital structure on or after May 15, 1987. 

Although the proposed rule change has not been enacted, the uncertainty created by 

the proposal may have restricted the number of dual class recapitalizations. 

The test of the wealth hypothesis requires the calculation of the daily returns on 

each firm in the sample over the comparison and event periods. The daily holding 

period return on each security was calculated using daily closing prices as reported by 

COMPUSERVE.^^ The daily return calculation was not adjusted for cash dividend 

payments, except in the cases in which the stock went ex-dividend during the event 

period. For these firms, the closing price of the stock was adjusted from the ex-

dividend date fonA/ard to account for the price impact associated with the loss of the 

dividend. By aligning the returns on each firm according to event time, the return on 

the portfolio of sample firms was calculated during the comparison and event periods. 

Methodoloqy 

The mean adjusted returns model described by Brown and Warner [6] was used 

to test the wealth hypothesis. Brown and Warner show that the model is robust under 

a wide range of conditions, and is the most parsimonious of the models discussed. 

The mean adjusted returns model compares the sample portfolio mean return 

calculated over the event period with the sample portfolio mean return calculated over 

^^COMPUSERVE is an on-line financial database that provides real time and 
historical data. 
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the comparison period to determine if a significant change has occurred. The 

calculation of portfolio returns requires aligning the sample in event time, with the 

announcement date (tg) defined as the day in which the announcement appeared in 

ĥ® Wall Street Journal or the date of the proxy filing. 

The mean adjusted returns model is defined as: 

^ , t = '^i^t • '^i 

where 

Ai^ is the excess return on security i on day t. 

Ri ^ is the return on security i on day t. 

Ri is the comparison period mean return on security i. 

The test statistic is defined as: 

At / Se(At) 

where Â  is the mean daily excess return on the sample portfolio calculated over the 

event period, and Sĝ Â ) is the estimate of the standard deviation of the return on the 

sample portfolio. 

The comparison period is defined as the one hundred twenty trading days, 

twenty days prior to the announcement date (t_-|4o through t.^i). The twenty days 

prior to the announcement date are excluded from the comparison period in order to 

insure that the comparison period returns are not influenced by the potential early 

release of information. Thus, there are one hundred twenty observations on each firm 

used In the calculation of the comparison period mean return. 

The event period is defined as the three trading days centered on the 

announcement date. A three day event period is utilized in order to insure that the 

recapitalization announcement is included in the event period. It is possible that firms 

may announce their recapitalization plans the day before the official proxy date. Thus 
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the three day event period captures the impact of the announcement in these situations 

without introducing any significant bias into the model. 

A common alternative to defining the event period as the three days centered 

on the announcement is to define it as the day of the announcement and the following 

day. For the announcements appearing in the Wall Street Journal. the publication 

date and the day before are defined as the event period. For the announcements 

made by proxy, the official proxy date and the day following are defined as the event 

period. The problem with the two day event period is it may miss the cases in which 

a firm announces their intention to file a proxy. It is impossible to determine if this is 

a significant problem, but given that 68% of the firm announced their recapitalization 

by proxy using a three day event period seems to be a prudent approach without 

introducing significant bias into the model. 

Given the SEC results using a longer event period, a five day event period 

centered on the announcement date also is tested. In addition, the sample is 

segmented by announcement method, proxy versus Wall Street Journal. to see if there 

is a differential impact attributable to the mode of communication. 

As the management entrenchment hypothesis suggests, a dual class capital 

structure can be used as a anti-takeover device. To account for the firms that may 

have been a takeover candidate at the time of their announced recapitalization, the 

Wall Street Journal index was searched in order to determine if any of the one hundred 

fourteen firms in the sample were takeover targets in the six months prior to their 

recapitalization announcement. Six firms were identified as takeover targets. These six 

firms were the target of a formal bid by an outside investor.̂ ^ The firms are excluded 

from the sample and the remaining one hundred eight firms are used to test the wealth 

hypothesis. Thus, the wealth hypothesis is tested using the full sample of one hundred 

fourteen firms and the sub-sample of one hundred eight firms that were not merger 

^^This definition of the event period was also utilized but it did not yield different 
results relative to the three day event period. 

^^Rumored takeover targets are not considered to be takeover candidates. 
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candidates in the six months prior to their announcement date. In addition, the two 

samples are segregated into proxy and Wall Street Journal sub-samples and the wealth 

hypothesis is tested using these sub-samples. Finally, the returns on the six firms that 

were merger targets are analyzed to determine if these firms provide any information 

regarding the impact of the recapitalization. 

Discussion of Results 

The event period excess returns and t-statistics are summarized in Table 6.3. 

An analysis of the results shows that the wealth impact of the announced 

recapitalization is not statistically significant at the 10% level for the three day event 

window. When the sample is segmented by the announcement method, similar results 

are found. The portfolio return during the three day event period is not statistically 

different from the average return during the comparison period. The negative excess 

returns are predicted by the management entrenchment hypothesis, but because of the 

lack of statistical significance a firm conclusion cannot be drawn. Defining the event 

period as the five trading days surrounding the announcement date also shows that 

the impact of the dual class recapitalization is insignificant.̂ ^ 

The elimination of the six firms that were merger targets at the time of their 

announced recapitalization does not change the results discussed above. The portfolio 

returns during the different event periods are not statistically different from the 

comparison period mean returns. 

To account for the possibility that the market may have been aware of the 

upcoming recapitalization prior to the "official announcement," the return on the portfolio 

in the four days preceding the announcement is examined. The results, summarized 

in Table 6.4, show that for the pooled sample of firms the excess return is not 

significant at the 10% level. 

^^Event periods of seven and nine days centered on the announcement date 
were also analyzed. The excess returns during these longer event periods were not 
statistically significant. 
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As Table 6.4 indicates, the positive excess return for the firms that comprise the 

Wall Street Journal sub-sample is significant at the 10% level. In contrast, the excess 

return on the proxy sub-sample is not significantly different from zero. The contrasting 

results of the two sub-samples are difficult to explain. It may be that the characteristics 

of the firms in the Wall Street Journal sub-sample, such as size or investor clientele, 

differ from proxy sample. 

Evidence from Merqer Tarqets 

Given the ability of a dual class firm to shield itself from the market for corporate 

control, the firms that are merger targets at the time of their announced recapitalization 

are expected to provide the "best evidence" regarding the impact of the recapitalization 

on existing stockholders. If the recapitalization "hurts" existing stockholders, the 

immediate loss of the control premium should be reflected in the price. If the 

recapitalization is in the best interests of the existing stockholders, the price should 

increase even if control of the firm is not expected to change. 

The evidence from the six firms that were merger targets prior to their 

recapitalization announcement is mixed. The mean return during the three and five day 

event periods was not statistically different from the mean return over the one hundred 

twenty day comparison period. The examination of the mean return on the six firms 

during the four days preceding the announcement day indicates that the excess return 

of -3.744% (t-statistic = -1.865) is significant at the 10% level. 

General Conclusions Reqardinq the Wealth Hvpothesis 

In general the results of the test of the wealth hypothesis do not support the 

SEC's proposed rule change. At a 10% significance level, the null hypothesis is only 

rejected in two cases. First, the stockholders' interests hypothesis is supported by the 

positive excess returns on the portfolio of Wall Street Journal firms over the four days 

preceding the announcement. In the second case, the management entrenchment 

hypothesis is supported by the negative excess returns (over the four days preceding 

the announcement) on the sample of firms that were merger targets at the time of the 
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recapitalization announcement. Although the negative returns associated with the firms 

that were merger candidates might be considered the "smoking gun," the small 

sample size and possibility of other information having an impact on the returns during 

the four days preceding the announcement limit the ability to generalize these results. 

Before supporting any restrictions on a firm's ability to adopt a dual class capital 

structure additional work is needed regarding the cases in which a dual class firm is 

involved in an unsolicited bid for control. 

Thus, the Commission's recommendation to limit a firm's ability to adopt a dual 

class capital structure on or after May 15, 1987, is not supported by this study, Partch's 

study or the Commission's own study. The only empirical support for this policy 

recommendation is Jarrell's study of the five firms traded on the New York Stock 

Exchange that adopted a dual class capital structure prior to the NYSE's moratorium 

on the delisting of dual class firms. The nature of the commission's proposal indicates 

that they either chose to ignore the empirical evidence or placed greater emphasis on 

other factors. 
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Table 6.1 Total Assets in Year Recapitalization Announced 

Total Assets (QQO's) Number of Firms'* 

less than $25,000 
$25,000 - $50,000 
$50,000 - $75,000 
$75,000 -$100,000 
$100,000 - $250,000 
$250,000 - $500,000 
$500,000 - $750,000 
$750,000 - $1,000,000 
$1,000,000 - $2,500,000 
$2,500,000 - $5,000,000 
$5,000,000 - $7,500,000 
greater than $7,500,000 

Mean of total assets 
Standard deviation 

12 
10 
10 
9 

27 
16 
6 
7 

10 
2 
1 
1 

$ 517,134,505 
$ 1,046,396,463 

"•There are only one hundred eleven firms represented in Table VI. 1. The total 
assets of the other three firms were not found in the Compustat database, Standard 
and Poor's Corporate Records or Moodv's Manuals. 
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Table 6.2 Timing of Dual Class Recapitalization 

Year 

1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 

Number of firms 

2 
5 
1 
4 

13 
13 
24 
41 
11 
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Table 6.3 Average Daily Excess Return: Three and Five Day Event Periods 

Full Sample: 

Pooled sample (n=114) 

Wall Street Journal (n=36) 

Proxy Statement (n=78) 

Non-merqer Sample: 

Pooled sample (n = 108) 

Wall Street Journal (n=33) 

Proxy Statement (n=75) 

t-statistics in parenthesis 

Event Period 

3 Dav 

-0.404% 
(-0.945) 

-1.027% 
(-1.349) 

-0.116% 
(-0.241) 

-0.482% 
(-1.104) 

-1.189% 
(-1.459) 

-0.173 
(-0.348) 

5 Dav 

0.159% 
(0.288) 

-0.144% 
(-0.147) 

0.299% 
(0.479) 

0.156% 
(.276) 

0.041% 
(0.0387) 

0.205 
(0.320) 
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Table 6.4 Average Daily Excess Return: Four Days Preceding Announcement 

Full Sample: 

Event Period 

Four Davs Precedinq Announcement 

Pooled sample (n=114) 

Wall Street Journal (n=36) 

Proxy Statement (n=78) 

Non-merqer Sample: 

Pooled sample (n=108) 

Wall Street Journal (n=33) 

Proxy Statement (n=75) 

0.562% 
(1.137) 

1.482% 
(1.687) 

0.136% 
(0.245) 

0.802% 
(1.588) 

1.987% 
(2.111) 

0.279% 
(0.487) 

t-statistics in parenthesis 
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CHAPTER 7 

CONCLUSION 

The central questions in the one share, one vote debate deal with corporate 

governance issues and investor confidence in the equity markets. The key policy 

concern is the possibility that the adoption of a dual class capital structure can lead 

to management entrenchment. If the use of a dual class capital structure effectively 

eliminates the market for control as a constraint on management behavior, investors' 

confidence in the equity markets may diminish. Since investor confidence is the 

cornerstone of well functioning financial markets, the one share, one vote issue has 

been the focus of intense scrutiny by investors, regulators, academics and other market 

participants. 

This study has attempted to add to the existing body of knowledge concerning 

the use of a dual class capital structure. Two of the hypotheses, the value of voting 

and wealth, represent an attempt to determine if voting is valued in the marketplace. 

The agency cost hypotheses represents an attempt to explain the observed price 

differential between the superior and inferior classes of stock issued by a dual class 

firm. The results of the three tests are summarized in the following section. A 

discussion of the limitations of the study and suggestions for future research is 

provided. 

Summarv of Results 

The adoption of dual class capital structure changes the voting process within 

a firm. Depending on the method of recapitalization, there may or may not be a rapid, 

pronounced shift in the relative voting power of the firm's claimants. The implications 

of the change in voting structure were addressed in the test of the value of voting and 

wealth hypotheses. 
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Value of Votinq and Wealth Hvpotheses 

The test of the value of voting hypothesis attempted to measure the market's 

valuation of voting rights in two ways. The analysis of the relative pricing of the inferior 

and superior classes of stock indicated that the superior class of stock did command 

a significant price premium in the market. This supports the conclusion that within a 

firm the relative voting rights of the various claimants are important. The result 

suggests that the distribution of cash flows can be altered in some way by the class 

with effective control of the firm. A question that remains to be answered is how the 

distribution of cash flows can be altered by the superior class of stockholders. 

The analysis of the relative valuation of the stock issued by single class firms 

and the inferior class of stock issued by dual class firms indicated that there was not 

a significant difference in valuation due to different voting rights. Since market prices 

reflect the value the marginal investor places on a given commodity, the lack of a 

significant difference indicates that the marginal investor in a single class firm does not 

view his or her voting position any differently than the marginal investor in the inferior 

shares of a dual class firm. This may suggest that the current voting process of single 

class firms is not an effective tool in enforcing the wealth maximization behavior of 

management. 

The analysis of the relative valuation of the stock issued by single class firms 

and the superior class of stock issued by dual class firms indicated that there was not 

a significant difference in valuation attributable to the superior voting rights. Thus it 

appears that the marginal investors in the superior class of stock and the single class 

firms consider their effective voting rights essentially equivalent. 

The lack of significance does not necessarily support the conclusion that voting 

is not important in corporate govemance. Before that conclusion is reached, other 

voting methods must be studied to determine if they provide investors with an effective 

voice in corporate governance. 

One of the implications of the evidence that the relative valuation of the single 

and dual class firms did not differ due to their voting position is that management 

entrenchment may be no more likely in dual class firms relative to single class firms. 
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This does not suggest that management entrenchment is unlikely with either capital 

structure, but might reflect the possibility that management entrenchment in single class 

firm is attainable at relatively low levels of insider ownership. If this is the case, the 

Securities and Exchange Commission's limitation on the use of a dual class capital 

structure may not provide investors with protection from management entrenchment. 

The test of the wealth hypothesis represents an attempt to determine whether 

a change in a firm's voting structure and distribution of voting power has an impact on 

the wealth of existing stockholders. If voting is an important mechanism in constraining 

management's behavior, then any change in a firm's govemance structure that 

diminishes stockholders' voting power is expected to be reflected in the price of the 

firm's stock. Using the mean adjusted return model and several definitions of the event 

period that encompass the announcement date,^3 ^̂ e tests indicated that the 

announced recapitalization did not have a significant impact on the wealth of existing 

stockholders. The null hypothesis is rejected in two cases in which the event period 

is defined as the four trading days preceding the announcement. In the first case, the 

positive return associated with the Wall Street Journal sub-sample supports the 

stockholders' interests hypothesis. In the second situation, the negative return 

associated with the six firms that were merger targets during the six months prior to 

their recapitalization announcement supports the management entrenchment 

hypothesis. Although there is conflicting evidence, the inability to reject the null 

hypothesis for any event period that includes the actual announcement date leads to 

the conclusion that on an aggregated basis a dual class recapitalization does not lead 

to a significant increase or decrease in the wealth of existing stockholders. The 

evidence from the firms that were merger targets indicates that on a micro-level the 

recapitalizations can have an impact on the shareholder wealth. The policy implication 

of these findings is that although the recapitalization can have an adverse impact on 

stockholders in specific situations the ability to adopt a dual class capital structure 

should not be eliminated. Instead the regulators should look at ways to improve the 

^^Event periods of two, three, five, seven, and nine days were analyzed. 
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corporate voting process in order to insure that stockholders can defeat any 

recapitalization that is not consistent with value maximization^^ 

Agencv Cost Hvpothesis 

As discussed in the previous section, the superior class of stock traded at 

significant premium to the inferior class. The test of the agency cost hypothesis 

represents an attempt to explain the price premium. The agency cost hypothesis 

posits that the incentive for perk consumption that results from the difference between 

management's effective voting power and its cash flow claim is the source of the price 

premium. The results of the test do not support that contention. There is no evidence 

that the price premium is related to the incentive for perk consumption. Although the 

results are disappointing, in retrospect the results may not be surprising. Since the 

outside owners of the superior class of stock are in a position similar to the inferior 

class of stockholders, the price of the superior shares also will reflect management's 

incentive for perk consumption if the marginal buyer of the superior shares is an 

outside investor. 

Limitations and Future Research Opportunities 

As with any study there are limitations that must be recognized. In addition, the 

research process also uncovers new avenues of opportunity. The limitations associated 

with each of the hypotheses tested are discussed as are the future research 

opportunities. 

Value of Votinq and Wealth Hvpotheses 

The discontinuous nature of market prices may have an impact on the test of 

the relationship between the prices of the superior and inferior classes of stock. Since 

transactions take place in price increments of eighths or sixteenths, the observed 

^^his policy recommendation assumes that in an efficient market the long-
run implications of a recapitalization are reflected in the current prices. 
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market price may overstate or understate the value of one or both of the classes of 

stock. Since there is no reason to believe that the market prices consistently overstate 

or understate the value of either class of stock, this impact of this aspect of market 

prices on the test is indeterminate. 

With regard to the wealth hypothesis, one possible problem is with the 

identification of the exact announcement date. Although the method used to identify 

the announcement date conforms with the accepted practice, there is a chance that the 

information was released in a different manner. For example, a firm's recapitalization 

announcement might be reported on the Dow Jones News Wire but not in the Wall 

Street Journal. In this case, the proxy filing date would most likely be considered the 

official announcement date. Also, the regional editions of the Wall Street Journal may 

report a recapitalization that is not reported in the Eastern edition or reported at a later 

date. Although it is not clear how this problem can be avoided, it should be 

recognized that it is a potential problem. 

Although there was no significant wealth effect attributable to the dual class 

recapitalization, the information generated for the test might be useful for additional 

research. A micro-analysis of the response of each firm in the sample and an 

identification of what factors explain that response is one area of future interest. It also 

may be possible to determine if the price response of a firm to an announced 

recapitalization provides a forecast of future performance. 

Aqencv Cost Hvpothesis 

The test of the agency cost hypothesis suffers from two important limitations. 

First, the nature of the relationship between an investor's vote ownership and effective 

voting power is not well defined in the literature. The important question is at what 

level of vote ownership does an investor achieve effective control of the firm. One 

variable that will have an impact on the answer is the dispersion of stock among 

investors. This study, by defining different CONTROL levels and applying those 

CONTROL levels to all firms, did not attempt to determine the level of ownership at 

which effective control is achieved. Without a clear-cut definition of the level of vote 
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ownership needed to exert control, the specification of the PERK variable may not be 

correct. Thus the insignificant results may be due to the specification of the PERK 

variable. 

Second, the insider ownership data that are available are not without problems. 

The Forms 3 and 4 filed with the Securities and Exchange Commission are the sources 

of insider ownership information. All officers and directors and 10% beneficial owners 

are required to report the number of shares they own. Unfortunately, two or more 

individuals may have a beneficial claim on the same shares. Since these individuals 

are required to report those shares there is the possibility of overstating insiders' 

ownership of the firm's stock. In the cases where it was apparent that two individuals 

were reporting ownership of the same shares an adjustment was made to prevent the 

double counting, but there is the possibility that the ownership for some firms is 

overstated. Since the Securities and Exchange Commission's forms sen/e as the 

source document for all insider ownership databases this problem is difficult if not 

impossible to avoid. In addition to the potential for double counting, the accuracy and 

timeliness of reports has been questioned. 

The inability to explain the observed price differential as a function of 

management's incentive for perk consumption indicates that a new approach is needed 

if the price differential is to be explained. One possible path is to look at alternative 

ways to measure the agency relationship that is created by the dual class capital 

structure. An area that may prove beneficial is to incorporate the role a family "name" 

and therefore its reputation has on the incentive for perk consumption. A second 

approach is to attempt to determine if the possibility of the superior class of stock 

receiving the more than a pro-rata share of a control premium explains the price 

differential. This would require an in-depth study of the incorporation laws and 

corporate charters governing each firm. In addition, observing the relative pricing of 

the two classes of stock after a bid for control would provide insight into the agency 

relationship between the two classes of claimants. 
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Concludinq Remarks 

Given the nature of the Securities and Exchange Commission's regulatory 

response to the dual class capital structure issue, an area of research that might prove 

useful is an analysis of the characteristics of the initial public offering of dual class 

firms. Do the characteristics of an offering of limited voting stock, such as the number 

of shares offered by existing stockholders, differ from the characteristics of an initial 

public offering of a single class firms? Related to this question, is the valuation 

process associated with the primary offering of limited voting stock. Do undenA/riters 

have two different estimates for the offering price depending on the class of stock 

being offered? An investigation into this question will provide insight into Jensen and 

Meckling's contention that the owner-manager bears the agency costs of outside equity 

when the stock is offered to outside investors. 

In the introduction of this study it was mentioned that the Securities and 

Exchange Commission was in the process of studying the one share, one vote issue 

and had submitted for comment a proposed rule. After sorting through the numerous 

opinions expressed on this issue, the Commission adopted Rule 19c-4 under the 

Securities Exchange Act of 1934. The appendix that follows outlines the general 

features of the Rule. 
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APPENDIX 

SECURITIES AND EXCHANGE COMMISSION 

ENACTMENT OF RULE 190-4^0 

As pointed out in the introduction, the New York Stock Exchange's decision to 

allow the listing of dual class firms required the approval of the Securities and 

Exchange Commission. In response to the NYSE's request to change its listing 

standards, the SEC amended the rules of the national securities exchanges and 

associations regarding listing requirements with the enactment of Rule 19c-4.^'' The 

important aspects of the rule, the rationale behind its enactment and the expected 

impact of the Rule on the use of a dual class capital structure are discussed in this 

appendix. 

General Provisions of Rule 19c-4 

Rule 19C-4 prohibits the national securities exchanges from "listing or continuing 

to list the common stock or other equity securities of a domestic issuer if the issuer 

issues securities, or takes other corporate action, with the effect of nullifying, restricting, 

or disparately reducing the per share voting rights of any common stock of such issuer 

registered under Section 12 of the Act (emphasis added). The Rule also prohibits the 

national securities associations "from authorizing, or continuing to authorize, for 

quotation and/or transaction reporting on an automated inter-dealer quotation system 

the common stock or other equity securities of a domestic issuer" registered under 

Section 12 of the Act if the firm undertakes any action consistent with the outcomes 

^^his appendix is based on the SEC publication [54] that outlines the 
regulatory process undertaken by the Commission, the comments by outside parties 
concerning the one share, one vote standard, the rationale behind the Rule, and the 
Rule itself. 

^"•The effective date of the Rule is July 7, 1988. The change in the effective 
date represents the only significant change from the SEC's initial proposal [53]. 
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hsted above. The rule, if read carefully. does not prevent the listing of firms that 

adopt a dual class capital structure after July 7, 1988. Rule 19c-4 only places 

limitations on the way in which a firm can adopt a dual class capital structure. Any 

method of recapitalization that results in a decrease in the relative voting rights of the 

existing stockholders is prohibited under the Rule. Although the self-regulatory 

agencies must determine the merits of any recapitalization on a case-by-case basis, the 

Commission feels that the enactment of the Rule prohibits the following: 

1 Any recapitalization in which the per share voting rights of a stockholder depend 

on the length of time the stock is owned. 

2. Any recapitalization in which a stockholder's per share voting rights are 

restricted if they own a certain percentage of the firm's stock.^3 

3. Any issuance of super-voting securities regardless of the method of distribution. 

Although a pro-rata distribution of the super-voting stock does not result in a 

change in the distribution of voting rights of the existing stockholders, the typical 

structure of the recapitalization (higher dividend on inferior shares, limited 

transferability of superior shares) does result in a reduction in the per share 

voting rights of the existing stockholders. 

^^Prior to the effective date of the Rule a significant number of firms adopted 
a dual class capital structure that violated the Rule. The firms that adopted or filed a 
proxy statement outlining their intent to recapitalize prior to the effective date of the 
Rule were permitted to maintain their listing under a grandfather provision. 

^^The Rule does not take precedence over any state statute that allows 
disinterested stockholders to vote on whether an investor whose ownership of voting 
stock exceeds a pre-specified limit is allowed to vote those shares. Thus, the firms 
operating under the Indiana statue that was passed in 1986 and upheld by the 
Supreme Court do not violate Rule 19c-4. 
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4. Any recapitalization that is affected through an exchange offer. The SEC points 

out that although it may be in the stockholders collective interest to keep their 

supenor shares, the higher dividend on the inferior shares makes it unlikely that 

outside stockholders will keep enough superior voting shares to prevent 

management from gaining control of the firm. 

The Commission outlines several recapitalization methods that do not result in 

the dilution of existing stockholders voting rights and therefore are permitted under Rule 

19C-4. These recapitalization methods include the following: 

1 Any recapitalization taking place prior to the firm's initial public offering is 

permitted. When the firm's shares are offered publicly. disclosure 

requirements ensure that potential investors are aware of the relative voting 

rights of the class of stock. 

2. For a publicly-traded, single class firm, the Rule allows the public sale of a 

new class of lower voting stock since the relative voting position of the 

existing stockholders is not diminished. 

3. The firm also can adopt a dual class capital structure if the new class of 

stock is to be used in a "bona fide" merger or acquisition. 

The Commission does not prohibit or endorse recapitalizations that are achieved 

through the pro-rata distribution of a new class of lower voting stock. The limitations 

placed on the transferability of the low voting stock after the distribution have an impact 

on whether the recapitalization is permissible under Rule 19c-4.^^ Again, it is the self-

"̂̂ This seems to indicate that the inferior class of stock would have to be 
registered for public trading, or that both classes would have to be freely convertible 
into the other class. 
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regulatory agencies that must determine if a proposed recapitalization meets the 

guidelines of the Rule. 

One issue the Commission did not address is whether a firm can offer a 

preferential cash dividend on the inferior class of stock. Any preferential dividend may 

allow management to gain voting control by encouraging investors to "convert" their 

superior shares into the higher dividend inferior shares. 

Although not specifically addressed in the Commission's report, the Rule 

appears to preclude the use of a class voting structure. Thus, the publicly traded firm's 

adopting a dual class capital structure after July 7, 1988, have to adopt either a 

voting/non-voting or pooled voting structure. Due to protection provided by disclosure 

requirements, a firm adopting a dual class capital structure prior to its initial public 

offering appears to have the option of using a class voting structure. 

Rationale for Rule 19c-4 

As the above discussion highlights, Rule 19c-4 does not prohibit the use of a 

dual class capital structure. In a sense, the Commission's decision to limit the methods 

under which a dual class capital structure can be adopted reflects its position that there 

are both costs and benefits associated with a dual class capital structure. The major 

benefit cited by the Commission was the financing flexibility a dual class capital 

structure provides. Since equity can be issued without any dilution of control, a dual 

class capital structure may encourage capital investment and limit the excessive use 

of leverage. 

The potential cost associated with the use of dual class capital structure is the 

entrenchment of management and the impact it would have on investor confidence in 

the equity markets. The Commission's decision to prohibit disenfranchising 

recapitalizations reflects its concern that the current voting process is not adequate 

protection against such actions. The report states, "although the Commission does not 

believe that shareholders are powerless to defeat an issuer-sponsored proposal to 
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recapitalize, the Commission does believe that, because of the forces cited above.^S 

the shareholder voting process is not fully effective in preventing the adoption of 

disparate voting rights plans that disenfranchise shareholders." Thus, although voting 

is viewed as a mechanism for constraining the actions of management. the 

Commission recognizes the imperfections of the voting process. In light of this 

statement, it is surprising that the Commission has not taken any action to improve the 

voting process. Apparently the Commission views Rule 19c-4 as the most effective way 

to correct the inefficiencies in the voting process. 

It is interesting to note that the empirical evidence regarding the wealth impact 

of the dual class recapitalizations did not have big impact on the Commission's 

decision. They cite only one study that finds a negative wealth impact,^^ and state 

that additional research is needed to fully understand the implications of a dual class 

capital structure. The Commission also states that the methodology utilized-

measuring the immediate change in the price of a security-"is not a complete indicator 

of the negative effects of the disenfranchising actions."^^ In Commissions judgement 

the negative effects may take time to manifest themselves. 

Implications of Rule 19c-4 

Given the Commission's view that the negative aspects of a dual class capital 

structure may take time to surface, it is surprising that they did not prohibit the listing 

of dual class firms regardless of the recapitalization method. By allowing firms to issue 

lower voting stock, Rule 19c-4 essentially only lengthens the time it takes for the 

negative aspects to surface. The ability to adopt a dual class capital structure through 

^^The collective choice and free rider problems. 

^^The updated study undertaken by the staff of the Securities and Exchange 
Commission [52]. 

^^This statement might provide some insight regarding the Commission's 
opinion on the efficiency of the stock market. 
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a pro-rata d.stribution of an inferior dass of stock68 is expected to increase the time 

.t takes for management to obtain a controlling position. After issuing the lower voting 

shares management can continue to use the inferior class of stock as the method for 

raising equity capital, and over time increase its relative voting position by purchasing 

the superior shares.69 m addition, future stock repurchases by the firm, in which 

management does not tender its shares would increase its voting power. 

The apparent result of Rule 19c-4 is that dual class recapitalizations taking place 

after July 7, 1988, will not immediately disenfranchise the existing stockholders. but it 

does not guarantee that outside investors will not be effectively eliminated írom the 

voting process at a future point in time. If this possibility exists, the Rule will only 

succeed in delaying the negative effects associated with a dual class capital structure. 

The fact that the Commission did not completely prohibit the use of a dual class 

capital structure suggests that firms will continue to adopt this type of structure. If this 

proves to be true, the increase in market information will enhance the understanding 

of a dual class capital structure and its impact on corporate governance and investor 

confidence in the equity markets. The additional information also will be useful in the 

refinement of policy related to corporate govemance. 

6®lt appears that a firm's decision to adopt a dual class capital structure and 
issue the inferior shares by way of stock dividend eliminates the need for stockholders 
to vote on the recapitalization. In a sense Rule 19c-4 makes the recapitalization that 
is not disenfranchising as routine as a stock dividend decision. 

° ^ h e Rule appears to prohibit the issuance of stock options or convertible 
rights to purchase the superior class of stock. Thus, a dual class firm can not establish 
a stock option plan after the effective date of the Rule that will enhance management's 
ability to gain voting control. 
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