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I. Introduction

Recent advances in the theory of the firm suggest
an important role for the market for corporate
control. Along with competition in the man-
agerial labor market, various monitoring and
bonding mechanisms, and managerial compensa-
tion schemes, competition for the right to deter-
mine or influence investment and financing deci-
sions can play a role in disciplining a firm's
managers or decision makers. Most notably,
Manne (1965) and Fama (1978} view the market
for corporate control as facilitating the allocation
of corporate assets to their highest valued use.
That is. tender offers, merger bids, and proxy
contests enable outsiders to obtain control and
capture gains from implementing an improved
set of investment and financing decisions. Conse-
quently, the theory of the corporation implies
that the property rights associated with corpo-
rate control are valuable,

Several previous studies have provided direct or
indirect evidence on the value of control. These
include Bradley (1980), Mecker and Joy (19803,
Bradley, Desai, and Kim (1983), Dodd and Warner

* This paper has benefited from helpful comments by
Sanajai Bhagat, Jim Brickley., Mike Hopewell, Steven
Manaster, George Racetle, and especially Mike Jfensen, and
from presentations at UCLA and the University of Utah.
Rick Dark provided valuable computational assistance, A
portion of this work was done while W, Mikkeison was at
Dartmouth College.
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This study extends re-
search that documents
a price difference be-
tween share ¢lasses
that are differentiated
only by voting rights.
Six companies that
have two publicly
traded share classes
are examined. For each
firm, voting control is
concentrated in the
hands of principal
officers and directors.
Price differences be-
tween the share classes
are observed even
though none of the
firms has been the
target of a publicly an-
nounced takeover at-
tempt or experiencad
an important change in
the distribution of own-
ership of voting rights.
Examination of the rel
ative pricing of the
share classes over time
and around important
corporate evenis fails
to uncover the source
of the price differences.
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{1963y, Lease, MoConnell, and Mikkelson (19833 Levy (1983, and
Bhagat and Bricklev ( ‘)‘%4?

Pease, McConnell, and Mikkelson (LMMY studied the share prives
of 30 companies that h zad two classes of ;‘%Egbiscéy Eﬁ“';za?ui commeoen stock
outstanding during the perind 194078 that were differentiated only by
their voting rights. Month-end trade prices Tor the two share clagses
from the same dayv of {rading were used 10 infer the value of differ
entiating voting rights, or rights to control the firm’s activities, For 20
of the 30 firms. the observed month-end pairs of frade prices wers
consistent with a positive price premium for the class of shares with
superior voting rights. The average price premivm placed on the cluss
of shares with superior voting aéwé ts relative to the class with mferior
voling righty was 5.4% For four firms that hud veting preferred stock
cutstanding in addiion to the two aE«mm of common stock, the olass
of common stack with superior voling rights traded svsienu 11 uaié_‘ ia
discount relative 1o the class of common with inferior voling rights
The average discount between the prices of the two common xi 15508 éf&
these latter four flems was 1257 Thus, in 26 of 30 cuses the relative
pricing is consistent with o positive value of control.

This paper extends the analvsis of LMM by examuning six brms that
have outstanding two classes of common stock that are di %%cm nlited
onty by voting rights and are actively traded on o netionul stock ox

change, The particuler voting structure of these six cases represents
crosg-section of the 30 frms carbicr exammed by LMM. The aimzxmn
10 conuentrate on these six companies stems from the belie! that the
determinants of the differential value of voting rights are sulficiently
complex and subtle that a cuse study approach s warranted . Further,
of the 3¢ firms tdentified by LMM as satisfving their selection criterta,

22 firms had retired their inforior voring shares by 1966, The Center for
Research i Sccurity Prices daily returns data %mm a}zzix extends back
to 1962 and signtficant corporate events are difficult to focate before
1960, which gave further impetus for concentrating on these »ix firms,

The abjective of thiy study s 1o provide evidence that can identify o
rube out alternative explarations of the price differeaces. Specifically
this paper addresses the following five questions not examined 1y the
garlier stidy:

I. What is the impact of the ssuance of I%;{: mierior votng stock on
the wealth of the firm’s stockholders?

2. How do the price differences between the two classes of stoek
vary through time”?

3. What i the concentration or distribution of voling power among
stockholders, and does it change through time?

4. Docs the value of control change at the announcement of
significant corporate events, for example. acquisition announce-
menis?
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5. Are the price differences between share classes related to differ-
ential trading volume?

The next section describes the voting rights structures of the six
firms studied and the impact of the issuance of the inferior voting
shares on the firms” existing stockholders. Section 111 presents alterna-
tive hypotheses on the relative pricing of the share classes. Evidence
on the pricing of the shares of the six firms is introduced in Section 1V,
Price ratios for the two classes of shares over time are presented. The
possible sources of the differences between the prices of the two
classes of shares are investigated in Section V. The concentration of
voting power and changes in price ratios around the announcement
of important corporate events are investigated. In addition. estimates of
the relationship between refative trading volume and price differences
are reported. A commentary and concluding remarks are presented in
the sixth section.

II. Description of the Data

A, Rights of the Common Stock Classes

The six firms studied satisty the following two selection criteria: (1) the
firm has two classes of common stock outstanding with identical rights
to the firm’s cash flows, but the classes have different voting rights; {2)
both classes of common stock trade actively on the same exchange !
The first criterion requires that both classes are entitled to the same
dividend payments, capital distributions, and payments in liquidation
but ensures the classes have different voting rights. The second crite-
vion is tended to eliminate price differences due to the trading locale
of the two classes.

The six cases analyzed are American Maize-Products. Brown-
Forman Distillers, Harvey Hubbell, Plymouth Rubber, Presidential
Realty. and Resorts International (formerly Mary Carter Paint). Table
[ presents a summary of the voting structures of the six firms for the
years 1960, 1970, and 1980. The second column gives the vear of is-
suance of the common stock with limited voting rights. Column 3 lists
the classes of common stock and other securities with regular voting
rights that have been outstanding at any time since the initial offering of
limited voting common stock. An asterisk is placed to the left of the
stock issue with superior voting rights. The fourth column presents the
principal voting rights assigned to each class of securities. Columns 5-

1. All six firms studied trade on the American Stock Exchange. Since 1957, the New
York Stock Exchange has prohibited listing the common stock of a company that has
outstanding two classes of shares with differential voting rights.
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7 present the number of shares outstanding in 1960, 1970, and 1980,
The final three columns give the percentage of the firms’ total votes
controlled by each class of security for the same vears,

The six firms represent a diversity of voting structures. For Ameri-
can Maize-Products and Presidential Realty, the voting rights of the
two common stock classes are distinguished only by the slates of direc-
tors each class is entitled to elect. The voting rights structures of
Brown-Forman Distillers and Plymouth Rubber are relatively simple.
For both firms the Class A shares hold all of the voting rights. For
Harvey Hubbell and Resorts International, the classes of voting securi-
ties have different numbers of votes per share, but all classes vote
jointly on all matters, including the election of members of the board of
directors.

The voting rights structures of American Maize-Products and Har-
vey Hubbell are unique in that they include voting preferred stock. For
both firms, the two classes of commeon stock vote with preferred, but in
neither case does the voting power of the preferred stock dominate the
voting power of either class of common stock.

A description of the rights of the two classes of common stock was
obtained from the company’s articles of incorporation, a prospectus,
or proxy statements. According to these documents, for all six firms
the rights to dividends and other capital distributions are the same for
the two classes of common stock. Since the date of issuance of the
limited voting stock, dividend payments to the two classes have been
identical for all of the firms and any stock dividends have been propor-
tionately the same for both classes.

B. Issuance of Limited Voting Shares

For each company, the limited voting shares were first issued some-
time between December 1959 and June 1969. All of the firms except
Resorts International issued limited voting shares to existing share-
holders on a pro rata basis. Except in this case, all stockholders held
the same ratio of superior voting shares to inferior voting shares,
Therefore, the offering of limited voting shares did not immediately
affect the concentration of voting power.”

A posstble reason for the creation of nonvoting or limited voting
common stock is to enable the firm to issue common stock publicly in
the future without a significant impact on the distribution of ownership

2. For Brown-Forman Distillers. Harvey Hubbell, and Plymouth Rubber, the Wall
Street Journal reported the firm’s announcement of plans to issue limited voting common
stock, The report described the terms of the offer, but did not disclose any motivation of
the distribution.

3. Easterbrook and Fischel {1983) provide a comprehensive analysis of the legal envi-
ronment of corperate voting rights. They argue that voting rights are structured to reduce
AgERCY COSLS,
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of the firm’s voting rights.” Moreover, if the creation of Himited voting
oF nonvoling sharey brings nbout o grester conceniration ol voting
power than would exist otherwise, ap additonal effect may be o rase
the costs of acguiriag control of the firm. Costs of ;mqué ring comlrol
may ncrease because v smaller number of sharcholders that hold éwmw
inant voting control can act more effectively as a collusive group |
response 1o an outside {pkeover atlempt. Cronting @ cluss of sharey
with no or imited vering rights and leaving voting control closely held
by a few stockholders can raise the price. or premium. that the control-
fing stockholders recetve from an cutsider seeking (0 acquire control of
the firm.

The ssuance of nonvoling or imited voting shares and an moreass 1
the expected presmiums associated with an oulside bid for contirol %;sx
ambiguous implications for the wealth of securitvholders. Higher oifer
premiums necessary 10 gain conirol imply Ez;g,hu payvolfs 1o the helders
of securities with volng rights o the event of o takeover, Un the other
hand. greater conceniration of voling power may reduce te Hielthood
of & successful value-increasing takeover, which has negative implics
tions for the holders of voting nights. Furthermore, o reduction i the
fikelihood of o takeover may alice manugerial incentives. I the s
suance of mited voling shares causes the market for corporate control
to work less effectively as a disciplining mechanism. managers may
doviate further from the set of mvestment and fmancing decisions thal
maximize the value a}E“ the firm. These effects of a change i managerial
incentives imply a reduction m f%a: weuaith of stockholders who do not
directly control the firm's aaﬁéwtz

Alchian and Demnsetz (1972} %azggmi anothor reason that the ssuanee
of nonvoting shures may E?ii‘%%ii?%? securityholders, {n partivelur, the iv
suance of nonvoting shares may Jdeter keovers that Jdo not morease
wealth, and nonvoting shares may reduce managers” allocation of the
firm's reseurces toward efforis o thwart outside akeover atiompts
that are not i securityvholders” interests,

The preceding argumants mmply that the sseance of hmited voling
shares to reduce the hikelihood of 1 chango in contro! may or may nel
be in the interests of stockholders, To shed some hight on this question.
the monthly returns for an equally weighted portfolio of the swmple
firms for the pc;‘iqd from 24 months before through 6 months after
issuance of the inferior voting stock were examined. Borh unadjusted
and market-adiusted returns wore caloulated. The month of tssuang
was designated as month O

The results (nut reported hered indiwnte thal the Bmited or nonvoting
shares were issued after generally positive common stock returns for

i The folowing « uiww of the effects of teanng banted voding <hares has benetied
from DeAngeto and Kuoe s (P90 theory of sntiitkeever charter smendments
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the issuing firms and for the market. Over the 24-month period preced-
ing the month of issuance. the cumulative average unadjusted common
stock return is 57.52% and the cumulative average difference bhetween
the common stock returns and market returns is 35.57%. The positive
preissuance returns suggest that firms issued limited voting stock after
experiencing positive common stock performance or that the an-
nouncement of the issuance of limited voting stock conveyed good
news about the firm. But because most of the preissuance positive
average monthly adjusted returns are observed from month -24
through month - 12, the decision to issue limited voting shares appears
to follow positive common stock returns rather than cause an increase
in the value of common stock.

A different pattern of average common stock returns emerges fol-
lowing the issuance of the limited voting shares. From the month of
issuance (month 0) through 6 months after issuance, generally negative
unadjusted and adjusted average returns are observed. The average
cumulative unadjusted return is — 18.57% over months 0 through +6.
Over the same period, the average cumulative adjusted return is
—15.37%. The average adjusted common stock return is negative in 6
of these 7 months,

The common stock returns during and following the month of is-
suance imply that unfavorable information becomes available follow-
ing the issuance of limited voting stock. However, it is unlikely that the
unfavorable information is the issuance of the limited voting shares. In
the cases where a specific announcement date is identified, the an-
nouncement month precedes the issuwance month and the returns are
positive in that month. Thus, these results do not resolve whether the
issuance of limited voting shares helps or harms the firm’s stockhold-
ers.

III. Alternative Hypotheses on the Pricing of the Share Classes

This section presents hypotheses about the market value of control.
that is, the relative pricing of two classes of shares differentiated only
by voting rights. These are hypotheses about trade prices that reflect
investors’ marginal valuation of superior versus inferior voting shares.

A. Zero Value of Control

The null hypothesis is that the market value of control is zero and the
two share classes are priced the same. An argument in support of the
null hypothesis is that most trades of common stock involve investors
with no direct control over the firm’s activities. Investors who hold a
small portion of the firm’s voting shares have little or no ability to
allocate the firm’s resources in a way that directly or indirectly benefits
them differently from the holders of nonvoting shares. Therefore, ra-
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té{m;zé imvestors with no opportunity to capture ncrementad benefits

rom holding veoting righty should vadue the two classes identically.
Ems; obsgrvation follows from the fundimental principle that perfed
substitntes are priced the same.

. Positive Valie of Cosirol

An alternative %‘awa}éﬁzmix ¥ that the market value of control bs poss
sive, An officiont capital marke! prices porlect substiutes the same;
therefore, a svstematic price difference between the two shure classes
implies one class of sharehobders s expected 10 receive meremental
cash or noncash benefits divectly or indirecty. gven though the aru
cles of neorperation imply Both clisses have ideatical oluimy 1o the
firm's assels and payvouts, H the aull hypothesis is rejectod. the inter
esting aueston i why control s valuable

One plausible cx;"}ézm;iim;& For a positive value of control o that ihe
hol¢ En;\ of voting rights, or a subset of investors hokling voting @giaau
may be able to allocate the fien s resourees 1o their own benefit. T
appear 10 be g varieiy of ways controlling stockholders can reveive
incremental henefity even though buth classes of stockholders hold
wentieal exphiclt cladmy 1o the fems cash Hows and assers, Tor exe
ample, o fivm may purchase mputs Em;z pior sefl outputs o) another rm
owned by controlling stockholders o méw tor above competitiy
prices. The controliing stockhu E% s pogeive incremental benefits from
the subsidization of another firm m&;wé “hy these stockholders. Bug
for these difforential benefits 1o %c eflected in the relative share prices
of the two classes, there mu i%a aonember of investors trading shayes
with voting rights who polentially cun capture the incremental benefits

A second *xp?;m;z"w for a gsm tive market valus of control is the
possibility of offers by outsiders to acguire control. A difference be-
ween the market value of the *ms share classes can veflect the ox-
pected premivm another firm or group of mvestors may offer (o acguire
control over the firm’s uvesiment ¢ m% financing decisiona A budder fo
control payvs @ promium éw the sharcs with s{?ﬁiﬂg rights. that is, a prve
greater than the postacguisition value of the target shares. only be
cauve holding control of the target firm b expected Lo provide the bid-
der with inerementat cash flows ar benefits not received by the targe
firm s nonvoiing sharcholders.” Thus, both cxplanations of the alterna-
tive hvpothesis that comtrol iy voluable rely on eape crod eifizrential
henetite for the holder of controd or o potential soguirer of control,

HIY

LoD Angets and DedAngelo TIOR3 dovumont four cases whare vontred of o frm wib
v share classes was acguired and the shoarebobdors with suporor voting rights receivid
wosubstantind prosiom relative o the sharchobders with inferior voimg rghis,
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C. Negative Value of Control

A final hypothesis is that the market value of control is negative. If
there exists the potential of legal claims brought by nonvoting share-
holders against the class of controlling shareholders, the voting shares
may be priced lower than nonvoting shares. Such legal claims may
arise if the controlling shareholders have benefited from a violation of
the articles of incorporation requiring equal payoffs to both classes of
shares. If expected future incremental positive payoffs to controlling or
voting stockholders are sufficiently small, potential legal claims on
behalf of nonvoting shareholders due to incremental benefits already
received by voting shareholders may imply a negative value of control.
That is. the value of expected payoffs to nonvoting shareholders due to
their legal claims may exceed the value of expected future positive
incremental (legal or illegal) payoffs to the holders of control.®

Thus, there exist plausible arguments that the market value of con-
trol can be zero, positive, or negative. However, these hypotheses are
not mutually exclusive. Trading prices may reflect the net effect of
both positive and negative components of the value of control.

IV. Evidence on the Pricing of the Share Classes

The trading prices observed in this study probably do not reflect trans-
actions with important direct effects on the distribution or concentra-
tion of voting power, as we document below, Therefore, pricing differ-
ences between the common stock classes that represent the value of
differential voting rights may reflect the possibility that accumulated
transactions over time alter voting power significantly or that a
takeover attempt materalizes at a future date. At the same time. it
should be noted that evidence of no systematic price differences be-
tween the two classes of stock does not imply that the value of control
is zero. That finding may simply reflect that the probability of wresting
control from a dominant majority is close to zero.

For each calendar year, table 2 summarizes the relative pricing of the
two classes of shares. The first row of data for each firm presents the
annual average ratio of the month-end price of the stock with superior
voting rights to the price of the stock with inferior voting rights. The
two prices are closing prices for the same day of trading. The second
row contains the sample standard deviation of the monthly price ratios.

6. Arkansas Natural Gas is an interesting example of a firm where the supertor voting
shares sold at a discount relative to the inferior vating shares well before the first public
announcement of legal action initiated by the SEC on behalf of the inferior valing stock-
holders. The issue was resolved in 1953 when the inferior voling shareholders received
an incremental dividend and their stock was retired in exchange for an equal amount of
superior voting shares,
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The third amd fourth rows present the aumber of ratios i each year
zEm are grosgfer than 1O and less than LU, respectively.

right-hand colums presents summary statistics of cach firm'g
price | anm for the entive sample period. In all six cases. the aull
hypothesis that the mean of the natural log of the price ratios equals
sero is rejected at the 1% level” With the exception of American
Maize-Products, the mean price ralio is greater than 1.0, That is. on
average the shares with superior voting rights traded at a premium
refative to the shares with inferior voling vights, The super 'iasz voling
pights shares of American Maize on average traded at a statistically
significant discount relative o the inferior voting rights xémsm The
sign test and Wilconon signed-rank test also were conducted to test the
null hypothesis that the median price ratio is unity, For all six Hrms that
hypothesis also 1s rejected at the 17% level using both of these non-
parametric tests.”

The wai‘-b%w;ﬁz results presented i table 2 reveal some varation
in the relative pricing of share classes. For Ametican Maize-Products
the relative pricing has been consistent through time. The average
price ratic was fess than 1.0 in cach migmiaa veur from 1970 through
1950, In addition. the majority of price ratios in cach vear was [ess than
10, The class of common stock with superior voting vights taded
predominantly al a discount relative to the class with inferior voting
righls

Over the vears 1961 through 1968, Brown-Forman Distillers” Class A
(superior voting rights) traded at an annual average prewiun wﬁ 870 or
greater. For all 96 observations of month-end price ratios. the superior
voting class traded al @ promivm, In contrast, between 1970 and 1980
the average annual price ratio was less than or equal to 1.0 A veurs. A
price ratio less than 1.0 way observed in 71 of 132 months during this

i

7. Merely observing ntraday prive differences s not safficient 1o rejedt the null by
pothesis. Ubserved price differepces to some exiont reflect differences the mtraday
timing of trades. Under the null hypothesis, the intraday price differences solihy repre
sent nonsynchronous trades of secorities that are perfect substitutes. That e, the m%mdi
fog of the price rutio is analogeus 1o un intraday common stock returm. The price in '%
denommator k\ the share value of the limited voling common \im%. and the numerator |
the sum of {11 the share value of the limited voting stock. (23 the per <hare value aé“
incremental vuiis;g pights, and (3« random evror with mean cero that reflects price
differences due to nonsynchronous trade prices. The null lypothesis. therefore. s tha
!Eu incremental share value associated with control squals sero.

The same three {ests were conducied with the time serics of month-ond price
eéiiﬁaz poes. Specifically, o #est of the hypothesis that the mean price difference be-
tween the two share classes equal coro was underiaken Tor sach firm and the sign and
Wilcoxon ranked- sign tests were conducted with the difforencey in prices. The resully
were indistinguishable from those in table 3 I several cases the fog of the prive ratios
amd the price differences were serially correluted. To correct for this oblem the carreln
Hon coefficient wus estimated with the Cochran-Orenll derative procedure. The statist-
cud 1ostn wore corrected for serial correlation according o the method doveloped by
Kadivala (19681 Alse see Thell (1971 chap. 63
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period. It appears, therefore, that in 1969 the relative valuation of the
two share classes underwent a permanent adjustment. The market
value of control fell. Examination of financial statements, the Wall
Street Journal Index, and 10K reports around 1969 uncovered no firm-
specific events that explain the change in the relative valuation of
Brown-Forman Distillers” A and B shares.

A similar time-series pattern of monthly price ratios is observed for
Harvey Hubbell. Over the years 1960 through 1969, 10 annual average
price ratios and 85 of 116 month-end ratios were greater than [.0.
However, from 1970 through 1980 every average annual price ratio was
lower than any of the average annual price ratios observed during the
prior 10 years. After 1969, only four of 11 average annual ratios were
greater than 1.0. In addition, 68 of 132 month-end price ratios between
1970 and 1980 were less than 1.0. Like Brown-Forman, the relative
valuation of Harvey Hubbell's A and B shares underwent u permanent
change toward the end of the 1960s. The price ratios of Harvey Hubbell
declined and became less than 1.0 for most of the 1970s.

Examination of financial statements and the Wall Street Journal In-
dex around 1969 and 1970 uncovered two potentially important corpo-
rate events. In February 1969, Hubbell acquired Kerite, Inc.. and in
August 1970, Hubbell agreed to terms to acquire Pyle-National, Inc.
Kerite was acquired with a new issue of voting preferred stock and the
acquisition of Pyle-National was terminated by a forced divestiture in
1972. The time series of price ratios around the months of the acquisi-
tion announcement do not reveal any changes in the price ratios that
can be associated with the acquisitions. No explanation has been found
for the permanent decline in the value of control near the beginning of
the 1970s.,

All of the annual average price ratios of Plymouth Rubber, Presi-
dential Realty, Mary Carter Paint, and Resorts International were
greater than 1.0. Also, in all years the number of month-end price
ratios greater than 1.0 exceeded or equaled the number of price ratios
less than 1.0. The negative voting premiums observed in the 1970s for
American Maize, Brown-Forman, and Harvey Hubbell were not ob-
served for any of the other firms.

For Plymouth Rubber, the average annual ratio never fell below
1.066 in the 1970s and has increased over time. The price ratio of
Presidential Realty’s two share classes has not displayed dramatic
changes. The range of annual average price ratios was from 1.000 to
1.126.

The minimum average annual ratio for Resorts International was
1.203 during the 1970s. However, the average price ratios for Mary
Carter Paint/Resorts International were noticeably lower but still posi-
tive in [968 and 1969. Prior to 1968, the lowest average annuoal ratio
was 1,230,
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Possibly relevant 1o the observed patlern of price ratios was thal in
May 1968, Mary Carter Paint seld its paint division and the name
“Mary Carter Paint.”” The value of the transaction represented approx-
imately 209% of the book value of the firm’s total assets, However. a
decline in the price ratio of the two share classes s observed in June
1967, it ts unclear whether the decline in price ratio by mid-1967 was
related to the disposal of the pamt division, During 1970, the price ratio
returned to its pre-1968 fevel. Examination of the Wall Streer Journal
Index and financial statements did not provide an explanation for the
temporary fower value of control during the latter part of 1967 through
969 This period is near the Hime the value of control decreased perma-
nently for Brown-Forman and Harvey Hubbetl”

V. Investigation of the Sources of the Prive Differences

The evidence on price differences implies variation in the value of
control across firms as well as through time. But the observed vara-
tions do not provide a direct explanation for the price differences be-
tween share classes, Nor does an examination of financial news
sources uncover any outstanding events that explain the apparent
changes in the value of control. This section investigates (he six cases
in more detail and provides evidence that is relevant to possible expla-
nations for the obscerved price differences.

A, Concemration of Share Owaership
An fmportant factor in interpreiing the price differences between the
two classes is the distribution of voting rights among investors. Tror
example. if one individual holds a mujority of the firm’s voting vights
and does not alter his or her holdings. observed trade prices reflect
transactions among individuals with ttle or no prospect of influencing
the firm's activitics. On the other hand, if voting rights are held dis-
persely, trade prices more likely reflect the value a single investor o o
coalition of investors pluces on the differential or incremental benefits
expected to be received after acquisition of sufficient vOLing power.
Tahle 3 summarizes the common siock holdings or principal share-
holders and management for the years 1971, 1974, 1977, and 1980, Data
on share ownership were collected from snnual meeting proxy sate-

4. On average, the price ratfos were greater than 1.0 in the muenths immediaiedy
following the fssuance of the inferior or nonvoting shares. The average ratio for bl six
fiems was 1066 at the end of the issuance monih, 1107 at the end of the sccond month,
arsd 1.097 wt the end of the third month. On average the market vadue of control &
positive ot the time of issnance, 'The one exception to this pattern v American Maize
Products. During the months subsequent 1o Bsuance. American Maize-Producty superior
vating shares sold af a discount 1o the lmited voting shares. However, thix patiern iy
consistent with the sveruge refative pricing of American Maize-Products” wo classcs of
stock for the entire sample period.
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TABLE 3 Summary of the Concentration of Share Ownership of Six Firms with
Classes of Common Stock Differentiated Only by Voting Rights for
1971, 1974, 1977, and 1980

Percentuge of Shares Percentage of Shares
Controlied Directly or Controlied Directly or
Indirectly by Principal Indirectly by Directors
Shareholders*t (%) and Officers* (%)
Superior Inferior Superior Inferior
Voting Yoting Voting Voting
Company Year Class Class Class Class
{n {2) {3) 4) (53 6)
American Maize- 1971 54.5 53.4 57.8 55.8
Products 1974 559 53.4 599 34.9
1977 58.5 44.5 63.4 47.4
1980 52.3 4 53.% 42.0
Brown-Forman 1971 3.7 ke 65.4 b1
Distillers 1974 36.7 ¥ 65.8 1
1977 377 i 52.3% %
1980 31.68 i 63.3 i
Harvey Hubbell 1971 36.8 ‘ 38.9 7
1974 37.2 ! 40.0 8
1977 37.5 ! 9.1 .6
1980 36.8 ! 43.4 .7
Plymowth Rubber 1971 48.6 41.6 4.7 47.4
1974 48.6 55.4 55.4 5.8
1977 48.6 46.3 56.4 36.4
1980 51.3 57.7 57.7 36.6
Presidential Realty 1971 40.8 8.0 51.7 19.6
1974 41.1 5.5 51.3 15.6
1977 40.3 4.8 51.8 15.3
1980 40.1 18 453 9.2
Resorts International 1971 36.3 3.0 42,7 6.5
1974 37.9 38 443 8.2
1977 48,13 43 44,3 9.7
1980 46.1 1.5 47.9 3.8

*Variation in the percentages from vear to vear to some extent reflects changes in the information
disciosed in the firms' SEC filings.

tPrincipal shareholders are individuals or institutional investors whe hold more than 5% of the
superier voting class shares.

#No data on the ownership of Brown-Forman Distillers’ nonvoting shares is reported in the 10K
reports or annual proxy stalements.

§The mformation disclesed in Brown-Forman Distiflers’ 1977 and 1980 (0K and annual meeting
Droxy statements was not as complete as for surrounding years. This appears to explain the lower
perceatages in coi. 5 for the year 1977 and in col, 3 for the year 1980.

"No investor holds more than 3% of Harvey Hubbell's inferior voting shares.

ments, prospectuses, and 10K reports. The companies are listed in
column 1; column 2 indicates the year of the ownership data. Columns
3 and 4 present the percentage of the firm’s superior voting class shares
and inferior voting class shares, respectively, that are owned directly
or indirectly by investors who control more than 5% of the superior
voting class shares. The percentages of shares of each class held di-
rectly or indirectly by principal officers or members of the board of
directors are presented in columns 3 and 6.
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For four of the six firms, officers and directors as a group have
conirolled a majority of the firm's superior voting class shares. In the
other two cases, Harvey Hubbell and Resorts International, directors
and officery as a group control a lurger pereentage of the firm's supertor
voting class shares than any sigle “outside”” mvestor, In nether case
15 there evidence of a small subset of investors who hold enough shares
to rival directors and officers for voting control, Iy al) six cases. only o
fow individuals, often velated, control o dominant block of the firm's
superior voting shares. This evidence i comistent with DoAngelo and
DreAngels’s (19831 observation that. given o chowe betwesn voling and
ponveling shares of the company they manage, managers choose
concentrate their holdings in full voting shares,

The data on share ownership suggest that between 1971 and 1980
there were no important changes in the concentrafion of share owsn-
ership for anv of the six firms. Sipce the tme of ssuance there have
heen no secondary distributions of superior voting class shares, MNone
of the firms has been @ targel of o tender offer or a publicly announced
merger candidate, Nov have any of the Brms been invelved in g proxy
contest

The concentration of votlng power and the absence of takeover ao-
Hvity or active insider trading suggest that observed market prives of
the share classes mg?;m Y aﬂm the murginal valuaton of nvestors
whe do not control the ftz m s investment and financing acuvitivs, Fur
thermore, these mugginal investors have hittle or no prospect of roceiv-
ing incremental payolfs directly from the firm. Therefore, it the ob-
served positive values of control represent cxpected ditferential
payoffs o the marginal investor. the price differences most likely
reflect the prospect of an outside bid to acquire control,

The datan able 3 also are interesting because officers und directors
collectively hold dominant voting control in all six cases, but there s
varialion across lirms in the proportion of the firm’s tota) common
stock held by officers and directors, For Harvey Hubbell, Presidoential
Realty. and Resorts International in 1980, the existence of limited vot-
ing shares enabled officers and directors collectivelv to hold dominant
volng sontrol while owning {aE" roctly or indirectlvi less than 1859 of the
frem's total common stock. The officers and divectors of American
Marve and Plymouth Rubber held more than 4590 of the outstanding
common stock in 1980,

The analvtical framework of Jensen and Meckling (19763 imphes that
the smaller the security ownership olaint of the holder of controf over
mvestmentfinancing decisions. the By ster v the controlling scour
tvhaolder's incontive o allovate i te firim s resources o his or her exelu
sive bencfit, Thus. in terms of their colloctive holdings of commen
s1ock. the pr aumi otficers and divectors of American Maize, Brown-
Forman, and Plymouth Rubber may heve the greatest tnanciad incens
fives 1o oot in (he mterests of the frm’s remmning stockholders.
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To gain insight into this possibility, an estimate of the total market
value of control (C) was computed for the years 1963, 1970. 1975, and
1980 by the expression C = Ng(Ps — P)), where Ny is the number of
superior voting class shares and (Ps — P)) is the average month-end
price difference between the superior and inferior voting class shares
for the last 6 months of the respective years. The total dollar estimates
of the value of control (C) represent the total incremental value of
superior voting class shares above the total value of an equal number
of inferior voting class shares.

The estimated values of control do not suggest a relationship be-
tween the value of control and the proportion of common stock held by
principal officers and directors.'® For example, American Maize and
Plymouth Rubber, two of the three firms with the greatest percentage
of shares held by officers and directors, represent respectively the
firms with the lowest and highest total market values of control mea-
sured relative to firm size.!'

B. Investment and Financing Decisions and the Value of Control

Changes in the value of control may be associated with significant
investment and financing decisions. For example, a suboptimal invest-
ment or financing decision or a decision that conveys bad news about
the firm’s earnings prospects may increase the likelihood that the firm

10. For 1980, the last of the 4 years for which the aggregate value of control was
computed, the dollar amounts are as folows:

Value of Control Value of Control +
Firm (R3] Market Value of Equity
American Maize-Products — 809,000 — .00
Brown-Forman Distillers — 2,613,000 —.008
Harvey Hubbell - 79,000 —.000
Plymouth Rubber 628,000 135
Presidential Realty £4,000 A0
Resorts International 3,729,600 012

1. Another interesting dimension of table 3 is (o compare the director and officer
ownership of both the superior and inferior voting shares. A plausible hypothesis is that
the higher the director/officer ownership of the superior voting shares relative to their
ownership in the inferior voting shares, the greater their incentive to allocate the firm's
resources 1o the superior voting shares. If director/officer ownership were equal in both
classes of stock, there would be no incentive to allocate resources from the inferior to the
superior voting shares. In the cases of American Maize and Plymouth Rubber, where
directors and officers hold a high percentage of both classes, there would be the feast
meentive to realiocate resources. In the cuses of Harvey Hubbell and Resorts Interna-
tional. where ownpership of the inferior voling shares by the directors/officers is small
refative to their ownership in the superior voting shares, there would be the largest
incentive to alfocate resources from inferior to superior voting shares. However, we find
negative and positive market values of control in both cases. American Maize has a
negative market value of control while Plymouth Rubber has a pasitive value of control.
Harvey Hubbell has a negative value of control while Resorts International has a positive
value of control. Therefore, the relative directorfofficer ownership of superior and in-
ferior voting shares does not seem to explain the market value of conirel in these cases.
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will be a takeover target, As a resuli, the value of control Inoreases.
The next section investigates changes in the value of control around
announcements of important imvestment and fnancing decisions.

Corporaie geguisitions. —None of the six firms studied 1 this paper
has beent the target of a publicly aanounced tender offer or mergey
proposal. Thus, direct observation of the relative valuation of the two
clagses of shares Juring the time an outsider seeks to acquire controf is
impossible. However, there have been |7 fender offers, merger pro-
posals, or large block stock purchases where one o‘i‘ the firms examined
i this study sought control of another firm and an announcement date

of the acquisition offer wax identifiable in The Wall Kooy Jowral
These events provide an opporlunity to examine whether the acquise
tion of control of another firm. typicatly a stgnificant investment and
financing decision, is expected to provide the controlling stockholders
of the zia;ai;&li?“ét"i&i fi}"E%} with incremental benefits. |

For each tender offor or merger proposal, month-ond price ratios ure
examined over 2 10-month peried centered around the announcement
date of the offer. Table 4 presents 10 average month-end price ratios
for cach firm’s set of acguisitions (cols. 267 und for the Lotal f»;fampéc of
17 acquisition events (col. 7). For example. column 2 contains the
;smmgﬁa month-cnd price ratios of American Maize-P z“:}duga\; QNSO

ated with irs three acquisttion proposals, beginning with 5 monthy be-
%wm the announcement of the offer, The four pairs of price ratios al the
hottom of table 4 represent before and atter average price ratios {or
time intervals of different leagths centered around the announcement
monih,

The average ratios for the otal sumple of 17 acquisifions (ol
suggest that the relative value of shares with superior veling rights
increases following the announcement of an acquisition offer. The av-
erage price ratios for months 0 through 4 are all equal 10 or greater
than the average price vatios for months — 5 through - [ The average
month-end price ratio for the 3 rnmaziz«: prior 1o the acquisition an-
pouncement is L0235, and i rises to 1052 or the 5 months following the
announcement. The average price miam imply that the announcement
of an sequisition is associated with an ncrease in the value of control
of the acquiring firm.

The paitern of average price ratios for the entire sample, however,

120 Oher researchers suggest that mansgors of controlling stockbolders of an aoqiir-
g Brm may recelve side payments or incremental benofits from an acunisition, Fo
example, Grossman and Hart {19801 arpued Emi a successtul bidding frm must be able to
sdilute’ the olaims of minority sharcholders of @ turget frm in o tender ofter, 1f the sosh
flows of the bidding firm are unaffected by the scguisition of control of the Goget firm,
Didd 19801 found statistically significant neganive stock returns for aoguiring firms at the
anmnmcement of merger offers. This acsom’ch s consistent with the hypothesis thu
manngers or controlling stockholders of the acquiriag fem recoive incremental benetity
fromy aeguinilions.
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appears to he altributable mainly o the subset of aggusiions by
Brown-Forman and Resorts International. The foct that these twe
Hirms had the fargest preannouncement price ralios Suggests ‘i'm whon
the value of control 1 positive. the value of control inpreases with the
announcement of an acguisition, This obsarvation is consistent with
the hyvpothesis that a corporate gcquisition increases the expected m-

cremental benetits 1o the holders of conteol of the poguiring Hrmo pa
ticularly in those cases where control s valued the meat,

Forstings, dividends, invesintesi, angd Jancing diiouboCicHis

This section investigates whether the value of control s uffected by the
announcement of coroporate carnings. dividend, or investment and
fnancing decisions, These announcements wre Chesan éw‘:&; se of thed
polential impact on the vidue of the frm. fn addition, ?Vé;'zz;m '5%?
argues that the value ui voting rights depenids on the value of the firg

Forthe voars 197580, éﬁhgmile § i é% 'stm of control (or price vaiiod
of each firm are mg,muué round 1 ime of potentilly imporian

anpnouncoments by the fivm, %?m: \zimgﬁéc of eveniy includes olf varnings
and dividend anaouncements reported in the Wl Sareid ﬁme':;«ffﬂ In
addition. all published wnnouncements o corporale aogquisitions, kage
block purchuses of another company s stock. and announcements of
capital structure changes were ingluded. A farge majorily of the events
dealt with the anpouncements of cornings o dividends, Fow g
investmentfnancing decisions were announcad by these firms Juring
the period 197588,

For cach announcement, an adjusted common stock return fur the
fimited voling or nonvaling class of shures was computed for the three
trading days centered on the date of publication of an anpouncement t
the Wedl Stroer Journal, The velurn of the value-we %“53%5&5 Eﬁ urtiolia w?
all common slocks meluded in the Conter for Research m Securi
Prices file of daily returns was subtracted from the mmix returns of &Emz
individual fisms. The marketadiusiod returns of the Timited or nonvot-
g class of common stock ary pmuw ia}; changes in the value of the
e, We assume that changes in the value of control do not have an
important effect on the returns ol the commen stock with plerior o o
vating rights.

Pre- and postannouncement uverage price ralios alse were computed
for sach evenl, The average value of the vatio of the datly closing price
of the superior voting class 1o the daily closing price of the inferior
voting class was computed tov trading aég vy -8 through -2 amé for
hi&ié}:@ days + 2 through =5 The change in price yatio pror 1o and
following the 3-day announcement period measures the change 1 the
value of vontrol associnted with the announcemuond

PE0 Fuop she auuineg
sdivted or unadiusted for marke? relerns, are foutsd wl the snaouncemient of aoupisf

THeHIN,

Aromn. vie stabisticaily significont daify commion stock yeturns,
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Two tests were conducted for each firm. The first test involves esti-
mation of the linear relationship between the adjusted stock return on
the 3-day announcement period and the change in price ratios from
before to after the announcement. The null hypothesis is that no rela-
tionship exists. Rejection of the null hypothesis is consistent with
Manne’s argument that a relationship exists between changes in the
value of control and changes in firm value. The second test examines
the mean change in price ratio from before (o after the announcement
date. In addition, the mean changes in price ratio for the subgroup of
events associated with the highest and lowest adjusted returns for the
limited or novoting shares are tested for equality. Rejection of the null
hypothesis that the change in the mean price ratio equals zero or that
the mean changes in price ratio are equal between subgroups is consis-
tent with Manne’s contention.

Table 5 presents the results of both tests for each of the six firms.
Row 1 presents the estimated correlation coefficient between the
changes in price ratio and the 3-day market-adjusted common stock
returns. Only for Resorts International is the nuil hypothesis of no
relationship rejected (at the 5% level); however, the coefficient is nega-
tive for all six firms. Thus, for Resorts International the relationship
between the change in the value of the firm’s common stock with
inferior voting rights and the change in the value of control is consis-
tent with Manne's argument (1964). However, for the second set of
tests, the null hypothesis is not rejected for any of the six firms. Row 2a
presents the average change in price ratio from before to after the
announcement date. Rows 2b and 2c¢ give the average change in price
ratio for the third of the events with the highest and lowest announce-
ment period adjusted returns, respectively. Row 3 illustrates the z-
value for the test of equality between the mean price ratio changes
reported in rows 2b and 2¢. In no case is the p-value of the r-test less
than .150 although the sign is negative in all cases.

The results reported in table 5 document evidence of a significant
relationship between changes in the value of control and changes in the
“investment value’” of common stock enly for Resorts International,
The evidence (weakly) suggests that the value of control for Resorts
International is sensitive to changes in the firm's value. No evidence of
such a relationship is found for the other five firms.

C. Pricing and Truding Volume

In addition to differential voting rights, a possible determinant of the
relative pricing of the two share classes is the differences in liquidity or
trading activity between the classes. If two classes of common stock
with identical expected payoffs are priced to provide equal expected
returns net of all transaction costs, ceteris paribus the class of stock
with higher transaction costs is priced lower. Thus, the class with
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lower trading volume, typically the superior voting class, may be asso-
ciated with higher transactions costs that are reflected in relative share
prices.

Numerous time-series regression models were estimated in an at-
tempt 1o explore the relationship between differential share prices and
trading volume differences. An example is as follows:

Py — Py = ay + alIn(VyVy), + ar (Vg + e,

The dependent variable is the month-end price difference between the
price of the superior voting class (Ps) and the price of the inferior
voting class (P;). The independent variables are (1) the natural log of
the ratio of monthiy trading volume of the two share classes. In(V/V)),
and (2) the monthly trading volume of the superior voting class, V. '
Estimation of the model provides a test of whether the price differ-
ences reflect, in part, differences between transaction costs as mea-
sured by trading volume. (See, e.g., Demsetz 1968: Tinic 1972.)

The natural log of the ratio of monthly trading volumes measures the
relative trading activity of the two classes. If transaction costs are
correlated inversely with trading volume, a decrease in the volume
ratio implies an increase in trading costs associated with the superior
voting class relative to the inferior voting class. Thus, {ransactions
costs associated with trading activity imply a positive relationship (a,
> 0) between the price difference (Ps — P,) and relative trading
volume, In(V/V,).

The level of trading activity of the superior votmg class is measured
by monthly trading volume. If the relative trading costs also depend on
the level of trading activity, the relationship between the price differ-
ences (Ps — P;) and level of trading volume (V) is nonzero (a> 2 ().
For example, if trading costs decrease with the level of trading activity,
an increase in Vg implies an increase in (Ps — P, that is, a, > Q.

No systematic effects were uncovered, and the results do not merit a
detailed presentation here. Weak evidence consistent with a trading
cost effect on the relative pricing of share classes was found for Brown-
Forman Distillers and Harvey Hubbell. For both firms there is a posi-
tive and statistically significant relationship (¢, > 0) between month-
end price differences and relative monthly trading volume. However,
for both firms an increase in the level of trading volume reduces the
price difference, that is, 4> < 0. Controlling for the effect of relative
trading volume, higher trading volume for the superior voting shares

t4. Other time-series regression models also were estimated. Other independent vari-
ables included In{Vs), In(Vs/Ns). where Ns is the number of superier voting shares
outstanding, and dummy variables for allernate time periods in the sample period. Price
ratios, P¢/P;. also were run as the dependent variable. The results of all of these regres-
sions failed o uncover any systematic and stable relationship between price differences
or ratios and volume.
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reduces the price difference, which suggests that transuction costs for
the superior voting class increase refative to the inlerior voung class.
T'he relationship between the price a%ii“ﬁm*‘fzcm and refative truding
volume I negative 1@y =0 U ard significant at the 05 level lor ?s”m?
dential Realty and Resorts Intormalional, § he estimates of ¢, for Amer
can Maize-Products, Plymouth Rubher zaaé Mary Carter Pant are not
statistically significant, Overall, th &,wm a0 eonsisient relationships
between the price differences and volume mueasures aie found.

Vi, Commentary and Conclusions

This paper studies the market value of control, as represenled by dit-
ferential voting rights, for six comparios which currenty have two

chivses of common slovk i
maior stock exchange and differ onlv in their voling rights, The w%w

of control s estimated from closing prices of the two clagses from th

&

gairstanding that are ts"‘é“»‘a:i‘f “‘%&%Cd QF

same day of trading
For all six cases. the total sample period average price difference s
statistically significant. The wverage value of control for the entire
sample period is negative for one firm, American Maize-Products. Im-
portant changes over tme in the relative m ng of the share classes
alse are observed for four frms, However, it is not pussible (o identity
gi"&"e ety the cause of the shifts i the mé g of control
The ownership of voling cont wi of all six Aras s concentrated i the
hunds of principsl officers and d%%‘mim& No oporient chunges
share ownership are uncovered for any of the firms, Nor have any it
the Brms been the ta ryet ol a takeover attem g%t O mwixm HY G PORY
conlest. This evidence implies that the trade prices of the share classes
reflect trades wmong investors who do not directly control the mvest-
ment and financing policics of the firms, and who have Ii i’z ST
prospect of a'cccévim ineremental pavolly directly from the firm. For
these firms o positive value of control. therefore, is best expham mi @s
reflecting the prospect of a bid o acguire control that affers highe
compensation to the shares with superior voling rights. Ho wever. ne
diveut support for this conclusion is provided by (1) exa wination of the
relationship belween price differences and the concentiition of owne
ership of shares with superior voting rights or (2) yespotises of stock
prices 1o goz“gmrws cvenks.
The average price differcnce Tor the shire &E sses ey 10 increase
A response o announcements that the firms wi it two share classes are
secking control of another fivm. On the other hand, the price differ-
ences arg not generally refated 1o anouincaments skﬁ‘gwwm” dly impor-
fant carnings. dividends, and financing and investment plans. Thesu
pesulfs do not consistently support the notion that the margind v zis“
ion of voling rights changes in response to chapges o Ei‘sa &;R::i valu
of the frm
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The evidence of a relationship between price differences and trading
volume that supports a transactions cost effect on share prices is weak.
Transactions costs cannot explain the average price difference be-
tween the two share classes for any of the firms for the total sample
period.

While we provide evidence that answers the five questions raised at
the outset of this paper, we do not answer some basic questions that
are raised by the results. For example, the motivation for the issuance
of limited or nonvoting shares is left unresolved. Also, the variation of
price ratios through time and the form of the benefits and costs
reflected in the price ratios are unexplained. These open issues provide
intriguing challenges to researchers in the area of corporate controi,
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