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1. Introduction

IPOs of dual class shares have become relatively popular in the recent decade, following
the example of some technological "superstars”, e.g. Google and Facebook. For example,
according to Matthews (2016), 15% of U.S. IPOs had dual class stock in 2015. Firms adopting the
dual class equity structure have at least two classes of common shares: high-voting-power shares,
owned primarily by firm founders or controlling shareholders, and low-voting-power shares, held

typically by non-controlling or outsider shareholders.

Dual class firms constitute an extreme example of anti-takeover provisions, as the
controlling shareholders who own primarily high-voting-power shares generally have sufficient
control to repel any unwanted takeover or any other shareholder activist campaign. Thus, agency
problems at dual class firms are potentially more severe than at single class firms. Previous
literature suggests that private benefit extraction may be higher in dual class firms, causing, in
general and on average, a lower relative valuation of dual class firms (Gompers, Ishii and Metrick,

2010; Masulis, Wang and Xie, 2009; Smart, Thirumalai and Zutter, 2008).

However, another strand of research identifies some potential benefits of the dual class
structure (Lehn, Netter and Poulsen, 1990; Bebchuk, 2003). These benefits accrue especially when
outsider public shareholders are less informed than the controlling shareholders (Alchian and
Demsetz, 1972) or overly concerned about short-term performance (Stein, 1988; 1989). Granting
more power (i.e., voting and intervention rights) to public shareholders may also limit firm’s ability
to commit to strong relationships with other stakeholders (Laffont and Tirole, 1988; Shleifer and
Summers, 1988) and to make long-term, firm-specific investments (DeAngelo and DeAngelo,

1985).



We contribute to the debate on dual class firms by examining how the costs and benefits
of dual class stocks change over the life cycle of their firms. For example, we are the first to present
evidence on how the relative valuation of dual versus single class firms varies with firm listing age
(i.e., time since the IPO). Our two main (and not mutually exclusive) hypotheses are, first, that the
potential benefits of dual class structures — such as protecting the unique vision of the entrepreneur
and encouraging firm-specific human capital investments by the entrepreneur (Lehn, Netter and
Poulsen, 1990; Bebchuk, 2003) — may be decreasing over time after the IPO, and, second, that the
agency costs associated with dual class structures may be increasing over time. Combining both
hypotheses, Bebchuk and Kastiel (2017) argue that, consequently, dual class structures become
more inefficient as the firm ages. Bebchuk et al (2017) advocate an explicit sunset clause for dual
class firms. The sunset clause regulation would require the "non-interested” public shareholders
of the firm to vote on whether or not to extend the dual class structure, scheduled some pre-
determined number of years after the IPO. If the extension proposal is declined, firms would unify
the low- and high-vote shares, i.e., convert all shares into a single class of shares with "one share

one vote".

We also explore other life-cycle phenomena of dual class firms often discussed in the
literature, such as their survivorship as public firms and their likelihood of being acquired, relative
to ex-ante comparable single class firms. We employ both a sample of all publicly traded firms, as
well as a matched sample, where we match firms with a dual class structure at the time of their
IPO to ex-ante similar single class firm — i.e., in the same industry, with a similar size and similar
profitability at the time of the IPO — that also had its IPO about the same time. In general, previous
empirical evidence on life cycle phenomena in dual class firms is limited, such that our extensive

1980-2015 sample fills a gap.



We document six sets of results. First, we find that dual class firms survive longer as stand-
alone firms than their matched single class firms. The longer survival is caused both by dual class
firms being less likely to delist due to distress and less likely to be taken over. For example, 27%
of our sample of dual class firms are taken over within nine years after the IPO, versus 35% of
single class firms, a difference of 8% that is highly statistically significant. Similarly, 6.7% of dual
class firms delist in the nine year period after their IPO due to financial distress, versus 13% of

single class firms, a difference of 6.3% that is also strongly significant.

Second, we examine the stock returns of dual class firms and estimate their abnormal return
(alpha) using the four-factor Fama-French-Carhart model. Our main finding is that portfolios of
dual class stocks have similar abnormal returns as portfolios of single class stocks, as both have in

general statistically insignificant alphas over the life cycle.

Third, we show how the equity and voting stakes of the controlling shareholders in dual
class firms change in the years after the IPO. We find that the difference between the voting and
equity stakes of the controlling shareholders of dual class firms (the "wedge™) tends to increase as
the firm ages. According to one of our estimates, the mean wedge increases from 16% one year

after the IPO to 22% five years after the IPO, and to 26% nine years after the IPO.

Fourth, we compare firm valuation, as proxied by Tobin’s Q and ‘Total Q’ (see Peters and
Taylor, 2017). We find that the difference in firm valuation between dual and single class firms
strongly varies over the corporate life cycle. At the IPO, dual class firms tend to have higher
valuations, as at the IPO year-end the market valuation of dual class firms is, on average, 11%

higher than that of the matched single class firms. However, this initial valuation premium of dual



class firm declines in the years after the IPO, and on average it becomes insignificantly negative

in the matched sample about six to nine years after the IPO.!

Fifth, we explore the variation in the valuation life cycle of dual class firms. We divide the
dual class firms into those that have a valuation premium relative to comparable single class firms
at the IPO, and those with a valuation discount at the IPO. Only dual class firms with an initial
valuation premium exhibit the life cycle effect, with the initial valuation premium declining over
time such that their average valuation in the long term is similar to that of their matched single
class counterparts. For dual class firms with an initial valuation discount, we find no evidence that
this valuation discount becomes larger over time. Therefore, to the extent that the dual class firms
with an initial valuation premium at the IPO stage are more likely to benefit from their dual class
structure, this evidence supports the hypothesis that such benefits matter for at least a subset of
dual class firms, and that these benefits tend to decline over time. On the other hand, dual class
firms with an initial valuation discount continue to manifest a discount in the long run, suggesting

that at least for these firms agency problems do not aggravate over time. .

Sixth and lastly, we examine voluntary firm-initiated dual class share unifications (i.e.,
recapitalizations into a single class structure), and find that unification frequency initially increases
and then declines with firm age. We estimate that the probability of unification reaches its
maximum around 3.6 years after the IPO. A fair proportion (135/607=22%) of dual class firms in

our sample convert into single class, yet unifications become rare as firms age.

For policy makers — including regulators, index providers, proxy advisors, and stock

exchanges — our finding that many dual class firms have a valuation premium over single class

In the full sample, the valuation difference between dual- and single-class firms becomes significantly negative six
years after the IPO.



firms during the first few years after the IPO, should provide some legitimacy to dual class
financing. This average initial valuation premium suggests that dual class stocks should not
indiscriminately be excluded from stock exchanges or financial indices. On the other hand, our
evidence that, for dual class firms with an initial valuation discount, this discount seems to persist
in the long-term, suggests that their public shareholders and the firm itself may benefit from some

form of a sunset clause of dual class structures.

Section 2 provides a concise background of the literature on dual class financing and
presents the hypotheses. Section 3 describes the sample and data. Sections 4 and 5 report our

results. Section 6 discusses the regulatory implications of our evidence, and Section 7 concludes.

2. Dual class stocks' life cycle

2.1. Some background

In 2015, about 8% of the S&P 500 and 9% of the Russell 3000 firms were dual class
(Mattheus, 2016). Dual class financing is also wide-spread in Europe, accounting for over 20% of
the traded firms (Bennedsen and Nielsen, 2010). The dual class structure has been advocated as a
solution to two economic weaknesses of public shareholders. Outsider shareholders may be less
informed than insiders (Alchian and Demsetz, 1972), and may be overly concerned about short-

term performance (Stein, 1988; 1989).

The potential deficiencies of public shareholding may be particularly problematic for firms
at the early stage of their lives, such as the first few years following the IPO. Lehn, Netter and
Poulsen (1990) argue that at the IPO stage, characterized by fast-growth of the firm, the insiders
managing the firm have to invest substantial and largely firm-specific human capital resources in

the firm, in order to advance firm's long-term potential and goals. Thus, for a few years following



the IPO date, competent entrepreneurs should not be disturbed, and it might be efficient to largely
grant them sole control and isolate them from outside pressures. Consistent with this view, Jordan,
Kim and Liu (2016) present extensive evidence that dual class firms face lower short-term market
pressure (for example, have fewer transient short-term institutional investors). Public shareholders
rationally agree to acquire inferior-vote shares and grant the entrepreneurs disproportionate power

because at the IPO the entrepreneurs' leadership and vision offer a unique value to the firm.

Bebchuk (2003) highlights the entrepreneur's perspective.? The entrepreneur may possess
substantial private information that cannot be disclosed to the public at the IPO, resulting in a
higher private valuation of the corporation than the valuation estimated by less-informed outside
shareholders. This discrepancy in valuation renders the entrepreneur reluctant to issue shares. Dual
class financing, through an IPO with inferior-vote shares, alleviates the asymmetric information
problem because it reassures the entrepreneurs that they would not lose control, and that all of their
private information and plans would be utilized and implemented. In short, the dual class structure

may be necessary to convince the entrepreneurs to go public.

Finally, dual class financing may be reassuring for some stakeholders, such as its large
customers or its partners in joint ventures, who may prefer stable firms and stable relationships
(Johnson, Karpoff and Yi, 2017). Therefore, the preservation of control afforded by dual class
stock fortifies the stability and credibility of the firm in the eyes of its trading partners. This
"bonding hypothesis” on the constructive value of limited shareholder rights is explored recently
regarding staggered boards in Cremers, Litov and Sepe (2017), who show that limiting the

shareholders’ ability to dismiss directors — through granting directors staggered three-year terms

2 Bebchuk (2003) discusses antitakeover arrangements in general rather than dual class structure in particular.
However, given that dual class financing is a potent takeover deterrent as well, we employ this logic to our case.



— is associated with higher shareholder value for firms where stakeholder relationships and firm-

specific investments seem more important.

Opponents of the dual class stock structure argue that it constitutes an extreme example of
antitakeover provisions. The insiders owning high-voting-power shares generally have sufficient
control to prevent any unwanted takeover or other shareholder discipline. Gompers, Ishii and
Metrick (2010) and Masulis, Wang and Xie (2009) argue that this excess power affords enlarged

private benefit extraction by entrenched insiders and results in lower firm valuations.
The costs and benefits of dual class shares can be summarized as follows:
1) Qudual = Qsingle T AQLv + AQAagency,

where Qaual IS the relative valuation (e.g., Tobin's Q) of a dual class firm, Qsingle IS the relative
valuation of an otherwise comparable firm that has one class of shares only; AQvv is the unique
value contribution of the dual class firm’s entrepreneurs attributed to their leadership and vision
(This vulnerable special contribution requires a dual class structure to protect it from outside
pressure.); and AQAagency IS the contribution of additional agency problems (arising from having the

dual class structure) to firm valuation.

The discussion above suggests that AQLv is positive, while AQagency IS Negative. Further,
equation (1) also illustrates that dual class financing can be optimal for young firms. In particular,
on the IPO date, the market valuation of the dual class firm (Qqua)) may exceed that of the single

class firm (Qsingle) if | AQLv | > | AQAagency | .

2.2. The life cycle of dual class firms

It is well known that firm valuations tend to change with firm age. Loderer, Stulz and

Waelchli (2017) use an extensive sample of U.S. firms in 1978-2013 to document a significant



deterioration of firm's Q with “listing age” (i.e., with time since the IPO). They argue that firm
rigidities develop over time, making firms more focused on managing assets in place and less
successful in generating growth opportunities. This implies in our framework that 0Qsingle/0T < 0,

where T is the firm's listing age.

Bebchuk and Kastiel (2017) propose that AQLv and AQagency are a function of firm age.
AQuv, the valuation benefits due to the entrepreneurs' leadership, vision and special skills that is
subject to information asymmetry vis-a-vis the shareholders, erodes over time as the firm scale
and attributes and the general economic environment change and as investors learn more about the
firm. In the years after the IPO, the vision of the founders is largely fulfilled and the special skills

of the founders may no longer be necessary. This suggests that OAQLv/OT < 0.

According to Bebchuk et al. (2017), the agency problems effect on firm valuation,
AQAagency, also changes with firm's age. They argue that entrepreneurs tend to dilute their holdings
in the firm (i.e., sell shares) in the years following the IPO due to wealth diversification
considerations. The decline in controlling shareholders' equity holdings cuts the marginal cost of
private benefits consumption and incentivizes them to further increase private benefits. Under such
a scenario, agency problems worsen with dual class firm's age, leading to an increase in the agency-

induced value discount, i.e., OAQagency/0T < 0.

If both 0AQAgency/0T < 0 and 0AQLv/0T < 0, the value difference between otherwise-
identical dual and single class firms would decrease over time, or turn more negative over time.
Thus, even if at the IPO the entrepreneurs’ unique value contribution that must be protected from

shareholder interference, AQLv, outweighs the agency-induced discount, AQagency, the changes of

10



benefits and costs over time imply that, at some point of time after the IPO, the dual class structure

becomes inefficient and decreases the market valuation (Qauar < Qsingle)-

Bebchuk and Kastiel (2017) also argue that dual class firms are unlikely to voluntarily
unify their shares (i.e., transform all shares into a single class with one vote per share) even when
Qsingle €xceeds Quaual, because for the controlling shareholder it is not optimal to do so. Controlling
shareholders would typically lose considerable voting power upon unification while gaining only
a fraction (equal to their equity stake) of any market value increase. Hence, the potential market
value gain has to be relatively large before the controlling shareholders agree to give up their
superior voting power and unify all firm shares, especially if there are significant private benefits
associated with having voting control. This is the basis of Bebchuk and Kastiel’s proposition to
add a sunset provision to dual class share IPOs, which provision would mandate a binding

shareholder vote to unify the dual class shares, a pre-specified number of years after the IPO.

2.3. Hypotheses

We seek to provide evidence on the life cycle of dual class firms. Such evidence is scarce,
and really overdue given the recent interest in dual class firms. At the same time, we aspire to

examine the empirical validity of Bebchuk and Kastiel (2017) contentions.

First, we consider the plausible popular belief that dual class structures protect
entrepreneurs from market pressures and market discipline, and prolong dual class firm's public

life relative to single class firms, especially by deterring (hostile) takeover attempts. Hence, our

Hypothesis 1: Dual class firms survive longer and are engaged in less mergers and takeover

activity than matched single class firms.

11



Empirical evidence on Hypothesis 1 is partial and incomplete. Smart and Zutter (2003)
study a sample of IPOs between 1990 and 1998 and show that dual class firms experience fewer
control events. In a more recent paper, Jordan, Kim and Liu (2016) extend the sample to 1991-
2011, and compare takeover activity of matched samples of single and dual class firms. They find
that dual class firms have a lower probability of being taken over. We extend the sample period
significantly to 1980-2015, and we examine a complete set of delisting reasons (takeovers and

mergers, financial distress and other dropout reasons).

Second, we consider dual class shares’ stock returns. Public criticism of dual class
structures has led some exchanges to ban dual class shares listing or to exclude them from major
market indices. Smart, Thirumalai, and Zutter (2008) find that dual class shares offer returns that
can be explained by standard asset pricing models, an important finding that needs corroboration

in a larger sample such as ours. Hence,
Hypothesis 2: Dual class firms’ stock returns are similar to those of comparable single class firms.

The third basic life cycle convention we examine is that controlling shareholders' equity
holdings are diluted over time. This is the basis of many scholars belief that the dual class shares'
agency problems aggravate with firm's public age. We will test this dilution of holdings
proposition, and compute a measure of the conflict of interest between controlling and outside
shareholders for dual class firms, defined as the difference between controlling shareholders'
voting rights and their cash flow rights (the “wedge”). In single class firms the wedge is zero, while
in dual class firms it is positive. If controlling shareholders of dual class shares dilute primarily
their equity stake (by issuing inferior-vote shares and/or by selling predominantly their inferior-

vote holdings) the wedge would increase along the firm's life cycle. The wedge is associated with

12
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