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Abstract:

The equal opportunity rule is seen as protectingstors in the event of a transfer of
control. In order to analyze better the consequeficich a rule, we need to take into account
the information asymmetry that exists between newatrolling shareholders and outside
investors and private benefits. Both these inteckparties need to design a new implicit contract
in order to share the firm’s ownership. Using a slpdve show that the new controlling
shareholder issues signals to outside sharehotdedeliver private information on the firm’'s
future economic return and his private rate of appation. We highlight the fact that ownership
is a good signal: the higher the share of capitahe controlling shareholder, the better the
prospects for future economic return, as percebsedutsiders. Another signaling effect results
from the premium embedded in the acquisition pnwdaich also gives information on the future
economic prospects of the firm. In a controllingnanship system, the equal opportunity rule
modifies the relative behaviors of controlling amditside shareholders. The quality of
information deteriorates despite the fact thatdiseipline may be stronger.
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The Equal Opportunity Rulein Transfer of Control: A Signaling M od€

I ntroduction

Transfers of control are aimed at disciplining mnfs management and improving its
performance. The equal opportunity rule (EOR) isnsas protecting investors in the event of a
transfer of control. The basic question is how ¢hego preoccupations combine themselves.
Whatever the procedure or the form of transfer jpubnder offer or private block trade), a new
controlling shareholder substitutes for an old gkethe third party, outside investors face a new
economic story and the firm in which they had poegly invested becomes another economic
project. In order to develop protection for outsideestors in such a situation, some countries
have introduced legal provisions such as the eqgppbrtunity rule or a mandatory bid price
mechanism. Both result in a put option, allowingeastors to exit at the same selling price as the
paid acquisition price. These rules modify the Bguum in the reallocation of control. For
instance, with the mandatory bid rule, the buyea abntrol block may receive an unknown and
larger stake of capital from the target firm. Tinakes the buyer’s choice different in comparison

with situations of unconstrained acquisition of toh

Behind the techniques, the analysis of the transfercontrol should refer to
concentrated/diluted ownership systems. The preseha controlling shareholder is associated
with potential opportunistic behavior towards mibprmor outside shareholders. These outside
shareholders suffer expropriation of private baaefiom controlling shareholders. Although a

large number of standard company law techniquest exi resolve conflicts between the



controlling shareholder and minority shareholdéns, equal opportunity rule is a key provision
of corporate governance. In contrast to the blolddrosystem, the dispersed shareholder system
is almost unaffected by the introduction of the detory bid rule. The consequences of the
requirement to make an unconditional public teraffar are less important than in a situation of
more concentrated ownership because of the absehgeivate benefits. Within an equal
opportunity rule framework, when the takeover ifiated, the outside shareholders have to
choose between keeping their shares and sellimg #ten acquisition price that is always above
the market price. Why, in an apparently irratiowaly, do outside shareholders, who may benefit

from a price guarantee, not systematically seil thigares?

This paper will analyze the equal opportunity réde outside shareholders in a non-
hostile takeover context, which is the most usu encountered in the financial markets. The
shareholder knows that he has to consider diffevahtes for the firm. During the remaining
time of the offer, outside shareholders make tbletrices by considering that the tender offer has
been a success. They look forward to new uncepmifitability. These situations are frequent,
corresponding to friendly takeover bids where sssces known or quasi-certain from the
beginning. This is also the case for many raidds.bVery often, institutional investors make
public their decision to accept the public offerfimancial notification supports. Therefore, it is
possible to know the evolution of the part of tlagital that accepts the bid. Within a raider bid,
outside shareholders benefit from a price guarameen the success is rapidly known, which
means before the end of the procedure. It is drihei offer is hostile and uncertain up to the end
of the procedure that shareholders do not know ldnehey will benefit from a price guarantee

mechanism. Such situations are uncommon.



This analysis considers mandatory bid price medmarior outside shareholders who are
aware that control of the firm has just moved talvarnew controlling shareholder. Outside
shareholders know that the offer is successfullmargfit from an equal opportunity rule for one
of the following two reasons: (i) there is an egplprice guarantee; (ii) there is an implicit @ric
guarantee because the success of the tender affequasi-certain and is a mandatory
unconditional 100% equity acquisition. Under suoimditions, the partial use of the exit price

opportunity appears as the result of a rationahewuc calculation, which needs to be analyzed.

In order to analyze better the consequences oédhal opportunity rule, we need to take
into account the information asymmetry existingwestn the new controlling shareholders and
outside investors. The outside investors want tmkmore about the future prospects of the firm,
but that information will interfere with the buysrgoal to optimize the value of the put option
legally given to outside shareholders. The buyerreact to the situation. He can minimize the

transfer of value imposed by the equal opportunits.

Private benefits have to be considered as impoitatite framework. They are not only
European or Asiatic features. Acquisition premisnain answer to the question of evaluating the
rent of control of the exiting controlling sharetiet. The market for the transfer of control is also
a market in which to exchange private benefits ti@oretical grounds, without private benefits,
takeovers would be rare. Traditionally, the acdiasiprice is presented as the payment of the
past private benefits to the exiting controllingas#holder. Introducing a mandatory equality of
opportunity gives outside investors access to pnae. Nevertheless, looking at the past is not

the key point in a deal. Outside investors witheait option at the acquisition price are facing a



double question: What will be the future econoneitum of the newly controlled firm and what
will be the future private benefits levied by thewncontrolling shareholders? Investors have to
be considered as risk averse because the futun®mio return is different from the old one and
IS uncertain. Therefore, the valuation of the fidavelops in a joint economic valuation
framework between the new ruling shareholders hadtitside investors. The problem is made
complex because outside investors are not passwendl act and optimize the percentage of
shares they sell back to the initiator at the agitjan price. This can be analyzed as an implicit
contract mixing agency problems of future privagmdfits and signaling problems of delivering
private information. An equilibrium is establishéntough the two key parameters of an offer: the

size of the block of control and the acquisitioic@r

In the scenario presented in this paper, bothgsarteed to design the characteristics of an
implicit contract in order to share the firm’s owsleip. Outside investors will integrate an
expected level of future private benefits into thaluation schedule. Using a model, we show
that new controlling shareholder issues a signahto outside shareholders to deliver private
information on two key variables: the firm’'s futuszonomic return and the rate of private
appropriation. These variables are linked to thbliply observable level of ownership of the
controlling shareholder. As in the Leland and P@877) framework, we demonstrate that
ownership is a good signal: the higher the shareagital of the controlling shareholder, the
better the prospects of future economic returnessgived by outsiders. Moreover, a high stake
of capital underlines a decline in the appropriatrate of private benefits. Another signaling
effect results from the premium embedded in theustiipn price: The acquisition premium
gives information on the future economic prospedtshe firm. We also explain why the exit

option may be partially used by outside investaran EOR system.



As a result, the legal environment appears impbtianause it modifies and improves the
equilibrium contract locus and the value of thenfin comparison with the absence of a price
guarantee mechanism. The quality of informatiol aisproves in the sense that the signal given
to outside investors should be stronger. We highlige fact that equal opportunity rules lower
the prospects of private benefits. The price guammakes controlling investors buy more
shares. Therefore, an alignment effect developls, witthe end, a situation of 100% ownership
where no private benefits will occur because they aseless. We also outline that in a
controlling ownership system, the equal opportumitie modifies the quality of information
delivered to outside investors, which may detetedespite the fact that the discipline may be

stronger.

This paper is divided into three parts. A reviewtlod literature is presented in the first
section. Section 2 presents an analysis of infaomaasymmetries, future private benefits and
expected economic return in a signaling equilibrimadel, which introduces outside shareholder

choices. A conclusion follows.

1. Review of thelLiterature

The possibility and conditions of transfers of eohhave been extensively analyzed in
the academic literature. In a well-known paper, $Snean and Hart (1980) showed that tender
offers are rare because an informed seller will faska price at least equivalent to the future
value. The only possibility of stimulating buyessthe appropriation of a rent leading to the offer

of a lower public offer price. Subsequently, if éaker bids occur, it will be because the



regulation context allows the controlling buyeragpropriate directly all or part of the value of
minority shareholders’ rights. Hirshleifer and Tam (1988) analyzed the impact of previous
shareholding by the buyer. His wealth will incredse to the increase in value of the shares he
held before the takeover bid, even if he realizesgain on the shares bought during the
procedure of acquisition. In other words, if no egguiation gain for the buyer is possible, he will
initiate a takeover bid only if he previously haldares in the firm he wants to acquire. Bebchuk
(1989) reconsidered the main hypothesis made bysgran and Hart according to which the
only successful takeover bids are those in whiah fiiture gains can be determined with
certainty. In fact, the author shows that a bid loarsuccessful only if it is an unconditional offer
In such a situation, the buyer has to acquirenallshares sold by the shareholders of the acquired
firm even if the tender offer, represented by @dadevel of acquired participation, fails. The
reason for such takeover bids is that each indalidbhareholder wants his shares to be bought in
case of failure. Therefore, an unconditional tend#fer can be successful because of its
possibility of failure. Just like Bagnoli and Lipmg1988), Bebchuk (1989) showed that, even
without any private appropriation by the buyer, thger initiates a takeover bid if he is able to
increase the value of the firm. Like Grossman amt,HBebchuk emphasizes the importance of

the incentive resulting from the gains in apprajoiaobtained by the buyer.

Introducing corporate governance rules may affeet welfare and the efficiency of
corporate control and market discipline (Davies biaght, 2004). These rules may discourage a
takeover bid, as well as possibly discouragingdieent blockholders from accepting an offer.
Consequently, the equal opportunity principle is additional barrier to a well-functioning
market for corporate control in a blockholder-bagegternance regime. Nonetheless, the equal

opportunity principle may cause a shift towards endispersed ownership, as it discourages the



accumulation of controlling shares. Introducing egual opportunity/mandatory bid rule has
some implications for the ownership and contralctire in a blockholder system. First, it makes
the blockholder system less efficient, as it redutrade in controlling blocks, which is the
dominant way to transfer control (Koke and Rennegha2005). Consequently, control may
remain in the hands of inefficient blockholders.c&®, it restricts the size of the stake a
blockholder is allowed to acquire without triggeyia tender offer. Third, the higher the bid price
in a mandatory tender offer, the lower the acqigrecentive to make a bid such that ownership

and control in the blockholder system is likely¢émnain concentrated.

In a controlling shareholder system, the possibditthe appropriation/reallocation of the
economic net cash flow within groups of firms ista heart of the question insofar as takeover
or block trade will result in groups of firms (Fazcet al.,, 2003). Diversion by the holding
company or by the controlling shareholder is thst feventuality. Setting internal transfer prices
or imposing global costs of structure are well-knoways to reallocate the cash flow within
groups. Even if the subsidiary is not economicatitegrated, different ways still exist for
“tunneling” part of the new cash flow that has bgemerated following a reorganization of the
acquired company. Without going as far as diverobrihe existing cash flow and its legal
dangers, the allocation within a group of the nesvaecash flow is legitimate. Takeovers can
generate gains in synergy within a group or betwBens. Therefore, reduction in costs,
economies of scale, higher market power...can berb&t whole group when firms are
economically integrated. Attributing the entirergéo the last bought firm is like stating thatst i
the last drop of water that makes the glass owsrflbis not surprising that the extra cash flow,
which is the consequence of the better efficienicthe whole group, is not totally allocated to

the controlled firm. We will use the terms appragion rate or private benefits to describe the



part of the economic cash flow that is directlyiéeV by the controlling shareholder. Outside

investors will then value the firm considering otitye net reported cash flow after appropriation.

In the controlling shareholder system, the domireeggncy conflict that develops is the
one with outside investors. Private benefits aveetéby the controlling shareholder (Shleifer and
Vishny, 1986, or La Porta et al., 1999). The probls estimating private benefits that are
concealed from outside investors and that oftenlr&®m negative management decisions (not
to do something rather than doing it). This leaddsketter (2006) to ask: why not make private
benefits an explicit part of the corporate con?akh instantaneous measure of the rent of control
can be made when a change in ownership impliearesfer of control to a new buyer. The
transaction price integrates logically the rentcohtrol. This is the discounted value of the
controlling shareholder’s private benefits. Thesagte benefits should be considered as an
agency variable in the controlling-outside investaelationship. In a controlling ownership

system, some efficient level of private benefitebhaing monitoring costs may exist.

Many empirical studies have tried to estimate thkie of control in the acquisition price
by separating the part that corresponds to pribateefits. Barclay and Holderness (1989), in
examining takeovers in the USA, pointed out thagdablockholders possess abnormally large
benefits. The acquisition price of a share in alblvade compared with its value in the market
before the transaction date is an approximate agtirof the private benefits. Considering 63
block trades of NYSE listed firms, they outlinegasitive premium in 80% of the transfers of
control. The average premium was 20% and repre$éi3% of the global transaction price. In a

later empirical study, Barclay et al. (1991) anatyA06 block acquisitions. The average size of



the block of shares represented 27% of the capitaost cases (90%), the current dominant

stockholder was replaced by the new buyer.

In France, Schatt and Roy (2004) considered 80kbixles during the period 1996-
2002. The size of the block represented an avestade of 60.6% of capital. A total of 63 trades
involved more than 50% of the vote rights. In 17#&mions, the initiator was already in the
firm’s capital with a “toehold” participation of 22. They wanted to control by increasing their
stake with an average block of 43.8%, resulting cgontrolling ownership after the transaction of
66% of the capital. In a majority block trade tractoon, French regulation imposes the
organization of a mandatory bid takeover aimed imonty shareholders. The authors showed
that, during the period studied, the average stikeapital sold by outside investors in that
framework represented an average stake of 25.78apfal. In the end, the initiator obtained an
average 90.8% of capital of the target firms. lbidd be noted that the authors found that the
price guarantee mechanism attracted only threetepsaof outside shareholders, who will only

partially use the exit opportunity.

Only a few studies are devoted to the technicdédihce between the two procedures of
block trade and public tender offer within a comtefprivate benefits. Transfer of control can be
achieved by block trade acquisition or by publiketaver bids. Bolton and von Thadden (1998)
argue that the advantage of monitoring by blockéidds that it takes place on an ongoing basis.
However, a block trade means that a situation aftrob or dominant influence pre-exists.
Another technique is a tender offer in a dilutedrkatframework. Holmen and Novorozhkin
(2007) analyzed empirically the difference betwesrder offers and block trade in the Swedish

market. Their basic hypothesis is that a tendeeroifidicates a larger future performance
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improvement and solves the Grossman and Hart (1fé8@)ider problem in convincing outside
investors to subscribe. Therefore, in the casargiel ownership, a controlling shareholder will be
inclined to use a public tender offer. Burkart, @tpand Pannuzi (2000) consider that the new
dominant shareholder will improve target firm penfiance whatever the mode of transfer.
However, they assume that a block trade leadsléssaconcentrated ownership (in a no equal
opportunity rule context). Therefore, this suppdfie incentive to continue to extract private
benefits. Conversely, public tender will lead téaeger ownership of the dominant shareholder
and will then decrease the opportunity to extraistgpe benefits. Considering Swedish firms over
the period 1986-2001, Holmen et al. (2007) confartigat the choice of transfer mode depends
on the size of private benefits. Block trades (&¥naffers) are privileged when the controlling
shareholder has a smaller (larger) stake and wheat@ benefits are larger (smaller). However,
this empirical study does not seem to take intmaetthe fact that the mandatory bid rule had
been introduced in Sweden in 1999 (with a thresbbi0%) and apparently block trades are not
submitted to the equal opportunity mechanism, gj\woatside investors an exit option at the trade
price. However, the two procedures are financialntical for outside investors. La Bruslerie
and Deffains (2004) considered the two market teghas of simplified tender offers (“OPA
simplifiee”) and market price guarantee after ackltrade (“Garantie de cours”) used in the
French market to implement the equal opportunity amce the transfer of control is known. The
outside investors’ acceptance ratio is definechasfriaction of equity held before the operation
by non-controlling investors, which is sold at tireconditional acquisition price. This acceptance
ratio is only between half and three-quarters, nmgamhat only a proportion of the outside
investors will accept the opportunity to exercise“m-the-money” exit option. This illustrates
the empirical importance of the puzzle linked wiitle equal opportunity rule offered to outside

investors.
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Taking into account the fact that the initiatortio¢ takeover bid adapts his behavior when
such a mechanism exists, La Bruslerie and Defi@@64) developed a contingent claim analysis
of the right to an equal treatment given to outstareholders. They show that this regulation
brings about a wealth transfer towards outsideesttdders, as compared with a situation without
any guarantee. The new controlling investor, whavigre of this rule, pays for this put option.
Thus, the acquisition price he offers, is ratiomalthe way it takes into account the wealth
transfer in order to minimize it.

In a takeover bid, the mandatory bid rule proteéhts minority shareholders by giving
them an opportunity to exit the company at the saffexed price. The takeover is unconditional,
as the acquirer makes a tender offer to all shieh® once he has accumulated a certain
percentage of the shares. The mandatory bid regemtis justified on the grounds that an
investor who obtains control, may be tempted tdakprivate benefits of control at the expense
of the minority shareholders. In fact, the roletbé equal opportunity principle in takeover
regulation is strictly similar to the mandatory bidle, as both aim at protecting outside
shareholders, offering them an exit opportunityhet same price as for other investors. These
provisions are identical in their financial meclsamni the exit opportunity is an option for the
outside shareholder to sell his shares at a giviea.p

The analysis of the efficiency of the transfer ofittol is made by comparing the situation
with and without an equal opportunity rule. An eiint transfer of control is an operation that
creates globally new economic value. Does the egppbrtunity rule, which benefits outside
shareholders, help or not the efficient allocatibicontrol? In comparison with a system with no

specific outside investor protection, which one kegdoetter?
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Following Bebchuk (1994), in a pure market systeithwo protective regulation, the
system protects efficiently outside shareholderdeurtwo conditions (i) no private benefits
before or after the transfer of control, and (i asymmetry of information at the inception of
the transaction disappears with an accounting systat reports efficiently the true economic
profit of the firm. Burkart and Pannunzi (2004)roduced into the framework the future private
benefits levied by the new controlling shareholddrey show that the condition for a transfer of
control under the EOR is more demanding than theplsi economic efficiency constraint. It
leads to the ruling out of some efficient transfef<ontrol. The EOR system reallocates some
part of the gain ensuing from the transfer of aonto minority shareholders. Moreover, it
protects them from inefficient transfers of conti®Ven if new controlling blockholders continue

to appropriate privately a proportion of the betsethey must offer a higher price to the former

controlling shareholder in order to satisfy the stomint imposed by the EOR.

The above analysis is developed from a macro betavpoint of view. It is open to
several criticisms:

- The size of the control block is supposedly fixédis is considered as an endogenous
variable. No flexibility is offered. The new conliing shareholder may aim at an optimal
percentage participation stake, which is not theesas the size of the block trade.

- We need to explore further the asymmetry of imfation between the buyer and the
seller. Does the new controlling blockholder estenaccurately private benefits levied by the

previous one?
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- According to the analysis of Bebchuk or of Butkamd Panunzi, the EOR exit option is
supposedly totally exercised by minority sharehddd@he above analysis does not explain the
puzzle of a partial exercise of this option. Howustify this?

- Linked with the above point, there will remainng® minority shareholders after the
takeover. They know rationally that they will bepesed to a new uncertain hazard: the future
expropriation of private benefits by the new coliitng shareholder. In a framework of agents’
rational anticipations, their choices will ex ange this risk into account. The above analysis
focuses on the calculus of the buyer and sellepfrol. Nothing is said about the behavior of

rational current and future minority shareholders.

2. Information Asymmetries, Future Private Benefits

and Economic Return in a Signaling Equilibrium Mode

We need to explain the partial use of the exit ofymity given to outside shareholders in
an EOR system. Thus, we face an empirical “puzBet, at the same time, the acquirer will not
buy 100% of the capital of the target firm as assdinm the Bebchuk or Burkart and Panunzi
framework. The final stake in the capital should dmsidered as an endogenous variable
resulting, at the first level, from the minority askholders’ choice. At the second level, this
choice is conditioned by the acquirer, who may adiégp offer and his information to aim at an

optimal participation stake at the end of the tajleeo

The gap in information between the new controllghgreholder, who knows better the

future prospects of the firm and outside sharehsldgvho may opt out according to the

14



information they are given), is crucial. It explaithe ex post sharing of capital of the target firm
after the takeover. In this section, we developiatjequilibrium model within a two party
signaling game based on ex ante expectations. &hecontrolling shareholder will aim at an
optimal participation stake in the target firm. Hees signaling variables to influence the outside
investors and, beyond them, the market. Followietphd and Pyle (1977), we know that the
fraction of capital targeted by the controlling @stor is a sound signal of the profitability of the
investment projects of the firm. Minority sharehersl will use the exit opportunity according to
the signal that derives from the future prospedtshe firm under its new management. A
situation of asymmetry of information exists be@uwsitside investors do not know the true
future economic profitability of the firm after taéver and they ignore the amount of private
benefits levied by the new controller. A joint siing model will highlight the importance of
information and will demonstrate the existence ofme auto limitation mechanisms. These
mechanisms are specific to the EOR system, whicisexguently appears to favor disciplining

behaviors.

We use the following variables:

A: bid offer price

a. Percentage of shares owned by the new contiaflier the takeover
t: appropriation rate of private benefits

Vs value of the firm before the takeover

Bs: value of the private benefits of the selling ¢ohing shareholder

k: risk adjusted cost of capital

15



The value of the firm before the transfer of cohisthe sum of the wealth of the
incumbent controlling shareholdélys, and outside investor§\p. It is equal to the invested
economic capitaVe multiplied by the economic return on invested tapic". This return is an
uncertain variable forecasted from the former adhtg shareholder’s strategic choices. We

identify ts with the forecast appropriation rate levied byfibrener blockholder:

V.. (r> -t V.1
VS :Ws +Wo —_€ (rek S) + ekS

public marketvalue  privatebenefits

= (Vs —Bs) +Bs 1)

The initiator looks for control through a particijpan stake ofx by proposing a bid price
A. This price integrates the buy out of the sellgigreholder’s private benefits. It should be
above the minimum condition for the previous coltitrg shareholder to accept to sell. In a
context without EOR rule, the new shareholder bayargeted stake of capital The incentive

to sell is:

a.A=a.(Vg - Bg) + By (2)

This condition is supposed satisfied and the teansf control occurs. The logic of
signaling and the implicit contract between the mantrolling shareholder and outside investors
is only exogenously constrained by valueg\@nda satisfying (2). So, the target stake of capital
of the new controlling shareholder and the acquisiprice may be endogenously set in the
equilibrium model. We introduck as the increase of value captured by the pregongolling
shareholder so that he is paid above the minimumditg price including his former private

benefits.
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a.A=Aa.(\Vs - Bs) +B] (3a)

The incentive condition holds for ariyl. This parameter expresses the part of future
profits of the firm captured by the previous colling shareholder. In an EOR context, the new
controlling shareholder may buy all the shares. &dpgation linking the acquisition price and the

previous value of the firm is:

A:)I{(VS - Bs) +E} (3b)
a

It is identical to (3a). The new controlling shaskter has to buy out the previous one’ s
private benefits. He should extend that price tp @ther shareholders. The setting of the transfer
of control is let undefined and depends on the f@é&ble. The only condition for a signaling
equilibrium between the new controlling shareholaed the outside investors is (2). The control

premium which is paid over the public market vabfi¢he firm is:

A= (Vs —Bg) + (ﬂ_l)(vs_Bs)"'ng} (4)

Marketvalue

Control premium
For =1, the minimum incentive condition of the sellejust satisfied and =1 the new
controlling shareholder will minimize the controtemium which is then equal tBs. The
minimum acceptable value for the acquisition precéhenVs, the global economic value before

the takeover.

The wealth of the new controlling shareholder wikpend on the average future

economic return on the invested capital ensuingiftbe new management, , and from the
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future appropriation raté,. The value ofre is private information of the new controlling

shareholder.

Volfe +X-t,) , Vel _
K K

W, =a a.A (5)

The new controlling shareholder knows the averadeer. but the economic profitability
is exposed to a white noise such thatE(x)=0. We assume the economic uncertainty to be
normal with standard deviatiafn. Controlling and outside investors share the serfoegmation
on ox. Outside investors remaining in the firm do nobknthe true values . However, they
know thatts is lower tharre, which means that no default is considered insttéing. The new
controlling blockholder looks for appropriating yate benefits in a long-term (infinite)
perspective and does not want the firm to go baskrlhe parametets is set by the new
blockholder. The outside shareholders will fore¢hstfuture values of the economic profitability
and of the appropriation rate and will receive ination from the controlling shareholder. We
define their forecast as functions of parameterthefdelivered informatiomg(.) andta(.). The

value of the outside investors’ stake in the fiam i

Ve(re () +X-t,()

W, = (1-a). >

(6)

Outside shareholders remaining after the takeomewkthat private appropriation exists
and that the ratt is a function otx and of A. These two signals are identified bynerket and
are integrated into the valuation by market pgstiats. The “market valuation schedule” (Leland
and Pyle, 1977) states that the market valuatiothefiirm by outside shareholders depends on
the perceived future economic return and exprapnaffThe market value is only set by outside

investors, who will consider two signals in ordebuild their forecast. The acquirer chooses two
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values as signals and outside investors set then A),t,(a,A . The future economic return is

uncertain and represents from the outside invégtorst of view a hazard due to economic noise

such tha&(x)=0.

The acquirer will choose the valuesoofnd A, which will maximize his expected utility
of wealth. He knows that his optimal choice wildute a market valuation based on implicit

values forre andta.

a*=a*(r,,t,

) 7

A joint equilibrium schedule (Leland and Pyle, 19%ill imply that the valuation is
based on a fair appraisal by the market of the valees ofr. andta. Reversing the equations at
market equilibrium gives:

rel (., ) A, )] = Te

tala* (., ) A, )] =t (7b)

If, for instance, the value(«,.) used by the outside investors and the market gerater
than the true value ot (only known by the new controlling shareholdehng stock market value
would be over-valued and, in the end, outside itoreswould receive less than the required

expected risk adjusted return on the market (Leland Pyle, art. cit. p374). In an infinite

constant cash-flow valuation, at equilibrium, themerator is the equalized net economic
returnxr (.)—t,(.) =r, —t,. The valuation of the firm in the market is thengaconsidered by

each category of shareholder in order to optinzg twealth.
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A - Without EOR

In a system without the equal opportunity rule,meximize the controlling shareholder’s
net wealth. The existence of economic uncertaimiyaaces the investor’s risk aversion. We
introduce a utility function of wealtl(.) and consider the expected utility of wealth.irds

eqguation (5b) the net wealth of the new controlshgreholder is:

7, =0 YeEO XL b g -

In order to optimize, we set the first derivative zero with respect to the two signals.

Deriving versus the acquisition priée we obtain:

dE[UW,)] _ {U.M ){a-ve (dre(.) _ dtoj 4 Ve dt() _a}} o ©
dA Mok LdA  dA ) k dA

Equivalently:

P90 e 80) SEUW
k | dA k LdA ) EU'W,)]

And:

dr,()), @-a)(dt())_ k

( dAjJr a ( dAj_Ve>0 (10)

If o=1, equation (10) simplifies and we gkt(.)/dA=k/\V.. This expression is positive: if
the acquirer proposes a high acquisition prcehe issues a positive signal on the future
economic return of the target firm. From that biglilimit, equation (10) simplifies because

dt(.)/dA should be null in order to be equalkt/e, whatever the value ef. As a consequence,

20



the expropriation rate forecasted by outside irrsstioes not depend on the value of the
acquisition priceA. Economically, considered from the new controllsigareholder’s point of
view, the acquisition pricé pays for the past private benefits and is a sidoalthe future

economic return; it does not depend on his futureape expropriation.

If we set the acquisition price as equal to theimirm acceptable valué; for a transfer
of control to occur, we getA =V, =Ve.res/k, with re° being the economic profitability of the

firm under the former controlling blockholder's nzgement. As a result, the previous
shareholder will receive only the market value befthe transfer and with a control premium
equal to the former private benefits. We standhatlimit condition wheréd=1 in equations (3a)

or (3b). In that eventuality, the new controllingaseholder does not issue any signal about the
future economic return. The price just satisfies tilansfer condition and he cannot give nothing
more because the future economic return of the fgnthe same as the economic return
considered before the takeover and transfer ofrabrt=r.>. We now integrate the restricted
right hand side of (10gr.=(k/V¢).dA, over the two variables andA and use the previous limit

conditionre=r¢".(for A=Vs).We get a relation where the future economic retfrthe firm after
a transfer of control is a linear form of the aaifion premium(A-V..r>/k). This last variable
is the acquisition premium It defines as the excess acquisition price coegawith the

minimum acquisition price to initiate a transfethioh is equal to the former economic value of

the firm (see Figure 1):

! Using (4) we get the acquisition premiu—Vg = {(/] —D(Vs —Bg) + A-a BS}
a
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S
= (A=) (11)
re
A
re
(A-Vere/K)

Figure 1: Relationship between the expected ecanmomiurn and the acquisition

premium

The relationshipe(A,.) increases with the acquisition premium. The higheracquisition
price, the higher the expected future economicrmetas perceived by outside shareholders.
Moreover, the acquisition price is a useless pcenformation with which to anticipate the
future expropriation rate of the new controllingastholder. Outside investors know that the
acquisition price is a pure signal in the senseithaill only reveal future economic profitability

after a transfer of control.

The acquirer’s optimization with regard to the ovagp staker in the target firm gives:
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dE[UW,)] _

da

(12)
E{u '(\K/A){V—;.(reo +X-t,())- A+ a_E(M _Mj Ve th(q} o

k\ da da k da

In the expected value, we identify a product beeddis andx are random variables. It

leads to a covariance tetm

E[U"O/T/A)].CO\{VVA,\E.(X)) v
k\ da da VA J{

a_ﬁ(%j+ (1—0’)£(th()):— N €
k ElU'W,)] k

(r()-ta() - A}

Introducing (8) and manipulating the covarianceteives:

SV, T Jav, v, oo (VY
cov{w ,?.(x)}—cox{ ” .(X), " .(x)} a(kj O,

Usingu as an equivalent risk aversion coefficient, weestaatE[U”(.)]/E[U’(.)] = -1/ u

and that it is negative

a(Mj +(1- a)(mj = l O’(ﬁJUf - {(I’e(.) _tA('))
da

i )= A} (13)

_k
Ve
In order to solve the differential equation (13) meke an additional hypothesis on the
relationship between t and We assume a negative linear relationship. Tha idethat the
controlling shareholder is less incited to exprat@ias he gains more capital ownership. At the

limit, if he owns 100% of the equity he is indifézit to a choice between private and public

benefits. We set:

2 Remembering that for normal variableev(f (x), y) = f'(x).cov(x, y)
% Assuming no difference in tax treatment
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t=Vo—1a (14)

The appropriation relationship (14) is in fact ordgfined for values of ownership
higher than the threshold level, to take over control of the firm (and for valuesver than

100%). Fore=100%, the appropriation rate is zero, &sy:=y>0 (see Figure 2).

ta

v

Olmin 1

Figure 2: Relationship between appropriation rateé awnership stake of capital of the

controlling blockholder

Applying (14) to (13) gives:

o
dr() _2(-a) A +1_(Ve}0.2

da a a Y7

Equivalent to:
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Ak
ar() . r.() (ZWVJ 1(V
OAOH o) _ ( ja (15)

da a a Y7

The right hand side of (15) is positive (withset between 0 and 1). Therefore, the left
hand side is also positive. Becausergf)/a being positive, we get an unknown sign of the
derivative between an increase in the ownershikestd the controlling blockholder and the
evolution of the future economic return of the &rdirm. The solution of the differential

equation (15) is (see Annex):

r @)= 2p+ A4 L[ Ve g2 o) T4 C (16)
V, u\k 2 a
Equation (16) defines a family of curves accordimg values of the integration constant

(see Figure 3). Recalling that the derivative stidné positive in order to deliver a sound signal

of increasing profitability with the stake in cagitbelonging to the controlling shareholder, the

sufficient following condition needs to be satizslfie{l .(V—kej.(af) - 2.4 >0 (with c negative).
U

The last part of the equation is not binding, sio@an take any value. The first part of the right

hand side of equation (16) imposes an upside bmithe appropriation ratio.
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Figure 3: Situations of the new controlling shaildko

For the limit value o = 1, equation (16) gives:

r.(L.)= (2y+ C—k] + {% .(V—;j.af - 2.4% +c. This case corresponds to a total ownership of the

firm by the acquirer. It determines the locus ofhpdn Figure 3 defined by the intersection of the
family of curves (16) and the vertical lines fram100%. Among all the equilibrium curves, the
curve MM’ cuts across that vertical line at point. Mloreover, we know that if the ownership
stake is 100%, the controlling shareholder will eapropriate. The value of the firm under his
total control and ownership s, /k for the new shareholder. His required future reicain be

calculated using the acquisition price as the itnmest cost. His return is obtained from the ratio

V..r

of the firm’s values after takeover divided by thequisition price minus 1:6'%”(—1.
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Substituting, irrg(1,.), we define point M’ and curve MM’ by settitige constant value equal to:

U

V..r. 1k Ak 1{1 (ve
c=—"¢ _—1-y-—-=

v 27 ?j.(af)} “. As a result, the acquirer’s announced futurernetu

is effectively: r, (1,.) =L;/k -1, and the return on his investment is equal torélern of the

economic project. The MM’ curve is the best equili locus for the controlling shareholder. If,
for instance, a 100% shareholder wants to sell myimeal fraction of capital, he is better off there
because, by selling at an announced economic g@odiiy M'—¢, he will sell at a higher price

than if he stays on a curve below MM’

According to different values of ¢, we can set, for
instancec<V“‘Le/k—l—y—A—k—1 1 Ve (0?)|. We then define a point I', which gives
A V, 2u\k

re(1,.)<M’. The acquirer may launch a total acquisitigith a discloseds(.)<M’; he will receive
a return on his investment lower than M’. If he wgato disclose a future economic retugn
lower than M’, he is better off staying on the didpuium curve MM’, holding an equity stake-
and letting a stake of capital ) go to outside shareholders. Even if the contrglli
blockholder issues a weaker future economic piaifitg by settingrs(.)<M’, the private benefits

he appropriates will account for the difference.

* 2
* The sufficient negative condition aris therefore equivalent e < A L+ y) + [AJ K +1_A{1 .(Vej_(gf)} .

k Ve A 2 Vel 1\ k
The right hand side of this inequality is posititecompares the takeover premidV, and the ratio of the expected
profitability of the new management divided by tharket risk adjusted valuation rate: This condii®easily
satisfied except for extremely large values,af Therefore, the relationship between the annoupeeiitability and
the ownership stake may turn negative.
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If the new controlling shareholder privileges amniggrium curve above MM’, he may
not announce economic returns higher than M. I6tag's at point J', he announces)=M’, but
he wants to hold only a stakeof the capital. He will not find outside investansthe market to
buy the complementary {d) percentage, because minority shareholders widigmate future
expropriation into their valuation. The new conirg shareholder is therefore better off setting
re=M’ because then he will not suffer from a discoumthe market price of his shares resulting

from his 100% ownership.

As a consequence, the MM’ curve is the only feasibfjuilibrium set for the new

controlling shareholder. Its equation is:

Ak 1(V a 1|V.rlk Ak 1| 1(V
ro=|2y+— |[+| =] ¢ lg? -2yl =+ e 2 q—py-" | = e | (g?)| (17
) (y Vj L(kJ " 42 a{ A v Z{N(kj(*)ﬂ( )

If we move to the simplified context of Leland amyle (1977), where private
appropriation does not exist (ig=0 or equivalently=0). The ownership stake of the dominant

shareholder is the only signal to outside investdes relationship (15) simplifies to:

)
dr,() () (Ve ), 1 (V_j 2 (18)
da «a a ulk)”

Using (17) and settingto zero, the solution curve is..

x

re{A_kJ{g{ﬁ}az}_z+1{M_1_A_k_1{1_(£}(af)ﬂ (19
V, H“\ Kk 2 a A V, 2u\lk
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For a total ownership=1, we are in the same situation as previouslyudsed. The
equilibrium curves between the situation with anthaut private benefits will share the same
equilibrium point M’ for a total ownership. The elijjorium curve ZM’ without appropriation
(i.,e. in a standard dispersed ownership systempeatkfby equation (19) is located above the

equilibrium curve MM’ in a situation of expropriaty controlling shareholders (see Figure 4).

The equilibrium curve with appropriation as definegd equation (17) is logically below
that without private benefits. The gap with thewveudefined by (19) is explained by the
appropriation rate, which enters negatively into the formula (17}he linear slope term and in
the inverse term (using (17), we see tthatdy is strictly negative). This means that, for a give
value ofa (inferior to 1), the announced future economicfipability re is lower in a context of
private appropriation. Outside shareholders disttum signal by a forecast of private benefits.
The quality of the signal increasingly deteriorasscontrolling ownership lowers. A similar way
to express this is to say that, in order to isstite economic profitabilityre* being identical
to the one in a no private benefits environmerd,dabntrolling shareholder located on MM’ holds
a higher stake in capital in order to compensatehe suspicion of private benefit and to give

more strength to the signal coming fram(see Figure 4).
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M

Figure 4. Comparison of the equilibrium curves &wquiring shareholder in dispersed

ownership and concentrated ownership

B - With EOR

We refer now to a situation with equal opportunitij)e. The wealth function of the

acquirer should include a new variablg which is the part of the capital bought by thquaer

as a result of the mandatory bid rule.

VVA =(a+ 5;g)_ve-(re(-) +ki —t\()) + Vel;tA —(a+ 5;g)'A (20)

The new controlling shareholder will optimize thenmber of shares bought by outside

investors through the mandatory bid procedure erpiice guarantee mechanism set into force

30



during the takeover. However, he has to take iocttmant the choices of outside investors, who
want to optimize their participation in the firmgraparing this with the exit option granted by the

EOR.

1) Outside shareholder behavior with EOR

The wealth of outside investors increases by thlecsg opportunity of shares at the

acquisition priceA.

YAOETSING BN o
k o

V\~/O =(l-a-a,).

Minor investors can react and optimize from thaimp of view the value ofg. We first
need to solve outside shareholders’ problem becthgseontrolling shareholder knows that the
proportion of capital he should buy following th©E depends on the future economic return
and on the appropriation rate, both of which arcarated by minority shareholders through the

publicly observed valuesandA. Setting to zero the derivative of the expecteldytith regard

to aq yields:

AEUML)] _ ) jonmr o] Ve o oV (d() di ()] _
T—E{U (VVO)[ ?.(re(.)+x tA())+A ag?( dag v}}}—o

(22)
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Manipulating:

‘AR _E -
[0’ ﬁ[di’e(.) _ th(.)H _ E{U (VVO)-[ " .(re(.) +X tA(_))+ A}}

Ykl da, da E[U"(W,)]

E[U "(wo)].co»{w —\Lij
) E[U"(W,)]

9

o010 A

Referring toE(U"/E(U’)=- 1y, this is equivalent to:

dr,() _dt.()||_1 ,_ Vel 2|_ _ . k
{ag{ da. " da, H_ﬂ.a a ag){(k}axj {(re(.) t,()) AVJ

We look at {e-ta), which is the net profitability announced by tentrolling shareholder

and used by the outside investors to value thesdtivén the market. We get:

A ()=t (), (O -1,0) _ 1 { 1, a){\% }Jz *[Akﬂ _

da, a, a, | 4

1.(\£j.af 23)
U

Integrating in a similar way as above gives:

L gy Ve g2 o[ AR [ Ve) g2 |, €
(re(.)—tA(.))—{;.(l a).[kj.ax+[ve ﬂ [ﬂ.(kj.ax} ; +ag (24)

The two limit conditions to be satisfied by (24¢ag= (1), i.e. the outside investor can
only sell the available shares not initially bougytthe new controlling blockholder, ang=0
for very high values ofr{-ts). Equation (24) defines a family of decreasingvesras long as the

integration constant is positive (see Figure 5esehcurves have a simple economic meaning: if
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the prospect of net future economic profitability the firm is high, the stocks are a good
investment and outside shareholders will only heemandatory bid exit for a small part of their
investment. At the limit for extremely good prostzeof profitability, outside shareholders will

keep all their shares. That gives an asymptoticangworiented shape to the locus of their

choices.

re(.)-ta(.) A

AKI(Ve-AK)

(1-0)

Figure 5: Equilibrium curves of outside sharehatder

A specific choice of the announced net public padsiiity (re- ta) will result in a return of

the investment strictly equal toe(- ta). Therefore re(.)—tA(.):Ve'(re(') ;tA('))/k—l. This

defines a horizontal line () -t,(.) = Ak/(V, - Ak) in Figure 5. The outside shareholder will

not consider any point below that line. This woutéan that the outside investors accept that
they will hold shares in the firm with a lower valuather than take the opportunity to sell and
exit the firm. There exists an intercept point ritleat minimum horizontal line with one of the

curves defined by equation (24) located at theifipa@lue ag= (1). That point will identify
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the equilibrium curve mm’ for the choices of minawestors. That curve is their only set of

rational choices. It allows us to determine the ugalof the integration constant

Ak _ Ak
V.-Ak V.

2
c= (1—a).[ }—;(1—0)2\/—;.0—2*5. Curve jj’ is not acceptable: staying at point j’

would mean that outside investors would bring hitt shares (i.eay = (1-w)) at the exit
opportunity, selling them at an acquisition pribattis below the market valuation based on the
future prospect of profitability they forecast. Tlequilibrium locus ii’ is cut across on its
downward curve because of the floor value imposethé acquisition price. It is also dominated

by the set of choices resulting from the jj’ cual®ve it. The equation of the mm’ curve is:

12 aay[Ve g2+ AK 1 9y
(re(.)—tA(.))_b.(l a).[kj.ax+[ve ﬂ [ a} >

(25)
+(1—a){ Ak _Ak}_l( )2v o

a, |V.-Ak V, k 2

As an input to equation (25), outside shareholdezed to identify the controlling

shareholder’s targeted stake

2) Situation of the new controlling shareholder

Knowing the set of possible rational choices of thutside shareholder, the controlling

blockholder will try to optimize his situation. Hiiooses with regard to the acquisition prise,

o e

V,-AK V. K

|,

5oy . - _ Ak Ak 1 ,V
This is positive for acquisitioA prices such that: >—([1-a)
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and the stake of capital he aims to buy on his awigetting the derivative of his wealth with

regard toA to zero:

dE[U(vT/A)]zE{ - {(0’+0’g)-\/e_(dre(.)_dt(.)j_'_.\/_e di()

dA U W) dA  dA) Kk dA (amg)}:c’ (26)

We get a differential equation close to relatiopsfiO) but introducing explicitly the

expected shares to be bought back through the B@#e iacquirer’s calculus:

[dre(.)j+ l-a-ay) [olt(.)J:L>0 (27)
dA (@+ay,) L dA) V,

The analysis we developed earlier regarding thelibqum locus of choices ensuing
from relationship (10) also applies here. The ddve dre(.)/dA=k/\,. is still positive. The
existence of an equal opportunity mechanism doéslter the positive relationship betwean
and the anticipated economic profitability of tleget firm after the takeover. The acquisition
premium is a simple and direct signal of the futecmnomic return of the firm. The linear
relation (11) is still valid. The derivativét(.)/dA remains equal to zero, so the acquisition price

does not signal anything about the future apprtipnaate.

Turning now to the optimization of the new contiredl shareholder’s wealth with regard

to a, we get:
dEUW,)] _
da
E{U '(\NA).[%.(re(.) +X-t,()-A+(a+ ag)-%(% B %) * %%}} =0
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After some manipulation:

dr()), @-a-a)(di()\_1(V.) ., 1 Nk
(da J+ (a+a,) (daj—ﬂ-(k}ax a[(re(.) t,(.) v, A} (28)

In comparison with a situation without EOR, the féognt of the dt(.)/dx term is
(1-a-ag)/(a+ag); this is lower than the one in equation (13), whwas (1-a)/(«). For a given
increase imre, the new controlling shareholder is driven to egpiate less. Ceteris paribus, for
given increases ot anda at equilibrium,dt(.)/dx is negative. However, in order to compensate,
the absolute value of the derivatii#(.)/dx will be higher with EOR than without it. At
equilibrium, the appropriation ratg will decrease more for an increaserinConsequently, the

EOR system is more disciplinary with regard to expiation.

In order to solve the differential equation (28 meed to add the hypothesis ttgt)/dx
is a negative constant, which implies a linear dasing function similar to (14) betwegnand

a. We get the differential equation versugemembering thatg is a fixed parameter):

(2V+V0/ +Ak]

g+,
(), O ) gy tfYe)y: @9
dla+a,) (a+a,) (a+a,) MK
The solution of (29) is a family of increasing cesv

Ak) . [1(V. (a+a,) c

r.(a)=|2y+ya, +— |[+| =] =2 |lg?-2y| 97 + 30
(@) (y ya, VEJ L/(kj X y} > @+a,) (30)

36



As previously, we identify a point M’ for total owrship of capital:{+ag)=1. This point
is the same as the one in the situation without ETHRR only acceptable equilibrium curve is

MeorM’, shown in Figure 6, and is defined by the equati

Ak) [1(V (a+a,)
r=|2y+ya. +— |+| =] = |g?-2y|—2%
e(yygvj{u(ij V} 5

e

1 V,.r. 1k Ak 1|1(V,) ,
+ “l-y-yoa,-———-|—{ |0,
(a+a,) A V, 2|lu\k

e

(31)

From the optimization of minority shareholdets, is either positive or zero. A direct
comparison between (31) and (17) shows that thezM' curve in the with EOR case is below
the MM’ curve without EOR. The difference of(.) for a given set of parameters is

Ar()=-ya,(l-a-a,)l(a+a,); itis negative. The system with EOR leads to logeality

information than in a situation without price guatee protection. A given signal is more
trustable and is better perceived by outside sluddlels in a no equal opportunity system. For a
given value of the signal, The EOR rule weakens itfermative situation of outside
shareholders in a blockholding system. In orderaimpensate the controlling shareholder should
iIssue a stronger or a different signal. His behargionodified: if he wants to signal a given level
of future economic profitability, he needs to b & more important ownership stake within
EOR than he does without EOR. We should obvioudly #hat the signaleds(.) needs to be
higher than the risk adjusted cost of capitalptherwise the new controlling shareholder would

not be encouraged to launch the takeover (seed-gjur
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Figure 6: New controlling shareholder equilibriuhpeces with and without EOR system

The EOR system changes the location of the optrhaice curve of the controlling
shareholder by moving it away from the situation’Zbbrresponding to the absence of private
benefits. The situation is more complex insofapagate benefits play a more important role in
setting the equilibrium curve with EOR. The derivatorr¢(.) with regard to is more sensitive
in such a situation. For a given value of new eaanrofitability, the controlling shareholder
would own a larger stake of capital, which woulddenim to expropriate less. In that sense, the
EOR system leads to enhanced disciplinary pressaitde limit, for low values of, the choices

converge more quickly toward the no private besefése.

3) Joint equilibrium setting

The final equilibrium between the two acting pastaepends on the choice @f set by

outside shareholders. For these outside shareBolthe equilibrium is a function of the net
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economic profitability of the firm after subtraatiof private benefits. The final setting by the
controlling shareholder will integrate the numbdrshares he will buy following the EOR

procedure.

le

v

og 100%

Figure 7: Equilibrium choice of controlling shardtier and outside investors

The acquirer who buys a control blogk may think that it is enough for him to locate on
his equilibrium curve MogM’ and to issue the signal, which corresponds to a profitability*
optimal for him. Receiving that information on thick size, the optimal ownership of minor
investors is located on the curve mm’. The impligdis so weak that all outside investors will
exercise their exit options and bring their shaceshe new controlling shareholder. The latter
will get (a+ag)=100% and will be pushed away from his equilibricorve MeogM’. The only
common equilibrium contract is the point definedtbg intersection of the two curves=pM’
and mm’. Figure 7 mixes the equilibrium sets of ¢batrolling shareholder (Figure 6) and of the

minor investors (Figure 5). The intersection paméans an announcement of higher future
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economic profitability, the selling of a fractieg* of the capital through the EOR mechanisms

and/or, on the minor investors’ side, a lesser ééappropriation.

The above analysis assumes an endogenous impdiltie ta because the equilibrium
curve mm’ set for the outside shareholders referfact to the net economic retum-{,). A
complementary logic for convergence is to conditioe delivered information to attract outside
investors toward the desired participation stake corresponding to an economic future
profitability re(a*) lower tharre(a*+ ag). A bias of exaggeration or undervaluatiorrofannot be
envisaged in this framework because the controlbhgreholder delivers a signal through
objective variables on the economic profitability the firm and he does not manipulate
information (see equation (5)). The private infotima on the true value at is exogenous and
conditions the process. It is disseminated in #téirg of the quantity equilibrium. In order to
modify the shape and the location of the curve nutlier possibilities exist. The first way could
be to modify the acquisition pric& This may be an eventuality in a tender offer whtre
problem of the acquirer is at the same time to gaintrol and to forecast the consequences of the
mandatory bid rule. In that caseyy is the percentage of shares bought above theatamgr
shareholder’s initially targeted control stake.sTaventuality is not opened up after a block trade.
The price A results from a negotiation between the previousl dme new controlling
blockholders. The second way is to announce tred#sired stake of capital ig*¢ ag). This
integrates the demand function for the stocks efdhtside investors. The third way is to reduce
ta, which is under the new shareholder’'s respongbillhis is signaled to outside investors
through an increase in. The controlling shareholder may modify the slg@agameter of the
expropriation ratey and then, for a given valugt of a control block bought in a deal, set the

implicit ta*. Reducing the appropriation rate shifts downwdrd équilibrium locus mm’ of
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outside shareholders and consequently moves thébegm point with MeogM’ to the left,
which results in a lower valug for the shares brought through the mandatory tmdqulure (see

Figure 8).

e

Figure 8: Equilibrium choices of controlling shaoédter and outside investors with lower

appropriation rate

The joint equilibrium framework recognizes that thve parties interact. That equilibrium
mixes directly quantity and information. The priseconstrained by legal rules and the takeover
context. So, only the quantities can adjust, arwl ttital stake of capital after EOR of the
controlling shareholder must be equal to the ownprpercentage wished by minor investors.
This Cournot equilibrium finds its own regulationthvthe future economic profitability that is
announced by the new controller and what he intdodachieve. In a rational equilibrium
schedule, this equilibrium defines an implicit aawct between the new blockholder and the
outside shareholders. They exchange quantities iafiodmation on future profits. Rational

behavior pushes the acquirer to disclose the tcoaamic value and to share this information
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with other investors. In an EOR system, the pesgmntof capital is an economically valuable
signal and minor investors are not passive. Inreceotrated blockholder ownership system, it
also signals the existence of private benefits.s€hare the adjustment variables in the hands of

the controlling shareholder.

As a consequence, the EOR modifies the behaviows situation of appropriation of
private benefits. For a targeted ownership stakeapital, it puts pressure on the appropriation
rate. The economic calculus of the rational newcliolder is more complex. He is pushed to
issue a signal through this ownership percentagterrue future economic profitability of the
target firmre. The quality of information is better and the ¢ifice stronger. The regulating
mechanism is simple: in order to avoid the rislowhing a final stake of capital higher than the

one aimed at, the controlling shareholder will é&shis private appropriation of benefits.

The mandatory bid rule underlines the nature ofgte benefits, which are uncertain and
contingent on the new controlling shareholder. Theynot be considered as given and
exogenous in a transfer of control, but rather asgalation variable in the controlling-outside
investors’ agency problem. It is for this reasoat thve need to analyze separately the past private
benefits paid back to the former controlling shatdar and the future private benefits. The
normative solution to issue preferred shares to psoreate controlling shareholders in a
concentrated ownership system, as proposed by étigfis{2006), is not adapted in the sense that
it sets once and forever the amount of acceptedteribenefits. The mandatory bid rule appears
as a common and mandatory opportunity to “negdtiatsort of implicit contract between the
new controlling shareholders and the outside imresind to question the accepted ex ante level

of private benefits. It helps to make explicit wisatmplicit.
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Conclusion
The existence of the equal opportunity rule appearfar more important in a context of
concentrated stock ownership and private benefitcamtrol. The buyer can use the bid
acquisition price and the target participation ratesignals. We noticed that a more general
setting of the choices should also take into actcthenpossibility of a direct appropriation of the

cash flow by the new controlling investor, whicls@urce of risk for minor investors.

This paper develops an analysis with a double astmynof information within a quasi-
process of negotiation. The equal opportunity isl@ot an explicit contract, but it leads to an
interaction between the new controlling sharehokiedt outside investors that characterizes an
implicit contract. The terms have to be jointlytkst regarding common variables: the number of
shares brought to the exit opportunity option, #relappropriation rate of private benefits. The
joint equilibrium framework recognizes that the twarties interact. A partial use of the exit
option given to outside investors finds a ratiomgblanation in our model. The characteristics of
The joint equilibrium mixes directly quantity andformation. The price is constrained by legal
rules and is set in the takeover context. Therefonty the quantities can adjust and the total
stake of capital after EOR of the controlling siaider must be equal to the ownership
percentage wished for by minor investors. They arge quantities and information on future
profits. In an EOR system, the percentage of chEtan economic valuable signal and minor
investors are not passive. In a concentrated btddkin ownership system, it also signals the
existence of private benefits. Those are the aalest variables in the hands of the controlling
shareholder. As a consequence, the EOR modifielsghaviors in a situation of appropriation of

private benefits. For a targeted ownership stakeapital, this puts pressure on the appropriation
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rate. The regulating mechanism is simple: in otdeavoid the risk of owning a final stake of
capital higher than the one aimed at, the contllshareholder will lessen his private
appropriation of benefits. The economic calculustloé rational new blockholder is more
complex. Outside investors interact and participatéhe setting of the equilibrium. They may
profit from a better discipline on the forecasteigte appropriation. However, the signals at the
disposal of the controlling investor are less d@ffecand the quality of the information delivered

to the market is lower in comparison with a sitoatwithout equal opportunity rule.

The analysis of the EOR system also highlights thgulation has consequences in the
delivery of better information. When one party ab$anew information, its risk against
uncertainty lowers. A collateral effect of law, vdgfion or contracts occurs on the reduction or
the management of situations of asymmetry of infdfom. By making things more complex,
regulation may lower the quality of a given sigaad make the transactions or the negotiation
processes more difficult. The examples of the equabortunity rule or mandatory bid

mechanisms in the case of a takeover illustragefdature.

So, regulation initiates a constrained contractui@cess which in itself may create
economic value. The progress toward an agreemerttis “take it or leave it” situation. Both
parties will, to some extent, exchange possibl\sdmlainformation. The uncertainty about the
future gives more weight and price to informatiamcmpared with an immediate transfer of
goods against payment. Information asymmetry i$ phthe deal and a disclosure of private
information has the same effect as a price discdum contractual process in itself is important,
so allowing contractual freedom has value. Morep\ssside explicit contracts, numerous

implicit contracts do appear, for instance betwemmtrolling and outside investors. The
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existence of a process of negotiation is more fatthan primarily seen. The weaker party is
not an automatic loser. In an EOR system, theaptibn given to outside shareholders is a tool
to curb possible future private expropriation. Reacal interaction allows the development of an
exchange of information in order to find a jointregment. The contractual process creates value
when it leads to better ex ante information attlé@asone party. The equal opportunity rule as an
external regulation gives a strong example of aplici bilateral equilibrium contract, which

develops in a framework of asymmetric informatiowl amposes an overall disciplinary pressure.
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Annex

To solve the differential equation (A1), we calpthe left hand side:

Ak
dr,() , L0 (ZWVJ 1(V,
gla)=—"++—=—= — -2y +_'(_ej'ax2 (A1)
da a a Y7L
The solution has the form:
(. (@) = K(a)e™® = %.K(a) (A2)
Deriving (A2) with regard te gives:
dr,() r.()_1 ,
L) L) = 2 (@) = g(@)
a a a
Using (Al):
K'(@) = (2y+ A_kj + [1 .(£J.af -2, y}.a (A3)
V, Hu\ Kk
Integrating (A3):
Ak 1(V a’
K@)=|2y+— |a+|—|-2|o’-2y|—+cC A4
()(yvej L{(ka y}z (A4)
Wherec is an integration constant and using (A2), wellynget:
Ak 1(V, a . cC
r@)=|2y+—|+| =| -2 |g>-2y|—+— A5
e()(yveJL{(ij V}Za (A5)
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