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Abstract

The leveraging of control is the possibility foethontrolling shareholder to lower his direct
participation in capital through a convergenceinéricial and economic interest with other
shareholders in the firm. In this paper, the sgtbha coalition contract is done by awarding
stocks to managers and executives. This papersesaiiyjointly, on one side, in a rationale of
economic incentive and, on the other side, in mmate of political coalition of the initial
dominant shareholder with managers and executivggdyees. It is shown that the two
logics are not opposite but complementary. The isbaof the private benefits within
members of the new coalition is at the heart ofa implicit contract. The initial controlling
shareholder “buys” efficient efforts by awardingtake of capital to managers or executives,
but also by allowing them to share a part of thegbe benefits and to join a new dominant
group. Even if the effort function of the execusvis weakly productive, a targeted broad
diffusion of new stocks may still respect the cemee between an economic incentive

rationale and a political substitution rationale.
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The setting of a coalition contract between controlling shareholder, managers

and executives: How to mix incentive and political logics?

Introduction

The idea that managers, executives and employeek stvnership can become a tool in
optimizing the power of control by a dominant simaider is not new. The empirical analysis
of executive stock option plans or employee egowyership as a defense measure to keep
the control of a firm has been proposed in the é¢htates context by Dhillon and Ramirez
(1994) or Park and Song (1995) or in France by Bess (1997a). In analyzing stock option
or stock ownership plan mechanisms, the standaghtive theory considers, on one side, the
managers and/or the employees and, on the otresrtbiel shareholders considered as a whole
group. It seems more convenient to refer to theterce of a controlling group among the
shareholders (cf. La Porta et al., 2000). A sitratf a control is a documented empirical fact
in many European or Asian countries. This questionow addressed even in the United
States (Holderness, 2009). Appropriation of privaaefits of control is the consequence of a

situation of control.

Stock options and stock ownership plans are caegaf incentive contracts allowing
managers and executives to appropriate themselpast @f the economic profit of the firm.
Stock options are often viewed as limited to topnagers and are questioned as too
concentrated in the firm, particularly in Europeemuntries. The concentration of stock
options to top managers in Europe doesn't folloes American custom to diffuse options to
middle management and to executives in the firnthis paper, we focus on a stylized stock
ownership plan and its diffusion between two catiegoof beneficiaries: managers and
executives. The analysis will be developed on twibergnt dimensions: an economic
rationale of incentive and a political rationale aillusion between the initial controlling
shareholder and new partners to form a new comtgoljroup. Awarding stock ownership
plan can satisfy both logics, so their diffusiorfirms is doubly explained. We will introduce
the idea of leverage of control in the sense ofolitigal and economical rationale for

collusion. A new controlling group is politicallyearched by the initial controlling



shareholder for he/she can relatively reduce hisstment in the firm and still hold the bulk
of the political power. Furthermore, on the finataround, he will limit his wealth under-
diversification. The concept of “leverage of cofitimeans that the power is still in the hand
of the initial controlling shareholder, but he swrit with allied. He/she continues to
appropriate private benefit, but he has now toesltarThe economic incentive of managers
and others employee who may create more value keoadedged in a framework of
asymmetry of information as far as the controllgingireholder do not know exactly the future
gain in cash flow. Beside their economic logic n€antive and beside the desire of top
managers to entrench, the large diffusion of stawkstock options to others executives or
employees of the firm is explained by the existenfca “political” leverage. We consider that
the incentive hypothesis is true and that stimdlateanagers and executives will produce
some effort. The analysis takes into account thaarding new shares through stock
ownership plans (or stock option plans) impliedlatidn effect for the existing shareholders
and that sharing the power will also imply a shguah the private benefits of control.

We analyze the trade-off and complementarities etwthe economic logic of incentive and
the political logic of leverage of control. We shdlat stock ownership plans are a tool for
leverage of control in a political logic of collesi. The research of a leverage of control by
awarding new stocks takes place in a double lofjieconomic creation of value through
incentives and of substitution of the initial domuitt shareholder by managers and executives.
Respecting the global maintenance of control, bagics are strictly compatible and push in
the same direction. The sharing of the private fisnéen the new dominant group with
managers is a strong motivation for managers anploy®es to join the new controlling
group. We show that there is generally enough remmegotiate what is an implicit contract
of coalition. The large diffusion of stocks to othemategories of executives (or employees)
may still respect the coherence between the ecanamsentive logic and the political
substitution logic. Awarding employees with wealdfficient stock (option) plans finds a
“political” explanation. If the economic incentive globally strong at the executives’ level, a
positive leverage of control develops in favor bé tshareholders and both economic and
political logics converge. Nevertheless, even & #xecutives’ effort functions are weakly
productive, we show that a joint equilibrium islistiossible, but the dominant shareholder
will have then to consider a trade-off between eooic and political logics. In that sense,
this paper brings some explanation to largely g#fii stock option or stock ownership plans

and on the setting of an implicit coalition contrac



The paper is organized as follows. The first Sectioalyzes the literature crossing leverage
of control and stock option/stock ownership incemtplans. Section 2 gives the assumptions
of the model of stock awarding to employees; thedteection analyses the condition for
setting a coalition contract with the efficientlyinsulated managers. The fourth Section
enlarges the model by identifying two groups of agers and middle executives in the firm.

A conclusion draws the main results and pointslo@iperspectives.

1-Leverage of control: A review of literature

The leverage of control is the possibility for tbentrolling shareholder to lower his direct
participation in capital through a convergenceioéricial interest with other stakeholders in
the firm. The different mechanisms of incentive tcacts and financial contracts are the
background for negotiations that most often take fibrm of employees stock ownership
plans (ESOPs) or contracts of stock options. Theéo is an incentive mechanism which
implies an initial decision to buy shares. ESORsganerally offered to a large number of (or
all) employees. An institutional framework exists most countries where ownership plans
are encouraged and are tax deductible. For instancerance a new regulation allows a
discount in employees stock subscription up to 3%he share price, and the “Loi de

Modernisation Sociale” gives the employees a seéahea board as soon as their stock
ownership is above 3% of the capital. In the USeiOgt al. (2004) studied the breadth of
stock options plans through the firm’'s employeeimgishe Bureau of Labor statistics who
defines broad-based stock option plans as thosedadat least to 20% of the employees.
Considering a sample of stock options of any kiwdraled in 1999 in public or private firms,

52% of them were « Broad plans ». Looking only ablj firms the proportion of those

having implemented « Broad plans » in 1999 incre#sd 1.8%. The stock options awarded

to « non-executives » represented, at that tind8p4f the outstanding shares of these firms.

The importance of the leverage of control can baéedmed both through the issue of stock
options plans and employee stock ownership pldtigugh these two contracts are different.
The large diffusion of stock options is particadommon in the United States. The
systematic award of options plans to the managewifetite firm, but also to its executives
and employees, leads Hall et Murphy (2003) to deaxithat too many options are given to too



many people in a way that is not economically effit and is ignoring their real cost.

Considering the firms of the S&P 500 Index, thalktamount of stock options given to all the
employees was estimated to 141 billions USD in 2008e proportion awarded to the first
manager represents 4.2% of the grand total, tharded to the 5 others most important
managers is 5.3%. It results that 90.5% of thekstgptions issued in the US will benefit to

executives and employees. According to Hall and pflyr the executives and employees’
proportion has been increased from 85% of the,totahe years 1990, to more than 90% in
2002. The large diffusion of stock options in th firms is also figured out by the number of
employees who own stock options: there were lionilpeople in 1992, but the figure is

estimated between 7 and 10 millions in 2000

The potential equity shares involved by the exer@$ stock options plans are also very
important in the US context. They make the stockoogs holders an important player, both
effectively and potentially, in the ownership sture. Hall and Murphy (2003) outline the

importance of the average annual issued flow afkstptions issued by the all the firms from

the S&P 500 index, the S&P Mid-cap 400 index arel$&P small-cap 600 index during the
1993-2001 period. This figure is given in percestad the existing outstanding capital and
will strongly depend if firms belong to the so-eall“New economy” 5.76% or refer to the

“Old economy”. Even if we consider a firm belongitoya traditional sector of the economy
who issues annually 2.3% of its capital in stockays, a simple linearization over a 10 years
period will mean that 23% of his capital will potatly belong to the managers and the
employees. That share of capital is highly sigatficin the ownership and could modify the

structure of power within the firm.

Stock option plans should not be viewed as someepé&age of capital punctually given to
managers, other executives and employees. Stoakngptans are annually renewed and take
place in a long term perspective. More preciselg,kmow that resetting or replacing plans
were common when the situation of the firm doesimgirove or deteriorates, as it was in the
years 2000. A lot of stock options plans becama thery “out of the money” and were
considered to expire worthless. Resetting the ¢mmdi or canceling an existent plan can be
complex. New cumulative plans set at lower exerpisee will then appear to maintain the
incentive pressure and are stacked with the otl@msthe other hand, if the economic profit
of the firm increases, old stock options becometfim money” and new ones are given as a

reward and to maintain the incentive pressure. & fEsymmetric dynamic in stock options



time process should be underlined (cf. Yermack,71&9Ross, 2004). We therefore consider
that long term stacked and exercised stock optlanspwill lead to the issue of new stocks

and will have an ex ante dilutive effect.

It is easier to analyze employee direct stock oglmerin the context of a leverage of control.
The issuance of new stocks modifies the controlomngnership structure. It is pointed out in
France by Trebucq (2002) who shows that the redatweight of the first shareholders is
clearly less when a firm developed an employeekstemership (15.8% of the shares versus
41.0% for non family firms and 33.3% versus 46.16fsidering family firms). For non
family firms, the leverage of control can repres@s® of the initial stake of the dominant
shareholder. These empirical complementaritieshareholding support the hypothesis that

employee stock ownership cumulates itself withdta&e of the controlling shareholder.

The theoretical attempt to cross, on the one h#mel,economic logics of incentive and
creation of value, and, on the other hand, thetipalilogic of control, is relatively recent in
the literature. The “Law and Finance” approach wité important work of La Porta, Lopez
de Silanes, Shleifer and Vishny (1998) proposest $iet of answers. They point out that the
major agency conflict in the firm develops betwdlea@ dominant shareholder and the other
outside investors. The long-term logic for the nbaiance of control is the access to private
benefits; so control has an economic value (cfei®rl and Vishny, 1986, Zingales, 1995, La
Porta et al., 1999, Faccio and Lang, 2001, Dyck Andales, 2004). The given answers are
essentially legal ones: rules or regulations, dmartenforcement through outside control
authorities. This approach is based on an exogesrudisleterministic relation from the law to
finance. The political logic within the group ofrdeol, the mechanisms of inside regulation

through internal contracts and auto-regulationedfdviors are not privileged.

Since Jensen and Meckling (1976), the contractafira of the relationship between the
different stakeholders who contribute within thenfito the creation of value has been
highlighted. However, there are only a limited nemlof analyses on the relationship
between the control of the firm and the nature mplyees’ contracts. Garvey and Gaston
(1997), as Shleifer and Summers (1998), show th@keaover introduces a change in the
implicit contract between managers and employeesveider, these two studies are based on
the a priori idea that the ruling managers do havénterest in maintaining the labor contract

of the employees, and that the initiator of theetaler is interested in canceling it. Gorton and



Schmidt (2000) analyze the German context of coagament between employees and
shareholders, and Gilson and Roe (1999) the Japaoeg life employment system. Others
authors look at the situation of companies heldthgir employees (Hansmann, 1996).
Chemla et al. (2004) pay attention to the contactlauses of the agreements inside the
group of shareholders to maintain the control. @8&g<hose mentioned, there are only few
works on the political logic of substitution of seholder by executives using a leverage of

control which moreover is crossed with an econangentive approach.

The theory of incentive focuses on the optimal kéfonade by managers or employees in an
economic logic of shareholders’ value maximizatidhe literature is particularly developed,
with the introduction of asymmetry of informatiamsk aversion or more complex schemes of
payment. Holmstrom and Milgrom (1994) enlarge theentive analysis to workers of the
firm and introduced performance incentives and wskownership of assets. An approach
in term of joint equilibrium contracts makes thingsore complex if we introduce
asymmetries of information. The possibility of dution, when awarding discounted stock
options, is taken in account by shareholders whimaly set a contract aiming at creating an
additional cash flow resulting from the manageffnrs. Martin and Thomas (2003) show
that the positive relationship induced by stocki@mp turns negative for shareholders if we
take in account the dilutive consequences of masssues of stocks. Other forms of
incentive contracts are developed in the employeeksownership plans framework. For
instance, a model of optimal incentive contractsleseloped by Desbrieres (1997b) or La
Bruslerie and Deffains (2003). Heinrich (2000) ssek the incentive theory applied to
managers in a firm with a controlling group of sHalders. With an asymmetry of
information on the real effort function of the mgees, the existence of cost of monitoring

will condition the optimal percentage of ownershipthe controlling group.

The global hypothesis of incentive places itselficlear logic of economic optimization of
shareholders’ value. The crossed analysis on tletiae between the economic optimal
contracts and the “political” management of thetowrof the firm are relatively uncommon.

Pagano and Volpin (2002, 2005) analyze the rolengbloyees helping the controlling group
of shareholders in the context of a hostile takeoU&eir model refers to the incentive
contracts by looking at the possibility of setting long term protective labor contracts for the
employees or to award stock purchasing plans. Tdlsy acknowledge the existence of

private benefits of control and introduce the idéa white squire », i.e. employees become



allied to the managers and the controlling shaddrslto defend the firm under attack. Their
model takes in account an information asymmetry,itois developed only in a context of a
defense against a takeover threat. The positiveaom effects of the incentive contracts

awarded to the employees are explicitly ignoretheir model.

Only a few numbers of studies were devoted to tharged diffusion of stock options in the
firm, apart those privileging a given institutionapproach or a link with strategically
important events. Dunford et al. (2001) considext tit is not possible to set up a direct
relation between the employees’ individual perfange and the firm’s profitability. Few
employees (and all the more, shareholders who tesgeinformation) can see a direct link
between their efforts and the stock price movemanthie market. This encourages moral
hazard and opportunism in individual behaviors. €ioeaing a sample of executives in firms,
Dunford et al. show that the perception of a ditedt is positively related to the situation of
the executive in the hierarchy. High executivesmaoge involved and stimulated than others.
We find again the Hall and Murphy’s idea to linhetdiffusion of stock options plans to key
executives in the firm. Conversely, the theoriescWhare justifying enlarged stock options
plans result from human resources management ctsnddye first one states that the absence
of a direct link between the employees’ performaand the profitability of the firm is not
true in firms where there are team works and wloer®@peration is the norm. Individual
opportunist behaviors are then limited by sociaspure. This is particularly true in small
firms, in those employing people with a strong wndiial creation power and those in the
« New economy » and technology sectors. In the 8&il et al. (2002) identified firms
awarding stock options on broad basis plans, paatiy in the « New Economy*»They
show that broadening stock options to employeesahsigperior incentive effect and creates
more value. Another explanation for enlarged stopgion plans is the sorting and signaling
effects for employees outside the firm and wishiomgapply for a job. In the labor market,
employees identify the unambiguous signal of anviddal compensation scheme more
oriented toward performance. The firm will attrdlibse who are aware of their individual
ability and risk neutral (Oyer et al., 2004). Arthiexplanation for broad issues of stock
options is the retention hypothesis. Firms willdeio settle employees within the firm by

increasing for them the cost to leave (Oyer, 2003).

The managerial power hypothesis offers a new apprt@aunderstand the process leading to

jointly agreed stock option contract, which is rnibe optimal contract imposed by the



standard incentive theory that gives the bargaipioger to shareholders. The “managerial
power” approach of Bebchuk and Fried (2003) undeslithat the agents have enough power
to set their own pay. Choe ( 2003) or Ryan and \WWg@2004) emphasize the importance of
a bargaining process in designing the compensatibame in a firm. The “managerial power
approach” insists on the rent-seeking behavior ahagers. They interfere in the design of
their compensation schemes (Hall and Liebman, 1®8#8trand and Mullainathan, 2001,
Bebchuk et al., 2002; Jensen and Murphy, 2004). i@lea that an informal or implicit
negotiation process develops within a frameworkasymmetry of information has been
highlighted by Bebchuk and Fried (2003). Contrattisg mechanism has also been analyzed
by Choe (2003) or La Bruslerie and Deffains-Crap&308) with regard to the negotiation of
stock option plans plans. The managerial self-dgaliypothesis has been documented by
Sautner and Weber (2006). Considering Europeansfitimy show that firms with weak
corporate governance and powerful managers havgneeisstock option programs favorable

to executives.

Few papers cross the analysis of stock award to im@inagers and executives, on one side,
and the management of the controlling group, orother side. To set the way to a coalition
contract, we need to complete the traditional itigerntheory with a hypothesis of political
optimization. Our model of leverage of control deys in the context of economic rationale
for a dominant shareholder to give stocks to marsaged employees and to dilute his
investment. However, the diffusion of stocks to égpes, of which efforts are weakly
productive, has to be explained. Traditionally dfi@rt function of the managers is viewed as
more productive than the one of the other emplayEeis is due to the difficulty of setting a
direct link between the additional effort of a givexecutive or employee and the increase of

the whole profit of the firm.

2-The diffusion of stocks to incentivized employees

The model is developed in the context of the “ndirife of the firm without any particular
contest for the power while we explicitly take iocaunt the effect of incentive contracts in
the creation of economic value. The best stimutatibmanagers, executives and employees
is a traditional and permanent economic goal f& tontrolling shareholder, as well as
locking the “political” control over the firm. We amt to cross the economic legitimacy of



value-oriented decisions by the group of contrahviihe political logic of partial substitution
of the controlling shareholder by managers and @xezs. Collusion will help the enlarged
dominant group to preserve the rent of control. phssibility for a third party (as a hostile
raider) to break the collusion still exists betwesanagers and dominant shareholder as it
exists among a controlling group of shareholdegsc@nsidering the normal life of the firm,
this possibility is still an exogenous threat fbe tdominant group. We will analyze alliance
within the initial controlling shareholder by loolg at a partial substitution of the initial
shareholder by partners who are awarded new sthokgh an ownership plan. So, we start
by considering a situation where a dominant shddehalready has control over the firm.
Even if a possibility he/she can be challenged byird party exists before, the probability of

a takeover is not modified by the new structuréhefdominant controlling group.

The economic problem of the diffusion of stocksotlgh stock awarding plans (or stock
option plans) within the firm is the one of the ioml level of diffusion according the
different functions of efforts of the involved acdo The search of leverage in control by a
mechanism of substitution is simple: the contrgllghareholder aims at a lower concentration
of his wealth in the firm but still wants to exeseithe control through a “political” collusion
with new partners in the controlling group and veatat appropriate private benefits. From a
portfolio perspective, he/she will profit from attee diversification of his wealth because his
financial investment in the firm supports a specifsk premium due to concentration. The
released amount of cash can be invested with arlsttersification profit in the market. The
political desire of politically managing the corltiog group results first from a portfolio
motivation. That one is permanent; we do not neerkter to a specific threat of takeover.
Even if, for instance, a family group owns morentta0% of the capital, an interest in
opening the control exists to allow some membersakh their investment in the firm. The
controlling shareholder is supposed well settled. @Aconstraint, the setting of a coalition
contract with others future shareholders shouldleatl to the loss of control by the new
controlling group. Maintenance of control by a restured group of shareholders is
necessary to avoid a possible takeover. Managiagcthiusion, the dominant shareholder
seeks to preserve the larger part of his privateetiis while lowering his financial
participation through leverage of control. The agptcof leverage of control means that this
goal is achieved costlessly if stock ownership g&resn the controlling shareholder to
managers and employees forming a coalition with.hithe alliance with managers or

executives into an enlarged group of control ingplelaring the private benefits and more
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globally implies the negotiation of an implicit d@n contract. The demand for maintenance
of control and political collusion by the controllj shareholder is well explained by the
existence of private benefits. We have to justifipassible offer of political alliance by
managers and others executives. They are intergstbd possibility to share a part of these
private benefits and to “entrench”. If nothing madien a stock ownership is offered,
managers and others executives will act as simytlede shareholders and not become allied
of the dominant shareholder. Moreover, sufferirmgrfrconcentration of both their human and
financial capital in the firm, they will ask a bettreward and/or a part of the private benefits.

We will identify the sharing of private benefitsasariable of the model.

Here, the executives or the employees who are adastbcks are considered as allied with
the dominant shareholder. The offer of politicallegsion by the controlling shareholder
meets a demand of collusion by the managers/exesutiWe consider that stimulated
managers will become members of the group of cbriltas is usual in private firms where
managers and shareholders belong to the same fgroilyp. It will also happen anywhere if
only a fraction of the private benefits is givertlie new comers in the controlling group. This
will explain why they become allied, but not whyeyhstay allied. Once the shares are issued,
we do take into account the mechanisms of sharrgg grivate benefits between the
controlling shareholder and the new member of tirgrolling block. That situation will raise
problem of jointly agreed sharing of the privatenéiés of control. We do not consider the
problem of stability of the coalition although tequilibrium may be unstable because the
sharing of private benefit in an implicit coalitiocontract will explain the rationale for
colluding. The long term loyalty of the new membe@fsthe controlling group may be
problematic if a takeover bid arises and partidyldirthe bid price is attractive. However, we
consider that the appropriation rate by the coliigplgroup is a perpetuity; it is supposed
exogenous. It is constrained by the institutiomal kegal environment aiming at protecting, or
not, private investors. In coalition with managarsl executives, these private benefits are
shared within the new controlling group. The negjetil percentage represents the fraction

of private benefits retained by the initial conliraj shareholder.

It is then interesting to set up incentive mechasiseither stock option plans, or employee
stock ownership plans. These two contracts areréifit. The first one does not imply an
initial cash-flow paid by the beneficiaries andaigure purchase options. Stock ownership

plans entail an initial purchase, often with a distted price and a subsidy by the employer
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or the government. This cash flow has to be reiteees the firm projects. We need then a
supplementary inside information on the returnhef investment projects. On the other side,
stock options are only potential stocks without tlegal rights linked to ownership,
particularly the right to vote. These options cawaver be immediately transformed in
stocks generally after waiting some period of firwe choose hereafter to develop a stylized
firm and a stylized contract in a single period mlodAmong the employees of the firm, we
consider only two categories of involved actors:nagers (subscript top managers) and
executives (subscript: middle management). Each group is composed withdgeneous
individuals with identical effort functions expr@sg their capacity to create an additional
cash flow. We define(W) as the raw cash flow gain directly produced l®/¢bntract design
that at equilibrium induces a wealth \of for the manager(executiveJheir effort functions
g(.) are strictly increasing with their marginal wbaesulting from the awarded stocks. These
functions are different between the two stakehaldgoups. The individual efforts will result
in a perpetual increask ) in the economic cash flow. What matters herehigt the
distribution of new shares gives immediate votirghts or easily exercisable voting rights,
rebalancing effectively the ownership structure.atVimports also is that, at the same time,
the setting of the contract develops an immediegation of value through an effort function.
We consider a stock awarding plan in a one penmachéwork. We do not want the initial
cash-flow payment of the stocks to appear becawseuld question the internal rate of return
of new investment projects in the firm. Here, acktawarding plan leads to the issuance of
new stocks belonging to managers and executivesase of stock options, the dominant
shareholder considers that the exercise of theomptis certain and considers the new
structure of ownership. The stock awarding plan loarviewed as a stylized stock purchase
plan or stock option plan. It corresponds to alsma@nership plan with either a null purchase
price or a long-term deferred payment if the pusehgrice is not zefolt corresponds also to
a stock options contract, the exercise of whichassidered as certain and immediate. The
stock option contract, where the exercise is agriaiin fact equivalent to a stock ownership
plan with no initial cash flow. For instance, tldsthe case if the stock options are set with a
null exercise price or if stock options are imméelya exercisable but with a deferred
payment of the exercise price. This stylized geneontract is called stock awarding plan and
covers features of both stock ownership and stptiors pland

We set:

Xo. economic profit of the firm (supposed to be peaunjig}

12



r: risk adjusted valuation rate used by the contrglshareholders. It may be greater than the
risk adjusted cost of capital in the market becaidgbeir wealth under-diversification.

W, Wi, W; :respectively, managers, middle executive androbimgy shareholder s’ wealth

N: initial number of shares

ki, kn: number of new shares created, respectively, fanagers and middle executives,
expressed in percentage of the existing numbenarkes

fi, fne individual cash flow gain resulting from an inglual effort by, respectively, a manager
and a middle executive

N, Nm: Numbers of managers and executives involvedderitive contracts

a: share of capital belonging to the initially cailing shareholder

s: share of the economic profit directly appropriaby the controlling group.

/. part of the private benefits retained by theahitontrolling investors. Managers and others

executives will receive (1)}% of the private benefits.

We introduce an asymmetry of information: the colfitg shareholder does not know with
certainty the shape of the individual effort functiof the managers and the executives and
the resulting increase in cash flow. Individualoef$ results in an increase in cash floal)
ensuing from stimulated managers or executives. Jlbpe of effort functions of both
managers and executives will depend on the utility of thadditional wealth, her@/. Their
utility is strictly increasing with wealth and tineffort too. Increases in cash flow come from
best efforts, productivity improvement or bettecid®ns. However, economic uncertainty
makes the size of the increase in cash flow noérdenistic but uncertain even to the
managers and executives. They are risk aversdtingséheir equilibrium effort because they
bear an economic uncertainty on the final proditgtivutput of their best efforts. We have:

8() =BW,,) = eW,, ) +&,, (1)
with en; @ white noise with standard deviatief. We stipulate that the incentive result, i.e.
the individual gain of cash flow(.) is increasing with wealth (may be at a decreagace).
The firm profits from an increase in cash-flow lsupports some new costs. The managers’
efforts are less and less productive, monitoringtc@ppears. The cost functionc(s). The
cash-flow increase is a function of both the indal effort function and a cost function
linked to the manager(executive)’s increase in theasuch thatf() = &) — c(.). Any
functional formf(.) may be a good candidate, but we want an incenfptienam to exist from

the shareholder’s point of view. It leads to animmpt economic incentive of managers and
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executives whose action converges to the optimaitefeffort. This individual increase cash
flow shows a maximum which means that at a cegaint the incentive efforts are balanced
by negative externalities. The negative cost famcits usually set quadratic in the literature.
What is important is not the level, but the slopehe cash flow gain functiof(.) and many
functional form could have been accepted leadirtfjeacondition of a finit&V+°. For a given
wealth incentiveW, the gain of cash flow is assumed to be higherafonanager than for a

middle executivef> f,,.

The exercise of the option or stock purchase withlaprice is certain from the beneficiaries’
point of view. The stimulated managers and exeestivave superior information to set their
effort considering. The outcome of their decisisncertain and they are risk averse because
of the uncertainty on their other economic choi®®s.consider that the exercise is immediate
at the inception of the plan. From the controllgi@reholder’s side, risk aversion should also
be taken in account because he/she faces an uncgaia in cash flow resulting from the
effort functions of the managers or the executiMsreover, he does not know the effort
function which is personal and private informatiminthe managers and the executives and
can only forecast it, and the induced monitoringtspwith error. The risk here is to guess
how much managers are incentivized in a situatioasgmmetry of information. It is linked
with the unknown slope of the incentive functiorecBuse the later are insiders in the firm
they know how much their effort will increase thash-flow. In our model, the only
uncertainty that the initial controlling sharehaldaces is the exact amount of gains in cash
flows. The risk-averse initial controlling sharethe@t only knows with imperfection that effort
function. His own optimization calculus is based ariorecasted cash flow gafi(.). He
guesses it with a larger random noigse o We suppose that both controlling shareholder
and managers have an exponential utility functiomigk aversion coefficient):

U(W)=1 - exp(zW) (2)

3-The setting of a collation with managers

In this section, we consider that new stocks ahg awarded to managers.

1) Situation of the controlling shareholder

We start from an initial situation of control byetllominant shareholder who has a stake of
the capital that is the minimum stake of capitatemtrol the firm,ao™°. There arek.N new
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shares issued toward the managers and the initalyrolling shareholder hasN shares.
The initial stake has to be optimized. We wanthow the new optimal participation rad&

for the dominant shareholder after the issue ofstioek option plan. Then, considering the
new controlling group composed by the dominant ef@ider and the managers, the held
share of capital will be(a+tk;)/(1+k;). The initially controlling shareholder forecastset
unknown individual gain of effot* made by each manager with a random neigéis one

has a zero mean and a standard deviation,

LO=f*O+E 3)
The expected value of the individual expected cieW is then unbiasedE(e)=0. The

XS+ a,X,(L-9)

dominant shareholder’s wealth before the stock divgrplan is:W, =
r

After awarding stocks, the controlling shareholtleids a new stake which need to be
optimized. This new stake generates profit whictisaiw the fractiorl of private benefits he
appropriates. His/her wealth also increased beche&he sold a fractiormd-a) of his/her

initial stake just before awarding new stocks tonagers®. It becomes:

e otnf)st @ (X +nf)a-9) , (@ -a)X,A-9)
¢ r @+k) r r

(4)
His gain compared with his initial wealth is:
G =
d+k)r

The dominant shareholder is risk averse and corssithee certainty equivaler@E of his

[nEs1@+k) - Xos0-A)A+k) -aX,@- 9k +an F.a-9] ()

uncertain increase in wealth:
1 {nt f*(sA@+k) +a@d-9))

TR [~ XS@-)A+K) - aX, @- 9k, ©
1 [sha+k)+a@-9f - ,

5 2.2 n -o.

2 @+k)°r

A participation constraint (PC) should be set fog tontrolling shareholder. It outlines that
he/she is involved only if a net creation of vak@mmpensates the dilution of the economic
cash flow and the risk they suffer. The conditiamx &n additional certainty equivalent
positive value results from (6). The expected gaircash-flow ensuing from managers’

efforts should respect the condition:

(x5 Xo(SL-A)Atk) +al-9k) 1 sAQrk)+ad-s) ;.
sid+k)+al-9) 2 @+k)r

(PC1)
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This condition collapses inta, f,* >k, X, +1 2o only if sis null, i.e. if there is

_a .
2”a+Ky

no private appropriation.

Looking at relation (6) and setting tkE derivative versus to zero in order to set the first

order condition, we get the optimal ownership far tominant shareholder:

1 kX, =i o
pn’ol(l-s)

The derivative of the optimal ownership for the doamt shareholder (i.e. eq. 7) verdus

a* =

@+k)r 7)

shows a possible substitution in capital betweerctintrolling shareholder and the managers:

da*
dk

The sign of (8) is a priori undetermined. Threemerof (8) out of four are negative.

= sg{— 2k Xy + (N f * =Xo) = S/l(%jmzaf} (8)

Compared with a situation without private benefits remark that the sign of (8) is less
negative because the last term between brackeishesn Moreover, in most cases, the size of
the current economic profiX, compared to the additional cash-flawii* lets envisage a
negative sign. The variable® is a quadratic function . It gives the locus of ownership
rates from the dominant shareholder according fening of capital to the managers. The
equation (7) has two roots in the plakeof). One is negativekE-1) and is meaningless. The

other root isk =[ntft* —s/l[ﬂ,untzaf}/xo; it gives a positive intercept on the x-axis. We

eliminate possibilities such that, f,* <s/1(£j,untzafk. The curveo* shows a maximum
r

value at poink =n f, * =X, — sA(ij,unfaf/ZXo :

For stock awarding plans of which gains of effore aelatively low compared to the
economic profit of the firm (i.e. giving a negatiggn to equation (8), or more largely if
nfi*<X ), the relation betweedsr* and K is strictly decreasing. We are in an ecordogic of
substitution of the controlling shareholder by ngera. The more the dominant shareholder
opens the firm’s capital, the more he suffers faboertain dilution of the economic profit and

the more he is exposed to the risk of an unceftdime profitability because he forecasts with
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noise a more important part of the future globahciow. The dominant shareholder is then

led to reduce his participation.

From equation (7), for k=0, and after some manipulation, we get:
L0 _ fo*r sA

= 5 - . In the same way, for «=0, we have:
o, @d-s) -9

k:[qft*—s/}[ijmzaf}/xo. In this last situation, the initially controllinghareholder

disappears. Then managers have a share of cappakrcentage relatively td that is lower
or equal to the ratio of the gain in cash flow proed by their effort divided by the current
economic profit of the firm. Looking at figure he incentive curve AC of the optimal stock

awarding plans is decreasing between the point et by o*° and the point C where

k:qft*—s)l(ﬂmzaf/xo.

Proposition 1 : For the sufficient conditiogi*<X o(1+2k;), the derivativada/dk is negative.

It means that setting an optimal incentive for nggama leads to a negative relation between
the optimal share of capital held by the initialigminant shareholder and the share of capital
issued toward the managers. This negative relatithmnitiate an economic logic of incentive
allowing a substitution effect of capital ownershipthin the controlling group. Ceteris
paribus, a context of appropriation of private Ber®y the controlling shareholder will help
to makeda/dk more negative (see eq. 8). It adds an economig/atian to a substitution in

stock ownership between colluding parties.

If we can identify a rationale of substitution ihet firm’'s capital between dominant
shareholders and managers, does that economicrfagt the political logic of control? The
reduction of the under-diversification cost for tantrolling shareholder and the perspective
of sharing a part of the private benefits for tlevrshareholders may explain a rationale of
substitution in the capital held by the dominard@rsholder with the shares awarded to the
managers. Then, we are in a setting of a politodlusion with well-stimulated managers
who become members of the controlling group. Thetrobd will be maintained by a group
composed with the dominant shareholder and waetitddited managers becoming
shareholders through a stock awarding plan. Theiton for control (CC) is that a decrease
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of the sharex of the dominant investor should not entail a loksontrol by the controlling
group, knowing that the initial control threshodp:

a* +k,

1+k,

>aq,

That condition results in a negatively sloped hiledining a sub-space in the plake):

o* > ap- k(1 - ap) (CCL
A “condition of control” is introduced in the modekpressing a relationship between the
share of capital belonging to the initial contnogjishareholder and the number of new shares
created by the ownership plan, where the levelooftrol remains constant. This defines an
“iso-control” border line. The line corresponding & coalition setting and a shared control
situation; it cuts the x-axis at poing/(1-ao) and the y-axis at pointy. Equation (7) gives a
decreasing curve (1) in the plafle «*) which corresponds to the locus of economically
optimal stock awarding plans. Incentive effects @escribed as an “iso-wealth” line for the
controlling shareholder in the space of ownershigwras of controlling shareholders and size

of the ownership plan.

We will consider four cases. In the first two wensimler situations where the initial control
threshold is above the actual stake of capital Wwhis economically justified:
f.xr si
a, > 5 - .
:unto-c (1_ S) (1_ S)

The stake of capital of the initial controllingaseholder is set

equal toap. That starting situation does clearly lead to tlgven economically rationale of
managers’ incentive by opening the capital withpalitical alliance. The opening of capital
may nevertheless bring interesting perspectivadafge substitution effect develops in a new
coalition group and if a double economic and paditijustification appears at some point.
This is not always the case. In the last two casesgonsider that the reverse is true @eg.
below the initial starting point to develop econoally an incentive), it means that the stake
of the initial controlling shareholder is not iself enough to initiate a rationale of economic
incentive. He should consider at the same time diwgrshares to managers in a rationale of
political alliance. The four different cases atestrated in figure 1 and explained below.

a) If, at the same timeﬁ >nf* —s)l(rlj,untzaf/xo, the line of control (a) is

above the curve of optimal economic incentive staalarding contract (1). The

political logic of holding control precludes to lewtoo much the stake of capital
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b)

d)

held by the new shareholder coalition. There argond economic and political

solutions.

f a,> f*r A Loa)<ntft*—s/](:jluntzaf/xo, the line of
— U

5 - and
mo;1-s) (-9 @
control (b) also cuts the curve of stock awardipgal plans. Only the segment
EC corresponds to the admissible choices. This eagnmplies everywhere a
partial substitution of the dominant shareholdetthy managers in the controlling
group.

ft2 r_ si and 9o
MO, (1_ S) (1_ S) (1_ ao)

control (c) cuts the curve of the stock option wti plans. The domain of the

If a,<

>n[ft*—s/1(:rljmzaf/xo, the line of

incentive stock options is limited first to the segnt AD of the curve. A choice
taken on the segment DC does not allow satisfylirggcondition of joint control.
The segment AB may mean an increase of ownershtheogominant shareholder
if his initial stake was set at the rational limftthe iso-control linego. His goal is

to reduce his financial participation; so the adihie choices are given by the

segment BD.
f*r s a 1 2 2 .
If a,< t - and O _>nf *-—sl| = o’ /X, , the line of
°noil-s) (-9 d-a,) h (rjm / °

control (d) is always below the iso-wealth contractrve (1). Any optimally
incentive solutions are then compatible with thentesmance of a joint control. The
optimal incentive of the managers is certain far ¥alues ok located between 0
and the limit point C. Considering the AB segmeinturve, the couple of values of
the choice between the opening of the capital dmed stake of the dominant
shareholder implies an ownership abaxe It would mean an increase of his
financial investment in the firm. Conversely, a iceoon the segment BC entails a
decrease in the participation of the initial coliing shareholder in the firm’s

capital.
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Initial control stake
case (a) and (b)

Initial control stake
case (c) and (d)

v
=~

Figure 1 — Logic of substitution between dominstmareholder and managers

Considered from the dominant shareholder’'s pointiefv, it may exist admissible choices
compatible with the maintenance of contrakgkA or if ag/(1-00)<C (insuring we are in case
(b), (c) or (d)). The respect of one of these ctowls is easy ibx is low and/or ife* is high
which means a highly productive function of effdrhe systematic evidence of a substitution
corresponds to the case (d), which means the fjeggect of the two inequalities > A and
ao/(1-ap) < C. We remark that the joint satisfaction is madeyeeth a high value fon;, what

means a high diffusion of stock options among nememanagers.

Proposition 2: The distribution of new stocks tgraup of optimally incentivized managers
(see proposition 1) leads to a partial substitutbthe dominant shareholder by the formers
in the controlling group. There are cases (casgs(¢p or (d) in the above developments)
where the two logics of economic incentive and tpal collusion between the dominant

shareholder and the managers are strictly coharehgo in the same direction.

2) Managers’ wealth after granting stock options

The global wealth of the managers cumulates agiativate benefits and a stake of capital
taking into account an increase in the issued nurabshares. They value the perpetuities
using the same discounting rate that the contmplimareholdéf:
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W =(xo+nf(q»s<1—4)+( k j(xo+nf(q»(1—s) ©)
r (1+k) r

The managers are risk averse and consider theintgriequivalentCE of their uncertain

increase in wealth with a noise

CE, =é{5(1"‘t)+(1+th)j(1‘s)}+w&(l_“ ( k‘kt)j( - )}

2 _{Sa_ ) (aktkt)](_s)}

The condition for an additional certainty equivalgrositive value results from (6). The

(10)

N

managers want to maximize their wealth. They shoplkimize their individual effort and set

dEG/d(1-1) to zero. Thus from (10) the optimal sharing of pnizate benefit for the mangers

><

o

+

;

*
N\;
- 1
/_\

,?\‘
f

j( - 35j|0t2
L-A)* = (11)

We see from (11) that (&)} has an inverse relationship wit}®. In the managers’ demand
curve a trade-off appears between awarding staott®njoying a part of private benefits. We
are in a joint political/economical contract. Nagbhg their participation to the new
coalition, the managers will ask for a share ofgme benefits. This parameter is free and
depends on the power relationship. In the mandgaiaer approach (Bebchuk et al., 2003)
managers will also ask for a certain stake of ehpiThere exist an infinity of optimal
contracts from their point of view in the plarie {) given by the curve (11). Private benefit
will help an increasing curve to emerge. For marggewould mean a trade-off relationship
between the part of private benefits they earn ftmionging to the new controlling group
and the stake of awarded capital. Equation (11)heae no admissible solution ferWe will

hereafter suppose an optimal solutipriocus exists which is admissible for the manaders

3) Sharing the private benefits and coalition cacttr

A joint contract between managers and the initadtmlling shareholder to collude in a new
controlling group is designed through the two Valeak andA. From (7), we get the derivate
of a* with regard to the shared part of private benképt by the initial controlling

shareholder:
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da* __s@+k) _,
dA 1-9)

The percentage of capital withheld by the initiahttolling shareholder decreases if the part

(12)

of private benefits he/she appropriates himseathgortant. This is a strong incentive to lower
his participation stake (reducing the over-investmaf his wealth in the firm) and, at the
same type, by asking to be paid relatively morehvpitivate benefits. The optimal private
benefits sharing in the coalition from the init&dareholder point of view is:

dCE_ 1 A+ k)2 +a - 9sa+k)| » ,
= f*s@+k)|—
O @ wr sk a O ot (13)
The first order condition is:
= f*r a@d-s (14)

nals  s+k)
So, sgni* :sgr(ft* r @+ k) —a'(l—s),untaf). Looking at the derivatives, we get*/dk>0
and di*/ds>0. It means that the initial controlling sharelelds willing to exchange an
important share of capital with managers if he/stie get a higher share of private benefits.
The negotiation between the managers and the limtiatrolling shareholders defines a

contract of coalition sharing private benefits atedining the relative percentage within the

new controlling group.

Finding equilibrium in the coalition group relies the design of a three variables set: the
share of capital held by the initial controllingaséholder,a, their appropriated fraction of
private benefits/, and the awarded share of capikalThe initial controlling shareholder
contract setting follows both equations (7) and).(He/she has a non biased but uncertain
view of the individual new cash flow resulting frothe incentivized managers;*. The
optimal contract curve for managers is given bwtreh (11). The later does not referop

which is not their problem. It defines an incregstarve in thek, 1) plane.

For a giveru* value, the initial shareholder curve is increasifige two curves (11) and (14)
converge to different values &sncreases and have positive slopes. So they ara$slefine

a unique joint equilibrium coalition contract. Tetgan admissible solution the contract terms
should correspond to values obetween 0 and 100% and to “reasonable” value&.fave
call kmax the maximum issue of new shares admissible foirthi@al shareholder’'s point of

view. He/she accepts to form a coalition but nobéodiluted in the new controlling group.
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The ratio of his participation in/(a+k). He/she has a limited target value koiFor instance
if he wants to remain a major player in the caatithe will setk,.=a. We define a rectangle
of admissible values in thé,(1) plane. If the two contract curves cross in theniadible
values surface, the setting of an optimal coalittomtract is straightforward (see figure 2,

Dominant shareholder-case a curve).

anagers

Dominant shareholder case b
100%

ominant shareholder case a

>k
kmax

Figure 2 — Setting of the coalition contract

If the two curves cross outside the admissibletgnis rectangle (case (b) in Figure 2), the
solution of a coalition contract is unstable orentain. Incentive may be awarded but no cake
sharing is proposed in a new controlling group.pdditical coalition alliance is agreed. The
solution by definition should be located on the agers’ curve fEf* in the dominant
shareholder’s problem). If the curves cross outfiiderectangle, a corner solution will hold
with A=1 (i.e. no private benefits given to managers) toedcorresponding (on managers’
curve) k offered for incentive reasons. This solution is cutbmal for the dominant
shareholder. A stability problem may aris&qfxwere so low that the correspondihgn the
managers’ curve is lower than 1. In this case @hgel shareholder can propose a contract with
(kmax » 4 (kmay) belonging to the managers’ curve (i.e. choosepttiat where the difference
between the two curves is minimized). Obviouslyh& large shareholder is in control of
private benefits and is in the position of exclgdithe managers from enjoying them, a
commitment problem arises becausek.al, his preferred is higher tham(knay). But this
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will also destroy incentivéd Case (b) is economically suboptimal either fa tominant
shareholder or the managers.

A convergence is possible within the admissibleéaregle through a joint negotiation process.
The solution is in the hand of the managers who giag insurances and deliver private
information. Asymmetry of information between tlveot parties results in a white noise for
the shareholder who have only a guissf the increase in value resulting from the incant

If the managers gives trustable information erthe standard deviatiot. will lower and
consecutively the initial shareholder’'s equilibriulationship (14) moves down and may
cross equation (11) (see Dominant shareholder{gcaseve in figure 2). The solution is also
in the hand of the dominant shareholder who cay ptathe variable, i.e. the number of
managers who are awarded stocks. If the initiadgirg point is abovknay it is possible to
limit the number of “happy fews” managers. The ngara’ curve will then move to the left
and may cross within the admissible rectangle gwlat A negotiation process may develop
which results in a delivery of private informati@nd/or a political management of the

coalition group by setting its size.

This negotiation process within the coalition résuh an agreed sharing of the private
benefits,/*. We remark that the sharing rule has absolutelyeagon to follow the relative
shareholding proportion. A proportional sharing Womeani*=a/(a+Kk), i.e. private benefit
are shared according the relative proportion ofreshan the new dominant group. This
proportional sharing rule, if followed, would ovetdrmine the problem and may results in no
optimal joint solution. We see that the existentprivate benefits make thing easier to agree
an optimal leverage of control. Without any privdienefits, the optimal capital stake
accepted by managers reduces to an optimal econooaintive problem without any reason
for the coalition to remain stable. In a framewaoikprivate benefits, an optimal economic
incentive of managers and a substitution of ownprsha new controlling group will result
in joint optimal values to share the private betsedind to set the percentage of newly issued

capital. This defines a coalition contract.
Proposition 3: A process of negotiation based an dblivery of private information by

managers and/or a political management of thediziee new controlling group may lead to

converge to a unique and joint coalition contract.
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Proposition 4: Compared with a situation withouivare benefits, the sharing of private
benefits in a coalition contract between an initahtrolling shareholder and stock awarded
managers makes easier the existence of joint amulestoalition equilibrium and helps

developing an economical and political logic ofdeage of control.

4-The setting of a coalition with managers and executives

The previous results can be extended if anotharpyad employees, for instance executives,
can be economically incentivized and may join a kewntrolling group.

1) General framework

We begin by analyzing the general framework of ani@ant shareholder looking for
collusion with two groups of stimulated employeéis wealth resulting from the joint

distribution of stocks to top managetsgnd to middle executivesy is:

Wi = Xo tnf+nfsd, @ X f 4N, T)A-9) | (@-a)X,(1-9)
¢ r a+k +k.) r r

(15)
The increase of wealth compared with the initialation before the two stock awarding plans
IS :
G o1 [(irnTsi@ek+ko) - Xs@-Nrk k)] o

A+k +ko)r| —aX,@-s)(k +k,)+a(nf +n,f)L-9)

Considered from the dominant shareholder’s pointieiv, the uncertainties resulting from
the individual gains of effort from managers ance@xives are supposed identical and
perfectly correlated. This hypothesis avoids separating the random sejsnd the standard
deviation¢; resulting from the individual gains of effort, Witegard to the two categories of
actors. The certainty equivalent of the increaseweflth for the dominant shareholder

depends on his uncertain information:

ce=_ 1 |(n foxn, £ (sA.0+k +k,) +a(l-9))
@k + k| = XA )L+ K + k) - aX, @-9)(k +k,)

1 [sA@+k +k) +a@-9f
2T ek k)

(17)
(n+n,)0?
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We find again a participation condition of creatminvalue, which insures a global incentive
from the controlling shareholders to issue a sekrding plan.
Xo(s.@=A)A+k +k,) +a@-s)(k +k,))

sA.@+k +k,)+ald-9)

1 SAQ+k +k )+a(l-s) 2 2
e b UL

nf*+n, f.*>
(PC2)

That incentive constraint is weaker than the orsricked to managers (PC1). It allows
getting, on the one hand, a large creation of vatuie latter’s level and, on the other hand,
weakly productive stocks awarding plans at the ettees’ level. What is important is the
global incentive constraint (PC2) to be satisfi€llis condition is satisfied, for instance, even
if (nmfm* - knXo) IS negative. This corresponds to the net differdretveen the value added
by the executives in the cash-flow (which may ebennegative) and the dilution of the
economic initial profit due to the stake of capié@barded to executives. Poorly stimulated,
weakly efficient and/or very numerous middle examg can be awarded a relatively
important number of stocks compared to their cbotion to the creation of cash flow. It can
happen in situation where managers have a vergiaifi effort function and are very

productive in term of additional cash flow.

By setting to zero the derivative of equation (iwvjh regard toa, we get the optimal

participation rate for the dominant shareholdegrafisuing the two stock awarding plans:

(V1) = (k k)X -1t #n, )
pn +n,)°og (1-s)

The sign of the derivative af* with regard to the global awarded percentage pftala

(kitKp), is:

i :ti_*km) . sg{— 2K, + k) Xo + (1 F % 40 % =Xo) - szl[%ju(nt + nm)zaf} (19)

The sign of the relation (19) stays negative if th&l gain of cash flow is lower than the

a* =

L+k +ky)r (18)

magnitude of the three other terms of the RHS 6j Ebr instance, a total gain of cash flow
lower than the initial economic profit of the firfi.e. (nfi*+nf*)<Xo) is a sufficient
condition to insure a negative relation between steke of capital to newcomers in the
controlling group and the participation of the imliyy controlling shareholder. The
substitution betweer: and (k+kn) gives a decreasing curve for the optimal economic

contracts in the plang, a*), wherek is now the total fraction of capital awarded tahoo
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managers and executives. This curve intercepts thaxis at the value
(k +Kk.) :{n[ f*+n f * —sA(lj,u(n[ + nm)zaf}/xo. It is located more on the right in the
r

plane k, ) compared to the situation where the stock opptan was restricted only to
managers (iffn(.) is positive, i.e. if the efforts made by theeeutives are at the least

productive).

The intercept with the y-axis is located at:
o _ (nf*+n f *)r. sA
(t)+m_ ALt 2 _2 ) - (20)
p(n +n)?o?@-9) (@-9)
If we compare with the intercept in the situatidnstock plans only limited to managers,
£0 (nf*.r. s/
Y oun)’ot.d-s) (@-9)

we can see thato*%., is located below a*°.

Remembering the hypothedjsf,, we obtain:
(nf*+n f *)r <(n[ft*+nmft*)r _ f.*r
pn+n)o; o p(no+n)o; p(n+n)o;
For non zero values of,, we have:
fo*r fo*r
<
M +n)og  pno;

As a consequence, the curve of incentive stock@nguplans enlarged to both managers and

executives always cuts that one only limited to aggns (for positivéy(.)). We show that a

substitution in ownership between the dominantedi@der and executives is effective with
enlarged stock awarding plans if the sign of equa{il9) is negative. Nevertheless, the
economic optimal substitution is less effective foore widely distributed plans. The
incentive gains are marginally lowei,€f;) and dilution on a larger number of stocks is
certain. Moreover, the dominant shareholder is sggddo a more important estimation risk
on the future additional cash flow: the uncertaioty the gains of effort resulting from

managers and executives cumulates. It followsttiaslope of the curve (18) of the optimal

stock awarding plans is weaker in the pléne*).
In the context of collusion between the dominamtreholder and, on the other side, managers

and executives in a controlling group, the condifior maintaining the control (CC) is:
o* > ao- (ketkm).(1-a0) (CC2)
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This inequality gives a border line which positionthe plane(k+kny, o*) is unchanged
compared with the alliance with only managers. difference is that the former opening of
the capital offered to only managers is now spétween managers and executives. The
maximum value of the opening rate of the capig(1-co) will now limit the number of
stocks awarded to both managers and executivesre=i§ shows the new situation of a
substitution which, at the same time, is econoryicgtimulating and maintains a control on
the firm. The shift of the upper part of the cubadow the line of control is a direct function
of the diffusion of stocks to the executives, Such a situation leads to a systematic
substitution of ownership in the controlling growpere both the economic logic of incentive
and a political leverage of control act in the sadieection for the initial dominant
shareholder. The enlarged possibilities of choafesptimal stock options plans is given by
the segment AB which replaces the segment CD ofcthree of choices only limited to
managers. This extension gives more discretionavyep to the dominant shareholder. It is
allowed by the existence of positive gains of dffstom executives f{>0) and by the
distribution of options to many stimulated peopgteom the dominant shareholder’s point of
view, the logic of a large substitution in ownepshbth allows the maintenance of the control

and can be economically efficient.

We remember that the optimal incentive of managatsexecutives needs also to satisfy two
demand equations similar to (11) which expresssir@léo get stocks and to participate in the
capital. The solutiotfk-+k,)°™ has an higher value than the share of capitaldalsiiehe only

managersk’™

. The final joint equilibrium is more on the lefhc corresponds to a larger
diffusion of capital to executives and thereforeaitogic of substitution, to a lower share of

direct ownership* by the dominant shareholder.
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Figure 3 — Substitution equilibrium with stock apts limited to managers and opened to

managers and executives

Proposition 5: The search of an economic equiltbriwith a set of globally efficiently
incentivized employees in the firm can be totalympatible with a logic of substitution of
ownership in a controlling group even if an enlargategory of beneficiaries whose efforts

are weakly productive is involved.

2) Case of executives with inefficient effort fuiocts

Is there an economic logic to diffuse stock optienen if the beneficiaries cannot produce
any additional cash flow? This question does nfarrenly to the situation of non-stimulated
executives whose effort function is null, but ateothe problem of non-observable effort
functions. The difficulty, for the controlling stedrolder when setting stock awarding plans, is
to make a link between the distribution of stockd ¢he additional cash flow resulting from
the effort of the beneficiaries. If the effort fuion is not observable, the situation viewed for
the controlling shareholder is the same as if #reekiciaries are inefficient.

Here we suppose that, on the average, the domshanéholder knows that the efforts made
by the middle executives are not productive (or oloservable) E[f,(.)]=0. Maybe some
executives can be effectively stimulated and cadyce an additional individual cash flow,
others are not, and some will entrench because itndividual behavior is not observable.
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The average is null. For the dominant shareholther individual uncertainty remains with a
standard deviatiow, around the null expected individual cash flow. Bmareholders, when
enlarging a stock awarding plan to executives,the® in a situation where their marginal
gain is zero, although they support a risk of eatiom and a certain dilution. The previous
conclusions should be modified because it is nosnemically useless to set up an enlarged
stock awarding plan. The whole curve of incentiteck plans moves downward. The
intercept with the x-axis remains identical to tree of the situation of stock awarding plans

restricted to only managers, sdk, +k.) =[nt f* —s/l[:j,u.(nt + nm)zaf}/xo (point C,

figure 4).

When considering equation (20), the intercept whthy-axis shifts down rapidly because it is
an inverse function of the squared valuen@f The more the diffusion to inefficient agents is
large in the firm, the more it is economically tromal to justify the award to many people. In
any case, substitution is weaker. The enlargedsidh of stocks entails a general dilution of
the wealth produced by the managers that dependseonpening rate of the capita of
which the executives will benefit. The enlargedtriisition to inefficient agent creates a
windfall profit for those who appropriate a part tife economic profit created by the
managers. The economic optimality of these plait®aer for the shareholder. iif, (and thus
kn) is too important, the diffusion is too large atite curve of economically incentive

contracts shifts below the line of control. Thisppans particularly if, beside, we have
(kt+km):{n[ ft*+nmfm*—s/1(:j,u(n[+nm)zaf}/xo <(ao/(1-ag)) (see figure 4). In that

situation, we do not get any admissible enlargedksawarding plan because the entire curve

is then located below the control line. If convéyse
(k +k,)= {n[ f*+n f * —M(ij,u(n[ + nm)zaf}/xo > (ao/(1-00)), the intercept with the x-

axis is more on the left of the minimum controlelinThe curve of economically incentive

stock option plans cuts the control line in a pevhich is also located more on the left. Then,
it is still justified both economically and in terai control to set up enlarged stock awarding
plans, although the goal of a better incentive i@sense for a sub-category of inefficient
beneficiaries. The necessary condition is thather beneficiaries are efficiently stimulated

and create important individual gains of cash flow.
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The search of a pure logic of substitution can déotver the curve of the optimal stock
awarding plans which then can easily be locatedvibehe initial share of ownershig,.
Figure 4 shows, for a given demand of plans froenrttanagerds; , that lowering the curve
allows initiating an easier logic of substitutiom the group of control. The optimal joint
equilibrium (point A) before an enlarged diffusitmthe executives entails an increase in the
share of capital of the dominant shareholder wigdby definition the opposite of the sought-
after substitution. The new curve, below the prasione, leads to the double and coherent
logic of economic optimization of incentive and gadlitical optimization of control through
leverage. The joint solution given by the pointsBlacated below the line corresponding to
the ap ordinate. It means a decrease in ownership aesladge of control for the dominant

shareholder.

> (ketkm)

k{o pt C

Figure 4 — Situation of executives with inefficiefforts

The research of a pure leverage of control based targe offer of new stocks to many
executives or employees can be justified althoungy twill not be economically incited to
create more value. The global economic incentivaveaker, but the first goal for the
dominant shareholder is to lower his participataod what matters is that there are enough
incited and productive managers to make the lofygubstitution of the dominant shareholder
economically valid. The incentive condition to kaisfied is then{nf*-(ki+ky)Xo] > 0. In
that framework, the logic is first a political stibgtion in the controlling group conditioned

by a global economic constraint.
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The difficulty, then, is the allocation of the nestocks between the managers and the
executives. The research of an optimal incentivelgad to follow a distribution which best
stimulates each ones’ efforts. The respect of tnea&on (5) allows identifying the asked
optimal share of capital according to the margie#brt. If f,=0, the share of capital
economically justified for the executivelsy,, should be zero. It follows that all the shares
awarded in an enlarged stock awarding plan shoeldllocated to the managers who are
creating all the additional value. We are then goatradiction between the economic logic of
best incentive, which lead to exclude the execstifrem the award of stocks, and the
political logic of a large substitution by a strolgyerage of control. Ik, is not zero, the
managers are not in a situation correspondingd tdptimized effort function and resulting
an additional individual cash flofy*. With k<k ", they produce a gafi<f*. The point C in
figure 4 (equal tonfi/Xo) will move on the left and can lead easily to #tsif the curve of the
sub-optimal contracts below the control line. Asoaisequence, a non zero valueKgrin a
situation of inefficient executives, makes morefidifit the achievement of a logic of
substitution by an enlarged plan of stock optionkere, the decision for the dominant
shareholder is a trade-off between economic andigabl logics which do not lead to
compatible and optimal choices. His decision widl bconomically non-optimal for any

significant allocation of new stocks to inefficiestecutives.

Is it possible to develop a political logic of stibgion in ownership with non cash flow
productive or stimulated executives? We can pughduthe argument for a political logic of
substitution through an enlarged stock awardingh glaven to inefficient executives (or
employees). The idea is to optimize the trade-effiMeen the political goal and the economic
optimality. The dominant shareholder can promothsan enlarged plan while he perfectly
knows that the distribution of new stocks will raseate any additional observable cash flow
(an additional cash flow is possible but it canpeattributed to the executives’ efforts). He is
then in a context of certainty, with no incentivehavior from the supposedly inefficient
effort of executives. The dominant shareholder kndhat the executives will create no
additional cash flowf,(.)=0%". The incentive is true for the managers and fétsethe
executives. Then, the dominant shareholder is xpbdsged to any estimation rigkabout the
latter because he/she has no doubt on their bafiuite privileges cynicism. He refuses to
investigate, or to explicit, the creation of vafuem middle executives and employees even if

it is non-null. The cost to reveal individual perftance in a team or in a department may be
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high enough to justify such an attitude. The omyaining risk for the dominant shareholder
results from the effort function of the stimulatethnagers. The certainty equivalent of the
shareholder’s wealth (17) simplifies. Particularyg remark that the risk premium is lower:
in that sense, cynicism is rational here becausenproves the welfare of the dominant
shareholder in a situation of non-efficient (or ndentifiable) efforts from the executives.
cE~ 1 {(n[ f*)(sA.0+k +k ) +al-s)) }
@A+k +k,)r|—X,;s@-A)A+k +k.)—aX,d-9)(k +k.)

1 [k k) ra@-9f

2 (LK +ky)r?

(21)

(n)’o;
We get:

(V1) =+ k)Xo =i T )’
a* =

Yol i =

Looking at the optimal shareholding for the dominanestor (eq. 22), we see that we are in
the same situation as the one limited to only marsa@see equation (10)). For the reasons
already exposed above, the economic rational ditota@f stocks awarding should be only
for those with a productive function of effort; thé.,=0. Any diffusion of stocks to

executives will be economically sub-optimal and wiéaken the leverage of contfdl

However, the contradiction between a “political’laaged diffusion of stocks and the best
economical stimulation can be partially raised & wonsider in equation (22) that, the
optimal ownership of the initial dominant shareleslddoes not refer to the number of
executives who are given new stocks. So, the vafug, can be very large. We can then
envisage a “political” management of the leverafjeamtrol by awarding to the managers a
share of the capital very close to the one thatdea their best economic incentive=(k );
the share given to the executives being very sarallegligible k.~~0). In the same time, the
beneficiaries will be very numerous. We are ledatssymbolic management of stocks
distribution in the firm with higm,, and lowkq,. At the limit, a generalized distribution of
stocks to the firm’s employees, but in very smadlividual quantity, is politically meaningful

and economically acceptable.
A symbolic policy of stock awarding in order to ate a leverage of control should however
be at least compatible with enough productive &fonade by some categories of agents of

the firm in order to respect the economic incentatonale. A purely political coalition with
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everybody implies some welfare costs due to theaficient (or non-recognizable) efforts of
some categories of employees. They are given awbith is paid by the shareholder who

accepts a dilution and the agents whose efforthighdy productive but not well paid.

The political-economical trade-off seems here tsle-optimal in term of economic welfare.
But, we show that this “cost” can be politically maged and limited. Moreover, we should
take in account the fact that political cynicisrade the manager to the same risk premium as
in the case of stock awarding limited to only prctike managers. This question has
important consequences if we consider the probleabservability. May be executives have
poorly efficient functions of effort creating a sinadditional cash flow? Ex post, the firm
will only observe a global increase in cash flovawg¢ver, it does not have ex ante forecasts
of individual performance. If the cost to set upyatem of objective individual performance
attribution is very high (or impossible), it is wvless to “invest” in the incentive of
employees. It is therefore rational to follow a $piic management of incentive contracts
looking for a larger coalition in a new controlliggoup without departing too much from the
economic optimality. The conjunction of the economationality of incentive and the
political logic of a leverage of control is posgbEven in a situation where some agents have
non-productive (or non-observable) functions ob#ffit is rational to propose enlarged stock
awarding plans. The political and symbolic manageno¢ the group of control appears then

as the first goal.

The enlarged distribution of new stocks to numerenecutives for symbolic individual
quantities allows, even if their effort functionseanon-productive (or non-observable), to
develop a mechanism of leverage of control thataiesn compatible with the economic
incentive of highly productive managers. Howevke substitution in ownership develops in
a trade-off where the best optimal incentive g@aldominated by the political logic of

collusion.

Conclusion

The research of a leverage of control by awardieg stocks takes place in a double logic of
economic creation of value through incentives ahdubstitution of the initial dominant

shareholder by managers and executives. Respeabgnglobal maintenance of control, both
the logic of substitution in ownership and the ariebest incentive contracts, are strictly
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compatible and push in the same direction. Theusifin of stocks through ownership or
options plans to other categories of executivesnoployees may still respect the coherence
between an economic rationale of incentive and lagigad rationale of substitution. Even if
the effort functions of the executives are weaklpdoctive, we showed that a joint
equilibrium is still possible. More, even if thefat functions of some agents are not
productive (or observable), we pointed out thabktipal logic of substitution is still rational

if two conditions are met. The first one is to @l a symbolic policy of distribution of a very
small numbers of stocks to numerous people. Therotime is that, globally, it exist a
sufficient economic incentive for the highly efeait agents whose effort will create a large
additional cash flow. The development of a leverafecontrol is only possible if the
economic incentive is globally productive. Thigh® basic condition to allow a substitution
of the dominant shareholder by managers and exesuivho are globally well stimulated. If
they are not, the dominant shareholder will havednsider a trade-off between economic

and political logics.

The substitution and the collusion of the domirgrdreholder with managers and executives
allow the first to maintain his appropriation oétprofit derived from control. The question of
sharing the private benefits within the new cotitigl is addressed. We saw that the
controlling shareholder has to abandon a shareeoptivate benefits to managers. A rationale
of coalition would address the question of shanolp equilibrium because ex ante the
coalition should be seen as stable by both pafés.highlight that an implicit contract of
coalition exists and had admissible designs foh Ipairties.

Different propositions are drawn which can be eroglily tested. For instance, the awarding
of new stock ownership plans should be crossed méth equilibriums in the structure of the
controlling group of the firm. The market reactisimould not be the same compared to firms
with dispersed ownership. The model can also beawga in further analysis. The first idea
should be to take in account a lower expectedafateturn used by the dominant shareholder
to evaluate the firm. We know that he/she has tp gapecific premium because of his
concentration of wealth in the controlled firm. Abstitution in ownership (but not in control)
will make him profiting from a better diversifican. This element adds on the benefits drawn
by the controlling shareholder from the operati®milarly, the managers and executives will
use a higher valuation rate to take into accouatldhver diversification of their human and

financial capital.
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! This figure are to be put in the context of arstmg bias in favor of a « Broad plan » : they dorequest a
mandatory agreement of the shareholders’ generetimgebefore launching.

2 After a maximum outstanding amount of 238 billidSD in 2000 with the NTIC bubble.

% Estimation from the National Center on Employeen@mship (NCEO) reported by Hall and Murphy, p7

* They used the definition from the NCEO who considbat a stock option plan is broad-based if 50%h®
firm’s employees receive stock options, whateveirttistribution.

® A legal analysis can be developed at this levehegally, a vesting period exists, for instanceabee of tax
reasons. But in certain situations, stock optia#racts include early exercise possibilities isecaf takeover
or major events. These clauses of « accelerateshgesare common for stock options awarded to top
managers, particularly in the US.

® We acknowledge that the effort function will degeom the structure of the compensation schemeeof th
managers(executives). Wealth in form of a stockigrall induce a different effort compared to wéaltom a
fixed payment. Here the stock grant will modify steucture of the compensation package. We dealop
marginal approach and assume that the stock gifimtotsmodify the incentive equilibrium designedfbre.

" Zero cost stock awards (“Attribution d’actions tgiiges”) are common in France because of the uniaide
tax treatment of stock options.

® The possibility of a cash settlement can be im@sily in the model at least conceptually. If weuase that the
cash payment is reinvested at the risk adjustadhtiah rate of the firm a cash-flow ensuing fromoam zero
exercise price can be included in the model. late no additional value. Results are basicallylaimif we
introduce a reinvestment rate for the cash-floncpaals things are more complicate because it raipesblem
of asymmetry of information between the managedstha controlling shareholder (see La Bruslerie and
Deffains-Crapsky, 2003).

® We can, for instance suppose that the individeakash flow function resulting from effort is quatic in
wealth. Summing a linear positively increasing dffanctione( )and a negative quadratic ceé), we get..
fim= €m- Gn= DemWem — :;Lm.V\Am2 . Thea andb coefficients will sum up the sensitivity of theeiease in cash-
flow versus the impetus of a wealth increase dubdastock award. Quadratic costs or disutilitieswesual in
the literature. A continuously increasing functfrcash flow gain with a strictly positive derivagiwill lead
rational shareholders to an infinite wealth incecfis the managers and executives. It would megingjthem
all the equity of the firm (even if the cash flounttion converges to a fixed point at infinite). Ttheoefficient
above is endogenous to managers and expressewéadin utility and their technical capacity of exdting new
cash flow by making better management decisions.dtivate information for managers. Theoefficient
covers an induced indirect cost which can be amdppity cost for the controlling shareholder rmgive the
managers the power and not to be expelled frorfirtine

%\We suppose an initial situation set at the palitaptimum wherey, is the minimum threshold to control the
firm.

1 Introducing explicitly the share market value t@rhandled in the model. It will not change thelgsis, but
makes it more complex by expliciting the gain lidke a lower under-diversification of the finandiaestment
of the controlling shareholder.

2 This assumption is not necessary. Here we uneettiat both managers and the controlling sharehslaféer
from wealth under-diversification. The managerscdiunting rate can be different (above or below)ahe
used by the controlling shareholder. Managers andwgives who are awarded stocks concentrate hieian
capital and financial investment in the firm. Wexéanagine that the lower diversification will eritaispecific
risk premium to discount the future economic cdststream. For instance, this will result in auation rate
r'’>r . It doesn’t change the logic of the managers/etkeesiincentive behaviour.

¥ We havedk*/d(1-1) negative. Otherwise we get positive derivativenainagers’ wealth with regard to the
stake of equity and the share of private beneafif§/dk>0 anddW/d(1-1)>0. These results are common sense.
%] e. a positive value fdt.

!5 We thank an anonymous referee for this remark.

'® This hypothesis is pessimistic. We can imaginedaiction of the total risk if the estimation errorsthe
functions of effort of the managers and the exeestare not correlated.

" This hypothesis will not imply that executives arefficient. We can imagine middle executivestndtional
jobs who contribute in a binary form to the globedation of value of the firm. They play their rddet without
direct and proportional link with the operationakts or revenues. Their possible efforts will maid to any net
additional cash-flow because, for instance, thé twoattribute them to an executive’s action covhesgain.

'8 Nor he supports any costs to evaluate the gatasti flow by the executives or to monitor the etiees’
efforts.

9\We saw that it will move the incentive sub-optirahtracts curve(f,) down and left in the plandk, a).
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