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Abstract:

The equal opportunity rule is seen as protectinvgstors in the event of a transfer of
control. In order to better analyze the consequefeich a rule, we need to account for the
information asymmetry that exists between new @iy shareholders and outside
investors with private benefits. Both parties naedesign a new implicit contract to share the
firm’s ownership. The first one seeks to contra firm; the other agrees to stand as minor
investors. Using a signaling model, we show tha&t tlew controlling shareholder issues
signals to outside shareholders to deliver priviatermation on the firm’s future economic
return and his private rate of appropriation. Weghhght the fact that ownership is a good
signal: the higher the share of capital of the dimg shareholder, the better the prospects
for future economic return, as perceived by outsidénother signal results from the
premium embedded in the acquisition price, whickoajives information on the future
economic prospects of the firm. In a controllingn@nship system, the equal opportunity rule
modifies the relative behaviors of controlling aondtside 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 Contractual M odéel

I ntroduction

Transfers of control are aimed at disciplining @nfs management and improving its
performance. The equal opportunity rule (EOR) ensas protecting investors in the event of a
transfer of control. The basic question is how ¢ht8o preoccupations combine themselves.
Whatever the procedure or the form of transfer [jpulender offer or private block trade), a
new controlling shareholder substitutes for anaid. As the third party, outside investors face
a new economic story and the firm in which they Ipaelviously invested becomes another
economic project. In order to develop protection daitside investors in such a situation,
European countries have introduced legal provisgunsh as the equal opportunity rule or a
mandatory bid price mechanism. Both result in aguiton, allowing investors to exit at the
same selling price as the paid acquisition prideest rules modify the equilibrium in the
reallocation of control. For instance, with the matory bid rule, the buyer of a control block
may receive an unknown and larger stake of cafitath the target firm. This makes the
buyer’s choice different from situations of unceasted acquisition of control. This question
combines with the fact that the initially acquirbbck may be different from the stake of

capital desired by the new controller..

The EOR rule has particular importance in the Ream context where firm’'s
ownership is often concentrated (Berglof and Burk2003; Goergen et al., 2005). Beside the
mechanisms used for it, the transfer of controlutthaefer to concentrated/diluted ownership
systems (Burkart et al., 2000). The presence obrdralling shareholder is associated with

potential opportunistic behavior towards minority outside shareholders. These outside



shareholders suffer expropriation of private baadfiom controlling shareholders. Although a
large number of standard company law techniquest @ri resolve conflicts between the
controlling shareholder and minority sharehold#rs,equal opportunity rule is a key provision
of corporate governance. In contrast to the blolddrosystem, the dispersed shareholder
system is almost unaffected by the introductiothefmandatory bid rule. The consequences of
the requirement to make an unconditional publicdéenoffer are less important than in a
situation of more concentrated ownership becausbeofbsence of private benefits. Within an
equal opportunity rule framework, when the takeasenitiated the outside shareholders have
to choose between keeping their shares and séligmg at an acquisition price that is always
above the market price. Why, in an apparentlyioratl way, do outside shareholders, who may
benefit from a price guarantee, not systematicsdlly their shares? Although tax reasons may
explain it, many investors will refuse to acceptogen unconditional bid. This puzzly question

has not been extensively analyzed in the literature

Therefore, the valuation of the firm develops ijoimt economic valuation framework
between the new ruling shareholders and the ouisidsstors. The problem is made complex
because outside investors are not passive andetito optimize the percentage of shares they
sell back to the initiator at the acquisition priddis can be analyzed as an implicit contract
mixing agency problems of future private benefitsl gignaling problems of delivering private
information. An equilibrium is established throutlie two key parameters of an offer: the size

of the block of control and the acquisition price.

In the model presented in this paper, both parnéesl to design the characteristics of an
implicit contract in order to share the firm’s owsleip. Through a signaling process, outside

investors will integrate an expected level of fetprivate benefits into their valuation schedule.



We show that new controlling shareholder issuegratto the outside shareholders to deliver
private information on two key variables: the fisnfuture economic return and the rate of
private appropriation. As in the Leland and Pyl871) framework, we show that ownership is
a good signal: the higher the share of capital bglthe controlling shareholder, the better the
prospects of future economic return as perceiveduigiders. Moreover, a high capital stake
underlines a decline in the appropriation raterofgte benefits. Another signaling effect results
from the premium embedded in the acquisition prilce:future profitability of the target under
the buyer’'s ownership is increasing in the acqoisiprice. The rate of buyer’s expropriation of
future benefits also appears to the investors taldmeasing in the share the buyer acquires
(with a 100% ownership there is no need to expabdg)i The buyer maximizes his return by his
choice of the acquisition price and his share ef tdrget's capital. In an EOR context, we
highlight that the buyer takes into account theriahces the outside shareholders draw from his
choices. These inferences are not taken into ataeitm no EOR rules. The setting of EOR
rule enforces a constraint because the buyer imger completely free to set the share of
capital he wants to purchase: the investors careftitat share up by tendering their stocks to

the buyer.

The setting of an EOR rule will specifically drawa consequences (i) It initiates a self
limitation mechanism in future expropriation. Thalue of outside investor's shares is
decreasing in the amount of expropriation the itorgspredicts to engage in. Since the rate of
expropriation is decreasing in the share the bageuires, he is encouraged to take a larger
stake. The EOR exaggerates this process by gilimgnivestors an exit option at the purchase
price. The buyer can be forced to increase hisesiakoluntarily. The buyer’s best response,
since he does not want to buy the entire firmpisetduce the rate of benefits appropriation. (ii)

The bid price and the purchased share of the tamgepany as signals are lower quality signals



and convey less information to the market afterBdR: the buyer’s ability to signal is reduced
by the exogenous constraint induced by the EOR.eb@r, we also explain why the exit
option may be partially used by rational outsideestors in an EOR system. As a result, the
legal environment appears important because it ilesdind improves the equilibrium contract

locus and the value of the firm in comparison Wit absence of a price guarantee mechanism.

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

shareholder choices. A conclusion follows.

1 Review of the Literature

The possibility and conditions of transfers of cohhave been extensively analyzed in
the academic literature. In a well-known paper,9$sman and Hart (1980) showed that tender
offers are rare because an informed seller will faska price at least equivalent to the future
value of the firm under a new management. The polsibility of stimulating buyers is the
appropriation of a rent leading to the offer ofcavér public offer price. Subsequently, if
takeover bids occur, it will be because the reguhatontext allows the controlling buyer to
appropriate directly all or part of the value ofnmiity shareholders’ rights. Hirshleifer and
Titman (1988) analyzed the impact of previous dhaiceng by the buyer, or toehold. His
wealth will increase due to the increase in valtithe shares he held before the takeover bid,
even if he realizes no gain on the shares boughhglihe process of acquisition. Bebchuk
(1989) reconsidered the main hypothesis made bgdaran and Hart predicting that the only
successful takeover bids are those in which thedujains can be determined with certainty. In

fact, the author shows that a bid can be successilyl if it is an unconditional offer. The



reason for such takeover bids is that each indalighareholder wants his shares to be bought.
Therefore, an unconditional tender offer can becessful because of its possibility of failure.
Just like Bagnoli and Lipman (1988), Bebchuk (1988pwed that, even without any private
appropriation by the buyer, the buyer initiateslebtver bid if he is able to increase the value
of the firm. Like Grossman and Hart, Bebchuk empessthe importance of the incentive

resulting from the gains in appropriation obtaitgdhe buyer.

Introducing corporate governance rules may affaet welfare and the efficiency of
corporate control and market discipline (Davies bioght, 2004; Goergen et al., 2005). These
rules may discourage a takeover bid, as well asilplgsdiscouraging the current blockholders
from accepting an offer. Consequently, the equalodipinity principle is an additional barrier
to a well-functioning market for corporate contimola blockholder-based governance regime.
Introducing an equal opportunity/mandatory bid rinés some implications for the ownership
and control structure in a blockholder system. tFits makes the blockholder system less
efficient, as it reduces the occurrence of tradeointrolling blocks, which is the dominant way
to transfer control (Burkart et al., 1998; Kdke a@rdnneboog, 2005). Consequently, control
may remain in the hands of inefficient blockholde3scond, 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 th@uit@r's incentive to make a bid, so

ownership and control in the blockholder systemliaedy to remain concentrated.

In a controlling shareholder system, the possibiit the appropriation/reallocation of
the economic net cash flow within groups of firmssait the heart of the question insofar as
takeover or block trade will develop in groups ibins (Faccio et al., 2003). Diversion by the
holding company or by the controlling shareholderthe first eventuality. Setting internal

transfer prices or imposing global costs of strietare well-known ways to reallocate the cash



flow within groups. Even if the subsidiary is natoeomically integrated, different ways still
exist for “tunneling” part of the new cash flow thaas been generated following a
reorganization of the acquired company. Withouhgaas far as diversion of the existing cash
flow and its legal dangers, the allocation withingeoup of the new extra cash flow is
legitimate. Takeovers can generate gains in synevgiiin a group or between firms.
Therefore, reduction in costs, economies of sdagher market power can benefit the whole
group when firms are economically integrated. Atiting the entire gain to the last bought
firm is like stating that it is the last drop of iga that makes the glass overflow. It is not
surprising that the extra cash flow, which is tlemsequence of the better efficiency of the
whole group, is not totally allocated to the colied firm. We will use the terms appropriation
rate or private benefits to describe the part efédhonomic cash flow that is directly levied by
the controlling shareholder. Outside investors Wién value the firm considering only the net

reported cash flow after appropriation.

In the controlling shareholder system, the domirag@ncy conflict that develops is the
one with outside investors. Private benefits aveete by the controlling shareholder (Shleifer
and Vishny, 1986, or La Porta, et al., 1999). Thabfem is 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 leadéskétter (2006) to ask why not make private
benefits an explicit part of the corporate contréat instantaneous measure of private benefits
is made when a change in ownership implies a teansf control to a new buyer. The
transaction price logically integrates the rentcoftrol. This is the discounted value of the
controlling shareholder’s private benefits. Thesegte benefits should be considered as an

agency variable in the controlling-outside investaelationship. In a controlling ownership



system, some efficient level of private benefitbaing monitoring costs may exist (Burkart et

al., 2000).

Many empirical studies have tried to estimate thkie of control in the acquisition
price by separating the part that correspondsiv@ter benefits. Barclay and Holderness (1989),
in examining takeovers in the USA, pointed out tlaage blockholders possess abnormally
large benefits. The acquisition price of a shara ilock trade compared with its value in the
market before the transaction date is an approenedtimate of the private benefits.
Considering 63 block trades of NYSE listed firnfgyt outlined a positive premium in 80% of
the transfers of control. The average premium W@ and represented 13% of the global
transaction price. In a later empirical study, Baycet al. (1991) analyzed 106 block
acquisitions. The average size of the block of ehaepresented 27% of the capital. In most
cases (90%), a new controlling buyer replaced kambent dominant stockholder. In France,
Schatt and Roy (2004) considered 80 block tradesglthe period 1996-2002. The size of the
block represented an average stake of 60.6% ofatapitotal of 63 trades involved more than
50% of the vote rights. In 17 operations, the @i was already in the firm’s capital with a
“toehold” participation of 22%. They wanted to dbtaontrol by increasing their stake with an
average block of 43.8%, resulting in a controllowgnership after the transaction of 66% of the
capital. In a majority block trade transaction, riate (and more globally European) regulation
imposes a mandatory bid takeover aimed at minatigreholders. The authors showed that,
during the period studied, the average stake oftalapold 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 firmshtiuld be noted that the authors found that the
price guarantee mechanism attracted only threet@ganf outside shareholders, who will only

partially use the exit opportunity.



Only a few studies are devoted to the technicéédihce between the two procedures of block
trade and public tender offer within a context oivate benefits. Transfer of control can be
achieved by block trade acquisitions or by pubé&ebver bids. Bolton and von Thadden
(1998) argue that the advantage of monitoring chkitolders is that it takes place on an
ongoing basis. However, a block trade means tisduation of control or dominant influence
pre-exists. Another technique is a tender offeaidiluted market framework. Holmen and
Novorozhkin (2007) analyzed empirically the diffiece between tender offers and block trade
in the Swedish market. Their basic hypothesis & thtender offer indicates a larger future
performance improvement and solves the GrossmanHamtl (1980) free rider problem in
convincing outside investors to subscribe. Theeefdn the case of large ownership, a
controlling shareholder will be inclined to use abfic tender offer. Burkart, Gromb and
Pannuzi (2000) consider that the new dominant &lodder will improve target firm
performance whatever the mode of transfer. Howevbltock trade leads to a less concentrated
ownership (in a no equal opportunity rule conteXt)erefore, this supports the incentive to
continue to extract private benefits. Converselibligc tender will lead to larger ownership of
the dominant shareholder and will then lessen fipeagoriation of private benefits. Considering
Swedish firms over the period 1986-2001, Holmerale{2007) confirmed that the choice of
transfer mode depends on the size of private lisn&fiock trades (tender offers) are privileged
when the controlling shareholder has a smalleg@@grstake and when private benefits are
larger (smaller). However, this empirical study diok seem to take into account the fact that
the mandatory bid rule had been introduced in Swade 999 (with a threshold of 40%) and
apparently block trades are not submitted to thealegpportunity mechanism, giving outside
investors an exit option at the trade price. Howethee two procedures are financially identical

for outside investors. La Bruslerie and Deffain@J2) considered the two market techniques of



simplified tender offers (“OPA simplifiée”) and nkat price guarantee after a block trade
(“Garantie de cours”) used in the French marketrplement the equal opportunity rule once
the transfer of control is known. Only between faaifl three-quarters of the outside investors
will exercise their “in-the-money” exit option. ®illustrates the empirical importance of the
puzzle linked with the equal opportunity rule offdrto outside investors. La Bruslerie and
Deffains (2004) developed a contingent claim angalg$ the equal treatment right given to
outside shareholders.

The analysis of the efficiency of the transfer ohtrol is made by comparing the situation with
and without an equal opportunity rule. An efficiemdnsfer of control is an operation that
creates new economic value. Does the equal opptytuwaole, which benefits outside
shareholders, help or hurt the efficient allocatdrtontrol? In comparison with a system with
no specific outside investor protection, which evarks better? Bebchuk (1994, 1999) shows
that, in a pure market system with no protectivgulation, the system efficiently protects
outside shareholders under two conditions: (i) neape benefits before or after the transfer of
control, and (ii)the asymmetry of information at the inception oé tinansaction disappears
with an accounting system that efficiently repdhs true economic profit of the firm. Burkart
and Pannunzi (2004) introduced into this framewtbik future private benefits levied by the
new controlling shareholder. They show that theddwmn for a transfer of control under the
EOR is more demanding than the simple economicieffcy constraint. It leads to the ruling
out of some efficient transfers of control. The EG®tem reallocates some part of the gain
ensuing from the transfer of control to minorityasdholders. Moreover, it protects them from

inefficient transfers of control. Even if new carlting blockholders continue to appropriate
privately a proportion of the benefithiey must offer a higher price to the former cortitngl

shareholder in order to satisfy the constraint isggbby the EOR. The above analysis is

developed from a macro behavioral point of views lbpen to several criticisms:

10



- The size of the control block is supposedly fix€lis 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 actelyaestimate private benefits levied by the
previous one?

- According to the analysis of Bebchuk (1994) orkut and Panunzi (2004), the EOR
exit option is supposedly totally exercised by mnityoshareholders. The above analysis does
not explain the puzzle of a partial exercise of thption. How to justify 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 coltitng shareholder. In a framework of agents’
rational anticipations, their choices wilk antetake this risk into account. The above analysis
focuses on the calculus of the buyers and selfecsrttrol. Nothing is said about the behavior

of rational current and future minority sharehotder

2 Information Asymmetries, Future Private Benefits and Economic Return in a Signaling

Equilibrium Model

A - Setting of the model

This paper will analyze the equal opportunity ride outside shareholders in a non-
hostile takeover context, which is the most usus encountered in the financial markets.
During the remaining time of the offer, outside réftelders make their choices by considering
that the tender offer has been a success. Simildmby know that the controlling block has

been bought. The shareholder knows that he ha®nsider different value for the newly

11



controlled firm. They look forward to the futureaamtain profitability of the newly controlled

firm. These situations are frequent, correspondindriendly takeover bids where success is
known or quasi-certain from the beginning. Thisaiso the case for many raider bids. Very
often, institutional investors make public theiciieon to accept the public offer. Therefore, it
is possible to know the evolution of the part af tapital that accepts the bid. With a raider’s
bid, outside shareholders benefit from a price guot@e when the success is rapidly known,
which means before the end of the procedure.dhig if the offer is hostile and uncertain up to
the end of the procedure that shareholders do mmw kvhether they will benefit from a price

guarantee mechanism. Such situations are uncommon.

This analysis considers mandatory bid price medmasifor outside shareholders who
are aware that control of the firm has just mowwudard a new controlling shareholder. Outside
shareholders know that the offer is successfulthatithey benefit from an equal opportunity
rule for one of the following two reasons: (i) tas an explicit price guarantee or (ii) there is
an implicit price guarantee because the succesheotender offer is quasi-certain and is a
mandatory unconditional 100% equity acquisitionde&insuch conditions, the partial use of the
exit price opportunity appears as the result chteoonal economic calculation, which needs to
be analyzed. Outside investors will question tlogatimal ownership according to the future
economic profitability of the firm or to the appragtion policy of the new controlling

blockholder. Looking at signals is a way to reasmership equilibrium.

In order to analyze better the consequences oédjoal opportunity rule, we need to
take into account the information asymmetry exgtietween the new controlling shareholders
and outside investors. The outside investors wamkinbw more about the future prospects of

the firm.
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Private benefits have to be considered as impomamir framework. They are not only
European or Asiatic features. As identified by Ballc(1999), acquisition premium is a way to
asses the rent of control of the exiting contrglishareholder and to buy it out. The market for
the transfer of control is also a market in whicltekchange private benefits. Traditionally, the
acquisition price is presented as the payment dst benefits to the exiting controlling
shareholder. On theoretical grounds, takeovers dvdag rare without private benefits.
Introducing a mandatory equality of opportunity egvoutside investors access to that price.
Nevertheless, looking at the past is not the kaptpa a deal. Outside investors with an exit
option at the acquisition price are facing a douplestion: What will be the future economic
return of the newly controlled firm and what wilé lthe future private benefits levied by the
new controlling shareholders? Investors have todmsidered as risk averse because the future

economic return is different from the old one asmdmncertain.

We need to explain the partial use of the exit ofymity given to outside shareholders
in an EOR system. We acknowledge that the acquilenot buy 100% of the capital of the
target firm as assumed in the Bebchuk or Burkadt Ranunzi frameworks. The final stake in
the capital should be considered as an endogenatiable resulting from the minority
shareholders’ choice. However this choice is atsadiioned by the acquirer, who may adapt

his offer and his information to aim at an optirpatticipation stake at the end of the takeover.

The gap in information between the new controllsgreholder, who knows the future
prospects of the firm better than do outside shadens (who may opt out according to the
information they are given), is crucial. It explaitheex postsharing of capital of the target
firm after the takeover. In this section, we depedojoint equilibrium model within a two-party
signaling game based @x anteexpectations. The new controlling shareholder wiith at an

optimal participation stake in the target firm. ldees signaling variables to influence the

13



outside investors and, beyond them, the marketowolg Leland and Pyle (1977), we know
that the fraction of capital targeted by the cdliitrg investor is a sound signal of the
profitability of the investment projects of therfir Minority shareholders will use the exit
opportunity following the information they inferdim the signal about the future prospects of

the firm under its new management.

A situation of asymmetry of information exists besa outside investors do not know
the true future economic profitability of the firafter takeover and they ignore the amount of
private benefits levied by the new controller. Anjosignaling model highlights the importance
of information and will focus on the existence afe auto limitation mechanisms. We

conjecture that these mechanisms are specifiet&@R system

We use the following variables:

A: bid offer price

ao. initial controlling block bought from the formeontrolling shareholder

a. percentage of shares acquired by the new coatnothen the transfer of control is
completed

t: appropriation rate of private benefits

Vs value of the firm before the takeover

Ve invested economic capital

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

k: risk adjusted cost of capital

The value of the firm before the transfer of coh¥fs is the sum of the wealth of the
incumbent controlling shareholdé¥s, and the outside investors’ wealthp. Before the deal,

it is equal to the invested economic capif@multiplied by the economic return on invested
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capital,re>. This return is an uncertain variable forecastethfthe former controlling
shareholder’s strategic choices. We idertkifyith the forecast appropriation rate levied by the

former blockholde:

S—
Vo =W W, =V, ~Bg) + 8 = elle Tl ks

public marketvalue  privatebenefits

1)

The initiator looks for control through a targetrtpapation stake otx 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 prasicontrolling shareholder to accept to
sell. In a context without an EOR rule, the newrshalder buys an initial stake of capital

The incentive for the incumbent blockholder to sl

a,. Az a,.(Vs —Bg) + Bg (2)

This condition means that the price paid to theimisent controlling shareholder covers
(at least) his share of the public value of thenfiand his private benefits. It is supposed
satisfied and the transfer of control occurs. Togid of signaling and the implicit contract
between the new controlling shareholder and ouisidestors is only exogenously constrained
by values ofA and a satisfying (2). The target stake of capital of thew controlling
shareholder and the acquisition price may thusnomgenously set in the equilibrium model.
We introducel as the increase of value captured by the prewdonsolling shareholder so that

he is paid above the minimum binding price inclgpims former private benefits. From (2):

! This formula apparently means that benefits eiza@ntails no specific costs borne by the cofitrgl
shareholder. These costs are in a trade-off wahathount of private benefits. They are a functibtine investor’s
stake of capital (Burkart et al., 2000). Withouy doss of generality, we assume them to be zeomircomparison
between the “without” and “with” EOR context. A neocomplete model introducing marginally increasing
specific costs borne by the controlling shareholdads to similar results. It is available to thuthar. We
recognize that, looking at (1), the absence ofifipamst favours a maximum appropriation behavibyrthe
controlling blockholder.

15



a,.A=A[a,.(Vs - Bg) + Bg] 3)

The new controlling shareholder has to buy outpherious owner’s private benefits.
The incentive condition holds for anyl. This parameter expresses the part of futuritgaf
the firm captured by the previous controlling shatder. In an EOR context, the new
controlling shareholder extends that price to atheoshareholders. The setting of the initial
transfer of control, particularly the price A, &ftlundefined and depends on the free variable
The only condition for a signaling equilibrium bet@n the new controlling shareholder and the
outside investors is (2). Particularly, the acquitas partial discretion on A and the targeted
participation stake: is not set equal tap because the control changed. The control premium

which is paid over the previous public market vadfieghe firm is:

A= (VS - Bs) + (4 _1)(\/3 - Bs) +0’i Bs:| (4)

Marketvalue 0

Control premium

For /=1, the minimum incentive condition of the sellsrjust satisfied and #&=1 the
new controlling shareholder will minimize the castpremium which is then equal &. The
minimum acceptable value for the acquisition precthenVs, the global economic value before

the takeover.

The wealth of the new controlling shareholder vd#pend on the average future
economic return on invested capital ensuing froenrtéw management, , and from the future
appropriation ratels . It also depends on his equity stake The value ofr. is private

information of the new controlling shareholder.

% The controlling shareholder bears some specifineyg costs. They should be subtracted from theferiv
benefits. Without any loss of generality, our moadumes that theses costs are null. A comples@ower
introducing costs marginally increasing with betseéixtraction leads to similar conclusions. Seénfoi@ (1).

16



W = ave.(r; tX-ty) , Vels

a.A )

A k k

The new controlling shareholder knows the averag&uevr. but the economic
profitability is exposed to an error term such thatE(x)=0. We assume the economic
uncertainty to be normal with standard deviai@nControlling and outside investors share the
same information ony. Outside investors remaining in the firm do nobknthe true valugs .
However, they know that is lower tharre, which means that no default is considered in the
setting. The new controlling blockholder looks &ppropriating private benefits in a long-term
(infinite) perspective and does not want the fiorgo bankrupt. The parametgr is set by the
new blockholder. The outside shareholders will da# the future values of the economic
profitability and of the appropriation rate and wiéceive information from the controlling
shareholder. We define their forecast as functimingarameters of the delivered information,

re(.) andta(.). The value of the outside investors’ stakehia firm is:

Ve(re()+ X =t,()
k

W, = (L-a). (6)

Outside shareholders remaining after the takeowewkthat private appropriation exists
and that the ratg, is a function ofu and of A. These two signals are identified by itinrket
and are integrated into the valuation by marketiggpants. The market valuation scheme of the
firm by outside shareholders depends on the perdeifuture economic return and
expropriation. The market value is only set by me&snvestors, who will consider two signals
in order to build their forecast. The acquirer chemtwo values as signals and outside investors

set theirr,(a,A),t, ¢ A) The future economic return is uncertain and regmes from the

outside investors’ point of view a hazard due toreanic noise such th&(x)=0.
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The acquirer will choose the valuesoo&ndA, which will maximize his expected utility
of wealth. He knows that his optimal choice wildirce a market valuation based on implicit

values for. andta;

* — yx(r* t"

o

A joint equilibrium schedule (Leland and Pyle, 19will imply that the valuation is
based on a fair appraisal by the market of the walaes ofr, andta. This valuation is done
using the public signal valuesandA. Reversing the equations at market equilibrium gives

rela*(.,.), A%, =Te

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

If, for instance, the valuesa,A) used by the outside investors and the market were
greater than the true value f (only known by the new controlling shareholdehe tstock
market value would be over-valued and, in the endiside investors would receive less than

the required expected risk adjusted return on taeket (Leland and Pyle, 1977, p.374). In an

infinite constant cash-flow valuation, at equiliom, the numerator of the market public value
is the equalized net economic retug:) —t,(.) =r, —t,. The valuation of the firm in the

market is the same considered by each categotyanéisolder in order to optimize their wealth.

B - Without EOR

In a system without the equal opportunity rule, weximize the controlling
shareholder’s net wealth. The existence of econamgertainty enhances the investor’s risk
aversion. We introduce a utility function of wealtl{.) and consider the expected utility of
wealth. Using equation (5) the net wealth of thes mentrolling shareholder is with(.) and

ta(.) set at their optimum:
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=2 LT X0 Vbl g

(8)

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

Deriving versus the acquisition priée we obtain:

dEUW,)] _ o U'OW,) a.\/e(dre(.)_dt(.)jJr.\/_e i) [l-g ©)
dA Mk LdA dA) k dA

Equivalently:

ai(ﬂj (1_a)v_e_(dt<->) y: LS CEVUN)
k 1 dA k | dA E[U"'(W,)]

And:

(dre(.)j+ 1-a) (dt(.)j:£>o (10)
dA a \dA) V.

If a=1, equation (10) simplifies and we gkt(.)/dA=k/\. This expression is positive: if
the acquirer proposes a high acquisition prcdie issues a positive signal on the future
economic return of the target firm. From that bngdiimit, equation (10) simplifies because
dt(.)/dAshould be null in order to be equalkitv,, whatever the value ef. As a consequence,
the expropriation rate forecasted by outside irorgstioes not depend on the value of the
acquisition priceA. Economically, considered from the new controllstgareholder’s point of
view, the acquisition pricé pays for the past private benefits and is a sigmathe future

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

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

firm under the former controlling blockholder's nzyement. 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 wheré=1 in equations (3).
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In that eventuality, the new controlling shareholdees not issue any signal about the future
economic return. The price just satisfies the fiansondition and nothing more is given
because the future economic return of the firmhes game as the economic return considered
before the transfer of contrale=r.>. We now integrate the restricted right hand sifi¢10),
dre=(k/Vo).dA, over the two variables andA and use the previous limit conditioger ¢ (for

A=Vs). We get a relation where the future economic retdithe firm after a transfer of control
is a linear form of the acquisition premigm-V_r/k). This last variable is the acquisition

premium® It is defined as the difference between the adfipis price and the minimum
acquisition price to initiate a transfer, whicheigual to the former economic value of the firm

(see Figure 1):

S
[ :Vﬁ.(A—Ve'TrE) +rS (11)
le
A
re
(A-Ve.re/K)

Figure 1. Relationship between the expected ecomamiurn and the acquisition

premium

A —
¥ Using (4) we get the acquisition premiuA—Vg =| (A —1)(Vg — Bg) + o BS}
a,

0
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The relationshipe(a,A,) increases linearly with the acquisition premiurheTigher the
acquisition price, the higher the expected futucenemic return as perceived by outside
shareholders. Moreover, the acquisition price is@ess piece of information to anticipate the
future expropriation rate of the new controllingastholder. Outside investors know that the
acquisition price is a pure signal in the sensd thawill only reveal future economic

profitability after a transfer of control.

The acquirer’s optimization with regard to the ovamgp stakea in the target firm

gives:
dE[UW,)] _
da
_ v N V. (dr.() dt,()) V. dt,() 42
E{U (WA){?-(re(-)J’X_tA('))_AHy'?( da da j+? da }}:O

In the expected value, we identify a product beed\s andx are random variables. It

leads to a covariance tetm

E[U " (W, )] .cov{V\NlA,\ﬁe (i)j
STEA)

aﬁ(%j + (1_ a)ﬁ(th(')j - _
k\ d k

a da

+[%(re(.)—tA(.))— A}

Introducing (8) and manipulating the covarianceteives:

SV, oo Tav, oo Ve oo (V)
CO\{WA,?.(X)}—CO\{ c .(X), ” .(x)} a[kj O,

Using © as a (positive) equivalent risk aversion coeffitie we state that

E[U"O)I/E[V()] = -1/

dreC) ey AN 22 (Ve o [ ()=
a.( " j+(1 a)( j 'U.a(kj.ax {(re(.) t,())

. A} (13)

_k
V.

e

* Remembering that for normal variablesv(f (x), y) = f'(x).cov(x, y)
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In order to solve the differential equation (13) pasit an additional hypothesis on the
relationship betweeh anda. We assume a negative linear relationship. Tha idethat the
controlling shareholder is less incited to exprafias he gains more capital ownership (see
Lemma 1, Burkart et al., 1998, 2000). At the limiftjhe owns 100% of the equity he is

indifferent to a choice between private and pubéoefits. We set:

La=Vo—Na (14)

The appropriation relationship (14) is only defifedvalues of ownershig higher than
the threshold levedni, to take over control of the firm (and for valuesver than 100%). For

a=100%, the appropriation rate is zero, & y1=y>0 (see Figure 2).

A A

v

Omin 1

Figure 2: Relationship between appropriation raie @wnership stake of capital of the

controlling blockholder

® Assuming no difference in tax treatment.
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Applying (14) to (13) gives:

r ()_Aik
dr.() _ 2.0-a) TV ) 1V,
= N +— ) — O,

da a a J7AN
Equivalent to:

d (ZWCkJ v

re(') + re(') — e _2.y+1. € 0‘3 (15)

da a a k

The right hand side of (15) is positive (withset between 0 and 1). Therefore, the left
hand side is also positive. Becausergf)/o. 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 &r@irm. The solution of the differential

equation (15) is (see Annex):

k
e
Equation (16) defines a family of curves accordimg values of the integration constant

r.(a) = (2y+ C—kJ + {% (ﬁjaf - 2.4.% +§ (16)

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

signal of increasing profitability with the stake icapital belonging to the controlling

shareholder, the sufficient following condition deeto be satisfied{l(v—;j(af)—Zy} >0
U

(with ¢ negative). The last part of the equation is natling, sincec can take any value. The
first part of the right hand side of equation (If®&poses an upside limit on the appropriation

ratio.
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(Varo/K)/A-1

v
S

aop 100%

Figure 3: Situations of the new controlling shatdbo

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

LA = [2y+©—kj {i(v—;jaf - Zy}% +c. This case corresponds to a total ownership of
e H

the firm by the acquirer. It determines the loctipaint in Figure 3 defined by the intersection
of the family of curves (16) and the vertical lirem a=100%. Among all the equilibrium
curves, the curve MM’ cuts across that verticag lat point M’. Moreover, we know that if the
ownership stake is 100%, the controlling sharehrohdl not expropriate. The value of the firm
under his total control and ownership\ig. /k for the new shareholder. His required future
return can be calculated using the acquisitionepag the investment cost. His return is obtained
from the ratio of the firm’s values after takeow#vided by the acquisition price minus 1:

M—l. Substituting, irg(1,A), we define the point M’ and the curve MM’ by setf the
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V, 2|u

e

V. lk Ak 1| 1(V :
constant value equal ta:= % -1-y—-—— ——[ (?ej(af)} ® As a result, the acquirer’s

V. r. /k
A

announced future return is effectively:l, A) = -1, and the return on his investment is

equal to the return of the economic project. The 'MMve is the best equilibrium locus for the
controlling shareholder. If, for instance, a 1008argholder wants to sell a marginal fraction of
capital, he is better off there because, by sellihgn announced economic profitability &)’-

he will sell at a higher price than if he stayseoturve below MM'.

According to different values of ¢, we can set, for
instance(;<v“‘r;/k—1—y—A—k—1 Ve (o2)|. We then define a point I, which gives
A V, 2| ulKk

re(1,.)<M’. The acquirer may launch a total acquisitiwith a disclosed¢(.)<M’; he will
receive a return on his investment lower than Mhe wants to disclose a future economic
returnre lower than M’, he is better off staying on the #guum curve MM’, holding an
equity stakeg;r and letting a stake of capital ) go to outside shareholders. Even if the
controlling blockholder issues a weaker future eoit profitability by setting(.)<M’, the

private benefits he appropriates will account far difference.

If the new controlling shareholder privileges amwiglgrium curve above MM’, he may
not announce economic returns higher than M’. Istays at point J’, he announag§)=M’,
but he wants to hold only a stakeof the capital. He will not find outside investars the

market to buy the complementary-¢l percentage, because minority shareholders will

* 2
® The sufficient negative condition aris therefore equivalent e . A A+y)+ (A] K +{1 (Ve)(ai)} .
k V

e e M\ K
The right hand side of this inequality is posititecompares the takeover premid/, and the ratio of the
expected profitability of the new management didithg the market risk adjusted valuation rate: Toisdition is
easily satisfied except for extremely large valoks . Therefore, the relationship between the announced
profitability and the ownership stake may turn riega
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integrate future expropriation into their valuatidrne new controlling shareholder is therefore
better off setting&=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 feasdguilibrium locus set for the new
controlling shareholder. Its equation is:
: :(zy+C—e‘<j+HV—;jaf —Zy}%+§{\Lf—1—y—\’j—:‘—%&(v—;j(af>ﬂ (17)
Through the implicit profitability as forecasted ktye market, the new blockholder's stake
influences the market value of the firm and hidbglovealth. The new controller has a large set
of choice in a non-EOR context. He can balancejrfstance, a low market valuation due to a

small controlling blockx with a higher private appropriation through redat(14). Particularly,

the targeted stake of equity can be different fegm

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

dominant shareholder is the only signal to outgidestors. So, relationship (15) simplifies to:

v
ar. | L0 Ve +1(£j05 (18)

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

B ] o
V, J7ANL 2 al A V, 2| ulk
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For a total ownership=1, we are in the same situation as previouslyudsed. The
equilibrium curves between the situation with anthawut private benefits will share the same
equilibrium point M’ which gives full 100% ownerghi The equilibrium curve ZM’ without
appropriation (as in a standard dispersed ownesslsfem) defined by equation (19) is located
above the equilibrium curve MM’ in a situation ofpeopriating controlling shareholders (see

Figure 4).

The equilibrium curve with appropriation as defingdequation (17) is logically below
that without private benefits. The gap with theveudefined 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 ttiatdy is strictly negative. This means that, for a
given value ofa (inferior to 1), the announced future economicfipability re is lower in a
context of private appropriation. Outside sharedrdddiscount the signal by a forecast of
private benefits. The quality of the signal inciegly deteriorates as controlling ownership
falls. A similar way to express it is to say thatprder to issue a future economic profitability,
re*, being identical to the one in a no private beseditvironment, the controlling shareholder
located on MM’ should hold a higher stake in cdgitaorder to compensate for the suspicion

of private benefit and to give more strength togtgmal coming frona (see Figure 4).
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Figure 4: Comparison of the equilibrium curves &quiring shareholder in dispersed

ownership and concentrated ownership

C - With EOR

We refer now to a situation with an equal oppotgunille. The wealth function of the

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

as a result of the mandatory bid rule.

Ve(re(') + )? _tA()) + VetA
k

W, =(a+a,) ”

—(a+a,)A (20)

The new controlling shareholder will optimize thenmber of shares bought by outside
investors through the mandatory bid procedure eptiice guarantee mechanism set into force

during the takeover. However, he has to take intmant the choices of outside investors, who
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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 withrtbpportunity to sell out shares at the

acquisition priceA.

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

—(1aa)e " a A

(21)

Minor investors can react and optimize from theinp of view the value ofg. We first
need to solve the outside shareholders’ problemausscthe controlling shareholder knows that
the proportion of capital he should buy followingetEOR depends on the future economic
return and on the appropriation rate, both of whach anticipated by minority shareholders
through the publicly observed valuesand A. Setting to zero the derivative of the expected

utility with regard toaq yields:

IR -y o) - % dr,(.) _dt,()
T‘E{U (\No){ 7( (V+X-t,())+ A k(da da, H} 0 (22

Manipulating:

Vv,
g Vel dr() _dt,() { (Wo){ e fr()+X- tA())+A}
TKlday U
E[U"(\No)]co{wo,_\f(e;j ’
) E[U"(Wo)] * {_Te'(re(') ~t,())+ A}

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

(28090 e o
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We look at fety), which is the net profitability announced by tlentrolling

shareholder and used by the outside investorslte Yaeir wealth in the market. We get:

d(r.()=ta() , (O-ta() _ 1|1 (1_a)(gjaz+ Ak | 1@% 23)
da a a, | u k) * \V u\Lk ) ”

9 9 9 €

Integrating in a similar way as above gives:

L Vel o [AK) _[L(Ve) 2|9 , C
(re(.)—tAo){;a “)[kj””[v H Mkjax} iy (24)

e

The two limit conditions to be satisfied by (24ear= (1-v), meaning the outside
investor can only sell the available shares notially bought by the new controlling
blockholder, andag=0 for very high values ofr{ta). Equation (24) defines a family of
decreasing curves as long as the integration awinstgositive (see Figure 5). These curves
have a simple economic meaning: if the prospeaebfuture economic profitability of the firm
is high, the stocks are a good investment and dritshareholders will only use the mandatory
bid exit for a small part of their investment. Atetlimit for extremely good prospects of
profitability, outside shareholders will keep dietr shares. That gives an asymptotic upward

oriented shape to the locus of their choices.
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AKI(Ve-AK)

(1)

Figure 5: Equilibrium curves of outside sharehatder

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

Vor, () —t())/k
A

of the investment strictly equal to.¢ ta). Thereforer,(.)—t,(.) = —-1. This

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

not consider any net return below that line. Theeree would mean that the outside investors
accept that they will hold shares in the firm watthower value rather than take the opportunity
to sell and exit the firm. There exists an intetgagnt m’ of that minimum horizontal line with
one of the curves defined by equation (24) locaiethe specific valueg = (1-«). That point
will identify the optimal curve mm’ for the choiced minor investors. That curve is their only

set of rational choices. It allows us to determihe value of the integration constant

2
o= Ak _AK]_1 ,V, o7
V.- Ak V,

-—(@1-a) ?7.7 For instance, the curve jj' is not acceptable:
U

staying at point j’ would mean that outside investawould bring all their shares= (1)) at

Ak _Ak} 1 V, o2

i >_(1—a)2__
V.-AK V. | u

" This is positive for acquisitioA prices such tha{ K 2
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the exit opportunity, selling them at an acquisitiorice that is below the market valuation
based on the future prospect of profitability tieyecast. The equilibrium locus ii’ is cut across
on its downward curve because of the floor valupased by the acquisition price. It is also
dominated by the set of choices resulting fromjfheurve above it. The equation of the mm’

curve is:

(2o af ot of 2] 2% o |22
(re(')_tA('))_l:lu(l a)(kjaer(Ve H [ » o’ 5

+(1—a)[ Ak _Ak} 1(1_ )zveaf

a, |V.-Ak V, k 2

(25)

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

sharehoder’s targeted stake

2) Situation of the new controlling shareholder

Knowing the set of possible rational choices of dluéside shareholder, the controlling
blockholder will try to optimize his situation. Hooses with regard to the acquisition prige,
and the stake of capital he aims to buy on his ew&etting the derivative of his wealth with

regard toA to zero:

dE[U W,)] _ (@+ag)Ve(dr,() dt()), V. di() _
dA {U (WA){ K (dA dAJ K @7 a)}'o(%)

We get a differential equation close to relatiops{iO) but introducing explicitly the
expected shares to be bought back through the B@H iacquirer’s calculus:

(dre(.)jJr (1—a-ag)[dt(.)jzﬁ>o (27)
dA (a+a,) (dA) 'V

e

The analysis we developed earlier regarding thelibgum locus of choices ensuing

from relationship (10) also applies here. The dérreadre(.)/dA=k/V.. is still positive. The
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existence of an equal opportunity mechanism doeslter the positive relationship betwe&n
and the anticipated economic profitability of tlaeget firm after the takeover. The acquisition
premium is a simple and direct signal of the futao®nomic return of the firm. The linear
relation (11) is still valid. The derivatiw#t(.)/dAremains equal to zero, so the acquisition price

does not signal anything about the future apprtipriaate.

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

to a, we get:

AEU MWD _ [ aw Ve (r (ye gt (1) Ve(dr() _du 0, Ve dt, ()]
i —E{u (WA){?(re(.Hx () A+(a+ag)k(da daj+k - }—o

After some manipulation:

dr,()), @-a-a)(di())_1(V.) . 1 ) kK
(da j+ (a+a,) (daj_y'(k}ax a{(re(-) ta()) v A} (28)

In comparison with a situation without EOR, the d&oednt of the dt(.)/dn term is
(L-a-ag)/(at+ag); this is lower than the one in equation (13), hweas(1-a)/(a). For a given
increase i, the new controlling shareholder is driven to expiate lessCeteris paribusfor
given increases of, and o at equilibrium, dt(.)/dz is negative. However, in order to
compensate, the absolute value of the derivatig/dx will be higher with EOR than without
it. At equilibrium, the appropriation ratéx will decrease more for an increase 1g

Consequently, the EOR system is more disciplinatii vagard to expropriation.
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In order to solve the differential equation (28)e weed to add the hypothesis that
dt(.)/dx is a negative constant, which implies a linearrel@sing function similar to (14)

betweent, anda. We get the differential equation versugremembering that, is a fixed

parameter):
a0, nO (ZVW‘”CKJ (v
daray (@ray (@ra) y+_(?ej0*2 @)
The solution of (29) is a family of increasing cesv
r.(a) = (2y+ ya, + \A/‘—:(j + {%(V—kejaf - Zy} (@ +20'g) + @ +Cag) (30)

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 witi€OR. The only acceptable equilibrium
curve is MorM’, shown in Figure 6, and is defined by the equuati

Ak) [1(V (a+a,)
ro=|2y+ya, +— |+|=| = lof -2y |——2
e (V g Vj L{(ij V} 5

e

1 |V, lk Ak 1 1(vej »
+ “l-y-ya, -— 5| —| 7 |9&
(a+a,) A V, 2| ulk

From the optimization of minority shareholdess,is either positive or zero. A direct

(31)

comparison between (31) and (17) shows that thgrgM' curve in the “with EOR” case is
below the MM’ curve without EOR. The differenceiofplicit economic returme(.) for a given
set of parameters iar,(.) =-ya,(l-a-a,)/(a +a,), which is negative. The system with
EOR leads to lower quality information than in tation without price guarantee protection. A
given signak: is more trustworthy and is better perceived bysioigt shareholders in a no equal
opportunity system. For a given value of the sigfidde EOR rule weakens the informative

situation of outside shareholders in a blockholdsggtem. In order to balance this weakness,
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the controlling shareholder should issue a strorger different signal. His behavior is
modified: if he wants to signal a given level ofute economic profitability, he needs to buy or
to bid for a more important ownership stake withi@R than he does without EOR. We should
obviously add that the signaleg.) needs to be higher than the risk adjusted @bséapital,k,
otherwise the new controlling shareholder would ®encouraged to launch the takeover (see

Figure 6).

e

//// L,
i

M M FOR

Figure 6: New controlling shareholder equilibriuhoeces with and without EOR system

The EOR system changes the location of the optthalce curve of the controlling
shareholder by moving it away from the situation’Z&brresponding to the absence of private
benefits. The situation is more complex insofapigate benefits play a more important role in
setting the equilibrium curve with EOR. The derivator rg(.) with regard toy is more
sensitive in such a situation. For a given valua@i economic profitability, the controlling
shareholder would own a larger stake of capitaicivivould lead him to expropriate less. In
that sense, the EOR system leads to enhancedlohiacyppressure. At the limit, for low values

of y, the choices converge more quickly toward the maaje benefits case.
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3) Joint equilibrium setting

The final equilibrium between the two acting pastaepends on the choice if set by
outside shareholders. For these outside shareBolther equilibrium is a function of the net
economic profitability of the firm after subtraati@f private benefits. The final setting by the
controlling shareholder will integrate the numbérsbares he will buy following the EOR

procedure.

le

Go

Figure 7: Equilibrium choice of controlling sharddier and outside investors

The acquirer who buys a control blogk may think that it is enough for him to locate
on his equilibrium curve WbgM’ at point a (see figure 7) and to issue the signalwhich
corresponds to a profitabilityg* optimal for him. Receiving that information on thieck size,
the optimal ownership of minor investors is locabedthe curve mm’ at the same vertical level
as that of point a. The impliag* is so weak that all outside investors will stangh@int m’,
exercise their exit options, and bring their shdacethe new controlling shareholder. The latter
will get (a+ag)=100% and will be pushed away from his equilibriaorve MeogM’. The only
common equilibrium contract is the point definedthg intersection of the two curves-pM’

and mm’. Figure 7 mixes the equilibrium sets of doatrolling shareholder (Figure 6) and of
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the minor investors (Figure 5). The intersectiompmeans an announcement of higher future
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 imgicié t4 because the equilibrium
curve mm’ set for the outside shareholders refer@act to the net economic retumn-{a). A
complementary logic for convergence is to conditioe delivered information to attract outside
investors toward the desired global participatitakeo*, corresponding to an economic future
profitability re(a*) lower thanre(a+ag). A bias of exaggeration or undervaluationr@tannot
be envisaged in this framework because the comigofihareholder 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 of is exogenous and
conditions the process. It is disseminated in #igng of the quantity equilibrium. In order to
modify the shape and the location of the curve nwother possibilities exist. The first way
could be to modify the acquisition priée This may be an eventuality in a tender offer veher
the problem of the acquirer is at the same timgaio control and to forecast the consequences
of the mandatory bid rule. In that casg, is the percentage of shares bought above the
controlling shareholder’s initially targeted contstake. This eventuality is not opened up after
a block trade. The pric& results from a negotiation between the previoud #re new
controlling blockholders. The second way is to miplannounce that the desired stake of
capital is ¢+ag). This integrates the demand function for the letoaf the outside investors.
The third way is to reduct, which is under the new shareholder’s respongbillhis is
signaled to outside investors through an increase The controlling shareholder may modify
the slope parameter of the expropriation fassd then, for a given valug of a control block

bought in a deal, set the implidit*. Reducing the appropriation rate shifts downwdrd t
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equilibrium locus mm’ of outside shareholders andsequently moves the equilibrium point
with MgorM’ to the left, which results in a lower valug for the shares brought through the

mandatory bid procedure (see Figure 8).

m
e

ao

Figure 8: Equilibrium choices of controlling shaokker and outside investors with

lower appropriation rate

The joint equilibrium framework recognizes that tihwo parties interact. That
equilibrium mixes directly quantity and informatiofhe price is constrained by legal rules and
the takeover context. So, only the quantities ajnst, and the total stake of capital after EOR
of the controlling shareholder must be equal to dlagership percentage wished by minor
investors. This Cournot equilibrium finds its owegulation with the future economic
profitability that is announced by the new con&oland what he intends to achieve. In a
rational equilibrium schedule, this equilibrium thefs an implicit contract between the new
blockholder and the outside shareholders. Theyangh quantities and information on future
profits. Rational behavior pushes the acquirerisaldse the true economic value and to share
this information with other investors. In an EORstgyn, the percentage of capital is an

economically valuable signal and minor investoesrast passive. In a concentrated blockholder
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ownership system, it also signals the existencprivate benefits. Those are the adjustment

variables in the hands of the controlling sharebold

As a consequence, the EOR modifies the behavioss situation of appropriation of
private benefits. For a targeted ownership stakeapital, it puts pressure on the appropriation
rate. The economic calculus of the rational nevwckholder is more complex. He is pushed to
issue a signal through this ownership percentagh@true future economic profitability of the
target firmr.. The quality of information is better and the giioe stronger. The regulating
mechanism is simple: in order to avoid the riskowhing 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 shareholdé&ey cannot be considered as given and
exogenous in a transfer of control, but rather esgalation variable in the controlling-outside
investors’ agency problem. It is for this reasoattive need to analyze separately the past
private benefits paid back to the former contrglishareholder and the future private benefits.
The normative solution to issue preferred sharesotapensate controlling shareholders in a
concentrated ownership system, as proposed by éii@is{2006), is not adapted in the sense
that it sets once and forever the amount of acdeptizate benefits. The mandatory bid rule
appears as a common and mandatory opportunity égctiate” a sort of implicit contract
between the new controlling shareholders and thsidmiinvestors and to question the accepted

ex ante level of private benefits. It helps to makplicit what is implicit.

The quality of information may also improve in #@nse that the signal given to outside

investors should be stronger. We highlight the fiett equal opportunity rules lower the
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prospects of private benefits. We also outline that controlling ownership system, the equal
opportunity rule modifies the information deliveredoutside investors: the same signal lead to
lower forecasts of profitability. To balance thiteet, we analyzed the possibility for the buyer
to modify his choices. However, the acquirer mapassue directly private information about
his willingness to expropriate less or disclosetthe perspectives of future returns. In financial
markets, rules may also force the buyer to disciog@mation. In addition, analysts may
provide the market with information about the ttgns. Outside investors are informed by
other sources than the information delivered thhotigg two channels used by the acquirer and
identified in the model. The buyers may enter signaling game because otherwise they will

not be at optimum and not maximize of their profit.

Conclusion

The existence of the equal opportunity rule appaarfar more important in a context of
concentrated stock ownership and private benefitontrol than in a framework of dispersed
ownership. The buyer can use the bid acquisitiaoepand the target participation rate as
signals. We noticed that a more general settinfp@ichoices should also take into account the
possibility of a direct appropriation of the cashwf by the new controlling investor, which is a

source of risk for minor investors.

This paper develops an analysis with a double astnynof information within a quasi-
process of negotiation. The equal opportunity rslleot an explicit contract, but it leads to an
interaction between the new controlling shareholdet outside investors that characterizes an
implicit contract. The terms have to be jointlytkest regarding common variables: the number
of shares brought to the exit opportunity optiomg #he appropriation rate of private benefits.

The joint equilibrium framework recognizes that the parties interact. A partial use of the

40



exit option given to outside investors finds a oga#l explanation in our model. The

characteristics of the joint equilibrium mixes difg quantity and information. The price is

constrained by legal rules and is set in the takecwntext. Therefore, only the quantities can
adjust and the total stake of capital after EORhef controlling shareholder must be equal to
the ownership percentage wished for by minor irsst They exchange quantities and
information on future profits. In an EOR systene thercentage of capital is an economically
valuable signal and minor investors are not passivea concentrated blockholder ownership
system, it also signals the existence of privateebts. Those are the adjustment variables in
the hands of the controlling shareholder. As a equence, the EOR modifies the behaviors in
a situation of appropriation of private benefiter A targeted ownership stake in capital, this
puts pressure on the appropriation rate. The régglanechanism is simple: in order to avoid

the risk of owning a final stake of capital hightwan the one aimed at, the controlling
shareholder will lessen his private appropriatidnbenefits. The economic calculus of the
rational new blockholder is more complex. Outsideestors interact and participate in the
setting of the equilibrium. They may profit frombatter discipline on the forecasted private
appropriation. However, the signals at the dispos#éihe controlling investor are less effective
and the quality of the information delivered to thmarket is lower in comparison with a

situation without an equal opportunity rule.

The analysis of the EOR system also highlights tegtilation has consequences in the
delivery of better information. When one party ofganew information, its risk against
uncertainty lowers. A collateral effect of law, tdgtion or contracts occurs on the reduction or
the management of situations of asymmetry of infdrom. By making things more complex,
regulation may lower the quality of a given sigaatl make the transactions or the negotiation

processes more difficult. The examples of the equabortunity rule or mandatory bid
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mechanisms in the case of a takeover illustragefddture. It puts a pressure to buyer’s choices
to balance it.

Regulation thus initiates a constrained contracpratess, which in itself may create
economic value. The progress toward an agreementtia “take it or leave it” situation. Both
parties will, to some extent, exchange possiblgdulainformation. In uncertainty about future
returns, more of the price is based on informatiercompared with an immediate transfer of
goods against payment. Information asymmetry i$ pathe deal and a disclosure of private
information has the same effect as a price discolihe contractual process in itself is
important, so allowing contractual freedom has eallYloreover, beside explicit contracts,
numerous implicit contracts do appear, for instame®veen controlling and outside investors.
The existence of a process of negotiation is m@guient than typically seen. The weaker party
is not an automatic loser. In an EOR system, tlieogtion given to outside shareholders is a
tool to curb possible future private expropriatioReciprocal interaction allows the
development of an exchange of information in otdefind a joint agreement. The contractual
process creates value when it leads to betteanteinformation, at least for one party. The
equal opportunity rule as an external regulatioansmportant example of an implicit bilateral
equilibrium contract, which develops in a framewaoikasymmetric information and imposes

an overall disciplinary pressure.

From a social public choice perspective, the welfaroperty of EOR has to be
analyzed. In a world without EOR a buyer is freefgate an EOR by announcing he wants to
purchase all shares at the bid price. Buyer ussagms to reject this option, which implied
that EOR is not privately optimal. Then the EOR ewkhe buyers worse off. However, we
show that the rule makes the investors well offibgreasing the information they would

otherwise have and by reducing private benefit @xpation. We have not analyzed if the EOR
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effect is only distributional and. The questiontlo¢ welfare efficiency of EOR is still opened

and not addressed in the paper.
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Annex

To solve the differential equation (Al), we calilpthe left hand side:

)

2y +—

dr(), O\ V), 0 (£j0_2
U

da a a

g(a) =
The solution has the form:
r,(@) = K(@)e™ = 2K ()
a

Deriving (A2) with regard t@ gives:

dr,() , re()
da a

Using (Al):

(@) =| 2p+ 2K 4] L Ve )2 _
K'(a) —(2y+ v, j{ﬂ( ” jax 2}/}0

Integrating (A3):

Ak 1(V a’
K(@)=|2y+— lag+|=| -2 |g2-2y|—+cC
@ (y Vej L(ij V}Z

=Lk(@)=g()
a

Wherec is an integration constant and using (A2), welljnget:

Ak 1(V a ¢
r(@)=|2y+— |+|=| =2 |lg?-2y|—+—=
() (y Vej L/(kj X y}z po

(A1)

(A2)

(A3)

(A4)

(A5)
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