











firms’ previous 3-year average ROA is less than the ROA of matching single class firms.
The second performance dummy variable (Perdum?) is equal to 1 if the firm’s 3-year ROA
is less than the 3-year industry average ROA. The 3-year average ROA is utilized as a
performance in order to eliminate the impact of any transitory effects of operating
performance. In addition, Denis and Denis (1995) show that firms with 3-years of prior poor
operating performance are more likely to replace their CEO. Similarly, Huson et al. (2001)
provide evidence that executive turnover tends to occur when industry adjusted accounting
performance has declined and stock returns have recently been negative. Hence, CEOs with
long tenure conditional on poor past performance is a clear indication of managerial
entrenchment.

Table 4 presents the results of the effects on managerial entrenchment conditional on
prior operating performance. I include an interaction term between performance dummy and
various proxies for entrenchment. In models (1) and (4), the performance benchmark is
based on the matching group of control firms (Perduml). In models (2), (3) and (5), the
performance benchmark is based on the industry average performance (Perdum?).

In models (1) and (3), the performance dummy variables are interacted with excess
CEO tenure. The coefficient of the interaction term is negative and statistically significant.
This indicates that dual class firms with previous poor performance and greater managerial
entrenchment are valued less. In model (2), I use industry as the benchmark for both
performance (Perdum2) and CEO tenure (IACEO tenure). The results show that investors
apply a larger discount to dual class firms with worse performance relative to the industry
and when the CEO remains on the job longer than their industry counterpart. This implies

that investors are concerned with managerial entrenchment especially in firms that are
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performing poorly. In model (5), I used industry adjusted directors tenure (IADirectors
tenure) as the proxy for entrenchment. The results show that firms with poor performance
and longer directors’ tenure are valued less.

In Table 5, the dependent variable, dual class discount, is computed as the difference
between Q ratio of dual class firms and the industry average Q ratio. The results presented in
Table 5 are similar to those presented in Table 4. In addition, the interaction term between
performance and excess E-index is now significant. Investors apply a greater discount to
dual class firms with poor performance and excess E-index. This implies that investors view
anti-takeover provisions, which are a part of E-index, as entrenching provisions especially in
firms with poor performance.

Studies which examine concentrated ownership often simply assume that managers
are also the controlling shareholders. However, this is not always the case. In this study, I
am able to identify firms where the controlling shareholder is an executive and those where
the controlling shareholder is a director or Chairman of the board. This is important because
it is easier to identify cases of entrenchment when the CEO is the controlling shareholder or
a family member of the controlling shareholder. However, identifying cases of
entrenchment of outside CEOs in firms with concentrated ownership is a bit more
challenging. Nevertheless, controlling shareholders are less likely to hire an outside CEO
who will openly oppose them or act against the interest of the controlling shareholder. An
outside CEO can become entrenched as long as their interest does not diverge from the
interest of the controlling shareholder.

In Table 6, I provide evidence for managerial entrenchment in dual class firms

where the controlling shareholder is also an executive. The results are similar to those
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presented in Table 4. Longer tenure of controlling shareholders-executives provides robust
evidence that investors are aware of the impact of managerial entrenchment on the
extraction of private benefits and agency costs. Controlling shareholders-executives are
more likely to be entrenched because they control dual class firms with majority voting
rights.

Table 7 presents the results for dual class firms where the controlling shareholder is
not a member of the executive team. In these firms, the controlling sharcholders are
typically members of the board of directors. The results are similar to those presented in
Table 6 only for models (2) and (5). By separating the sample into firms with controlling
shareholders as CEOs and those with non-controlling shareholders as CEOs, 1 present
further evidence of the impact of managerial entrenchment on dual class discount.”® In
addition, the results presented in Tables 2 to 5 are independent of whether the executives are
also the controlling shareholders. Executives who are not controlling shareholders can also
be entrenched because controlling shareholders are more likely to hire executives who are

less likely to act against the interest of the controlling shareholders.

4.4.0 Robustness

Potential endogeneity concerns are common in corporate governance literature.
Simultaneity and reverse causality can bias our results. Managerial entrenchment can lead to
dual class discount but it is unlikely that dual class discount influences managerial
entrenchment. Nevertheless, I utilized a two stage least square technique as a robustness

check. In the first stage, I estimate a model for the determinants of entrenchment. The

7 In firms with non-controlling shareholder as CEOs, the controlling shareholders are usually Chairmen or
directors of the board.
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following regressors are included: dual class dummy, E-index, G-index (excluding the E-
index value) and management voting leverage. Dual class ownership structure is arguably
the most effective anti-takeover defense mechanism which can allow managers to become
entrenched. Similarly, corporate governance provisions which make up the E-index such as
poison pills may also render the market of corporate control ineffective and hence, lead to
entrenchment. In addition, the voting power of superior voting shares in dual class firms can
allow managers to become entrenched. Therefore, I utilized these variables in order to
predict management entrenchment. The predicted variable is then used to explain the
documented dual class discount.

In the second stage, I include the predicted entrenchment using the estimated
coefficients from the first stage. I utilized three measures of entrenchment including: CEO
tenure, industry adjusted CEO tenure and industry adjusted directors’ tenure. The results of
the second stage estimation are presented in Table 8. I created interaction terms between the
performance dummy and the predicted entrenchment variables. The performance dummy is
equal to 1 if a dual class firm’s previous 3-year ROA is less than the ROA of a matching
single class firm with concentrated ownership and zero otherwise. In models (1) to (3), the
dependent variable, dual class discount, is the difference in Q ratio of dual class firms and
their matching single class counterpart. The interaction term in each model is negative and
significant. This is consistent with the above hypothesis and with the results presented in
Table 4. In models (4) to (6), the dependent variable is the difference between the Q ratio of
dual class firms and the industry average Q ratio. The results are similar to those presented

in Table 5.
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5.0 Chapter Summary and Conclusions

Dual class ownership structure is one of the most effective anti-takeover defense
mechanisms. It can lead to entrenchment since controlling shareholders can maintain a
voting block of shares and still raise additional equity capital. Entrenchment can be viewed
as a benefit to controlling shareholders that imposes agency costs to outside shareholders.
Therefore, investors are likely to attach lower value to dual class firms with a greater degree
of entrenchment. In this essay, I investigate whether dual class firms have a greater degree
of managerial entrenchment compared to single class firms and whether investors discount
the value of dual class companies that have signs of entrenched managers. The evidence
provided in the research shows that dual class CEOs and directors are entrenched compared
to single class CEOs. After adjusting for industry median, dual class CEOs and directors
have longer tenure than CEOs in single class firms even when the firm is making losses.

Univariate tests indicate that dual class CEOs and directors have a longer tenure than
their counterparts in single class firms with concentrated control. Dual class CEOs on
average, remain on the job 5.32 years longer than CEOs in similar single class firms. This
evidence can be interpreted as managerial entrenchment. However, longer tenure may also
indicate experience and superior performance in running the firm. Therefore, I construct
tests conditional on poor past firm performance using the industry and a matching sample as
benchmarks. Longer tenure of CEOs and directors in dual class firms when these firms
perform poorly in the past is consistent with managerial entrenchment. The univariate test
shows that in dual class firms with poor past performance, CEOs have a longer tenure (2.71

years) compared to CEOs in similar single class firms.
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In a panel regression specification, I use several measures of entrenchment and two
different measures of dual class discount and provide evidence that the greater the
entrenchment, the larger the dual class discount. Excess CEO tenure (compared to matching
firms and industry median) leads to a greater discount of dual class firms. Also, investors
apply a greater discount to dual class firms with excess E-index and longer directors’ tenure.
Although CEO tenure is an indication of managerial entrenchment, it can also signify
experience and superior ability in running firms. Therefore, I provide evidence conditional
on poor past performance. When firms perform poorly, managers who are not entrenched
are more likely to lose their job. Therefore entrenchment measures should be conditional on
poor past performance. I provide evidence that investors apply a greater discount to dual
class firms with excess CEO tenure and excess directors’ tenure for dual class firms with
poor past performance.

I provide further evidence by examining sub-samples of dual class firms with
controlling shareholders as CEOs and those where the controlling shareholder is a director
or Chairman of the board. Longer tenure of controlling shareholders-CEOs provides robust
evidence of the relationship between managerial entrenchment and dual class discount.
Longer tenure in dual class firms with controlling shareholders-CEOs results in a greater
discount of these firms especially when prior performance is less than a matching firm or the
industry average. The evidence suggests that investors are concerned with managerial
entrenchment, potential agency costs and extraction of private benefits and therefore, attach

lower value to dual class companies which have a higher degree of entrenchment.
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Table 1: Descriptive statistics

Directors’ age is the average age of a company’s director. Directors’ tenure is the median number a company’s directors serve in this role. IACEO
Tenure and IADirectors’ tenure are defined as the industry adjusted tenure for CEOs and Directors, respectively based on industry median. E-
index is the sum of the 6 entrenching provisions identified by Bebchuk et al. (2009) and G-index is the sum of the 24 governance provisions used
in Gompers et al (2003). Perdum?2 is a dummy variable equal to 1 if the firm’s 3-year ROA is less than the 3-year industry average ROA. Cash
flow rights is defined as the percentage of equity owned by the largest shareholder or management and directors. Voting rights is the percentage of
votes held by the largest shareholder or management and directors. Management voting leverage (Mgmt. Vote) is the percentage of total votes
controlled by management and directors divided by the percentage of total equity held by management and directors, size (natural logarithm of
sales), financial leverage (total debt divided by total assets), performance (ROA=EBIT divided by total assets and RET is measured as the annual
stock returns), risk (beta is estimated using the CRSP equally weighted index and the previous five year monthly stock returns ), growth is the
geometric mean growth in total assets over the previous five year period, institutional ownership (percentage of shares held by institutional
investors) and family director is the percentage of family members on the board of directors. Significance levels at the 1%, 5% and 10% are

indicated as *, **, and ***, respectively. The test for difference in mean is the t-test and the test for difference in median is the Wilcoxon signed-
rank test.

Panel A: Entrenchment Characteristics

Dual Class Single Class Mean test | Median test

Mean  Median  Std Dev. Mean  Median  Std Dev. | T-stat Z-stat
CEO Age (years) 55.88 56.00 741 5538 56.00 691 | 1.37 1.19
Directors’ Age (years) 59.33 59.65 4.68 59.43 59.80 3.79 | -0.43 -0.31
CEO Tenure (years) 14.12 10.00 12.13 8.80 6.00 8.55 | 9.98*** 9.13%%*
Directors’ Tenure 8.58 8.00 5.00 7.62 7.00 4,14 | 4.14%** 3.88%**
IACEO Tenure 8.28 4.25 12.30 3.08 0.50 8.56 | 9.68*** 8.87***
IADirectors’ Tenure 1.74 1.00 425 1.09 0.00 3.93 | 3.13%** 3.65%%*
E-index 1.80 2.00 1.42 2.66 3.00 1.28 | -12.57%%* | -11.99%**
G-index 6.09 6.00 1.75 6.80 7.00 1.88 | -7.69%** -7.09%**
Perdum2*IACEO Tenure 10.45 8.50 12.76 1.82 1.00 8.68 | 4.64%** 7.55%%*
Perdum2*1ADirector Tenure 1.74 1.50 4.15 1.07 0.50 475 | 2.94%** 2.32%%*

Note: Only non-zero observations are used to calculate the summary statistics for the interaction terms Perdum2*IACEO Tenure and Perdum2*IADirector
Tenure. For the Perdum2*IACEQO Tenure, there are 230 observations for the dual class sample and 157 for the single class sample. For the

Perdum2*IADirector Tenure, there are 200 observations for the dual class sample and 142 for the single class sample. The median test for the interaction
terms is the Wilcoxon rank sum test.

182



Table 1 Cont’d

Panel B: Ownership Characteristics

Dual Class Single Class Mean test | Median test
Mean  Median Std Dev. Mean  Median Std Dev | T-stat Z-stat
Cash Flow Rights of the Largest
Shareholder % 2250 1820 16 50 2360 1920 1320 | -071 -062
Voting Rights of the Largest
Shareholder % 57 80 54 80 2570 2360 1920 1320 | 34 33%%+ 15 75%**
Cash Flow Rights of Management &
Directors % 2490 1930 1560 1710 16 50 1410 | 1421%¥* | 447%**
Voting Rights of Management &
Directors % 5830 5730 2520 1710 16 50 1410 | 44 25%%* 15 82%**
Management Voting Leverage (Mgmt
Vote) 301 242 215 1 00 100 000 | 5860**** | 82 55%**
Panel C: Firm Characteristics
Tobin’s Q ratio 187 147 124 204 162 125 | -302%** -4 53**%
Industry Adjusted Q -0 59 -041 173 -0 39 -0 35 226 | -2 00** -1 98**
Size (Sales - $ million) 4917 45 152390 1459723 | 465387 162900 1530238 | 078 -0 89
Financial Leverage (D/A) 2161 2034 18 10 2181 20 82 1896 | -0 58 -028
Performance — (Ret) % 12 61 835 34 87 10 80 745 3852 | 218** 158
Performance — (ROA)% 975 8 87 8 81 957 906 930 | 086 -004
Risk — (Beta) 099 077 081 1 06 085 081 |-146 -1 63
Growth % - (Total Asset) 998 667 15 61 937 646 1664 | 107 108
Institutional Ownership % 16 92 13 60 1566 2149 18 71 1496 | -13 24%%* | .15 5%**
Famuily Directors % 15 80 12 50 12 73 562 000 1060 | 34 83*** | 37 86***

Note The number of observations for each of the dual and single class samples 1s 792 firm-year
Industry Adjusted Q-Mean 1s defined as the difference between the firm’s Q ratio and the average SIC Industry Q ratio
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Table 2: Effects of entrenchment on discount of dual class Q ratio to that of matching
single class firms

The dependent variable is computed as the difference between the Q ratio of dual class firms and the
Q ratio of matching single class concentrated control firms. Excess CEQ tenure is the difference in
tenure for dual class CEOs and their matching counterparts in single class firms. IACEO tenure is
the difference between tenure of dual class CEOs and the average industry CEO tenure. Excess E-
index is the difference between the E-index value of dual class firms and matching single class firms.
In constructing the excess G-index, I subtract the E-index value for each firm from the G-index value
and then take the difference between dual class firms’ G-index and matching single class firms’ G-
index. 1ADirectors’ tenure is computed as the median tenure per director less the median industry
tenure per director. The numbers below the estimated coefficients are t-statistics, with *** ** * being
significant at the 1%, 5% and 10% levels.

@ 2) (&) @ )
Excess CEO Tenure -0.011
-1.82%
IACEO Tenure -0.013 -0.012
-2.93%** -2.34%*
Excess E-index -0.055 -0.063
-1.71#* -1.95%
Excess G-index 0.05 0.05
1.60 1.53
IADirectors’ Tenure -0.032 -0.019
~2.24** -2.04%*
Excess Compensation -0.229 -0.224 -0.23 -0.236 -0.229
-3.38*** 233 %% S341%¥F 3 50%FF 3 3QkHH
Mgmt. Vote x Excess Cash -0.293 -0.242 -0.261 -0.241 -0.252
-1.19 -1.97** -1.05 -1.96** -2.02%*
Mgmt. Vote -0.109 -0.102 -0.113 -0.110 -0.108
-3.50%** -3.34%*x* S3.68*** 3 62%kx 3 6] Hx*
Excess Cash 0.829 0.736 0.771 0.741 0.716
1.03 0.90 0.96 0.90 0.89
Financial Leverage -0.571 -0.872 -0.938 -0.875 -0.902
-1.53 23 13%** S3. 37 3 5%k 3 24%x
Conversion Rights -0.265 -0.204 -0.255 -0.183 -0.215
-1.72* -1.34 -1.64 -1.23 -1.43
Size 0.143 0.123 0.133 0.123 0.107
2.95%%x* 2.60%** 2.72%** 2.54%%* 2.12%%
Dividend Difference -0.333 -0.334 -0.233 ~-0.296 -0.289
-1.32 -1.32 -0.93 -1.17 -1.15
CEO Chairman Duality 0.143 0.148 0.124 0.105 0.132
1.11 1.17 0.99 0.84 1.05
Intercept -0.689 -0.643 -0.757 -0.577 -0.447
-1.53 -1.53 -1.75* -1.32 -0.96
Industry and Year effects Yes Yes Yes Yes Yes
Adjusted R* 0.242 0.237 0.267 0.256 0.289
Obs. 792 792 792 792 792
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Table 3: Effects of entrenchment on discount of dual class Q ratio versus the industry

average

The dependent variable is computed as the difference between the Q ratio of dual class firms and
industry average Q ratio. Excess CEO tenure is the difference in tenure for dual class CEOs and their
matching counterparts in single class firms. IACEQ tenure is the difference between tenure of dual
class CEOs and the average industry CEO tenure. Excess E-index is the difference between the E-
index value of dual class firms and matching single class firms. In constructing the excess G-index, I
subtract the E-index value for each firm from the G-index value and then take the difference between
dual class firms’ G-index and matching single class firms” G-index. IADirectors’ tenure is computed
as the median tenure per director less the median industry tenure per director. The numbers below the
estimated coefficients are t-statistics, with *** ** * being significant at the 1%, 5% and 10% levels.

(0] 2) 3 4 (6)]
Excess CEO Tenure -0.022
-1.98%*
IACEO Tenure -0.009 -0.012
-2.03%* S2.27%*
Excess E-index -0.028 -0.035
-1.88%* -1.98%**
Excess G-index 0.024 0.025
1.13 1.16
IADirectors’ Tenure -0.001 -0.013
-2.07%%* -1.96%*
Excess Compensation -0.425 -0.417 -0.424 -0.425 -0.413
-0.53%** -6.44%** -6.50%** -6.52%** 6 20%**
Mgmt. Vote x Excess Cash -0.249 -0.246 -0.254 -0.248 -0.258
-1.83* -2.05%* -2.25%%* -1.87* -1.89*%
Mgmt. Vote -0.028 -0.024 -0.029 -0.027 -0.025
-1.99** -1.78* -2.94%%x* -2.89%¥* ) B3H*k
Excess Cash 0.787 0.768 0.786 0.786 0.777
1.21 1.20 1.20 1.21 1.21
Financial Leverage -0.629 -0.609 -0.648 -0.628 -0.633
2.57** -2.49%* -2.66%** -2.57%* -2.60***
Conversion Rights -0.146 -0.134 -0.16 -0.143 -0.165
-1.27 -1.16 -1.38 -1.24 -1.41
Size 0.22 0.207 0.215 0218 0.207
4.48%** 4,11 4.46%** 4.35%*% 4.14%%x*
Dividend Difference 0.41 0.363 0.425 0.403 0.385
2.25%%* 2.03%* 2.33%* 2.22%%* 2.12%*
CEO-Chairman Duality 0.044 0.063 0.046 0.046 0.075
0.41 0.59 0.43 0.44 0.69
Intercept -1.545 -1.382 -1.492 -1.519 -1.412
A -3.75%%* -4.22%%* -3.98¥*x 3. 72%*k%
Industry and Year effects Yes Yes Yes Yes Yes
Adjusted R? 0.144 0.147 0.146 0.144 0.178
Obs. 792 792 792 792 792
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Table 4: Effects of entrenchment on discount of dual class Q ratio to that of matching
single class firms’ conditional on past performance

The dependent variable is computed as the difference between the Q ratio of dual class firms and the
Q ratio of matching single class concentrated control firms. Excess CEO tenure is computed as the
difference in tenure for dual class CEOs and their matching counterparts in single class firms.
IACEO tenure is computed as the difference between tenure of dual class CEOs and the average
industry CEO tenure. Excess E-index is the difference between the E-index value of dual class firms
and matching single class firms. In constructing the excess G-index, I subtract the E-index value for
each firm from the G-index value and then take the difference between dual class firms® G-index and
matching single class firms’ G-index. IADirectors’ tenure is computed as the median tenure per
director less the median industry tenure per director. Perdum| is a dummy variable equal to 1 if dual
firms’ previous 3-year average ROA is less than the ROA of matching single class firms. (Perdum2
is a dummy variable equal to 1 if the firm’s 3-year ROA is less than the 3-year industry average
ROA. The numbers below the estimated coefficients are t-statistics, with *** ** * being significant
at the 1%, 5% and 10% levels.

@) (2) 3 4 &)
Perdum1 x Excess CEO Tenure  -0.035
-3.6]%**
Excess CEO Tenure 0.008
1.51
Perduml -0.08
-0.58
Perdum?2 x IACEO Tenure -0.019
2.02%*
IACEO Tenure -0.009
-1.79*
Perdum? 0.003
0.02
Perdum2 x Excess CEO Tenure -0.016
-1.79%
Excess CEO Tenure -0.001
-0.21
Perdum?2 -0.135
-1.01
Perdum1x Excess E-index 0.004
0.08
Excess E-index -0.063
-1.53
Excess G-index 0.051
1.92%*
Perduml -0.107
-0.87
Perdum1*IADirectors’ Tenure -0.084
-4, 05%**
IADirectors’ Tenure 0.005
0.32
Perduml -0.001
-0.01
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Table 4: Cont’d

() @) 3 @ 3)
Excess Compensation -0.211 -0.236 -0.233 -0.233 -0.221
-3.10%** -3.44 %% -3.43%** =341 %% -3.28%**
Mgmt. Vote x Excess Cash -0.288 -0.295 -0.304 -0.264 -0.268
-1.79% -1.89* -1.93* -1.99%* -1.87%
Mgmt. Vote -0.11 -0.109 -0.113 -0.119 -0.111
-3.46%** -3.44%%* -3.47%** -3.75%** -3.61%%*
Excess Cash 0.787 0.795 0.842 0.770 0.802
0.99 0.98 1.05 0.95 0.98
Financial Leverage -0.043 -0.053 -0.045 -0.091 -0.079
-1.16 -1.44 -1.21 -3.24%%* -2 87xEx
Conversion Rights -0.278 -0.268 -0.284 -0.269 -0.206
-1.81* -1.75% -1.84%* -1.73* -1.39
Size 0.152 0.13 0.144 0.134 0.123
3.17%%* 2.68%** 2.95%** 2.79%** 2.55%
Dividend Difference -0.315 -0.339 -0.313 -0.227 -0.273
-1.27 -1.35 -1.24 -0.91 -1.10
CEO Chairman Duality 0.162 0.14 0.142 0.13 0.089
1.26 1.09 1.10 1.04 0.71
Intercept -0.773 -0.576 -0.682 -0.733 -0.533
-1.73* -1.28 -1.50 -1.71* -1.20
Industry and Year effects Yes Yes Yes Yes Yes
Adjusted R? 0.211 0.236 0.229 0.276 0.290
Obs. 792 792 792 792 792
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Table S: Effects of entrenchment on discount dual class Q ratio versus the industry
conditional on past performance

The dependent variable is computed as the difference between the Q ratio of dual class firms and
industry average Q ratio. Excess CEQ tenure is the difference in tenure for dual class CEOs and their
matching counterparts in single class firms. IACEO tenure is the difference between tenure of dual
class CEOs and the average industry CEO tenure. Excess E-index is the difference between the E-
index value of dual class firms and matching single class firms. In constructing the excess G-index, 1
subtract the E-index value for each firm from the G-index value and then take the difference between
dual class firms’ G-index and matching single class firms’ G-index. IADirectors’ tenure is computed
as the median tenure per director less the median industry tenure per director. Perdum1 is a dummy
variable equal to 1 if dual firms’ previous 3-year average ROA is less than the ROA of matching
single class firms. Perdum?2 is a dummy variable equal to 1 if the firm’s 3-year ROA is less than the
3-year industry average ROA. The numbers below the estimated coefficients are t-statistics, with
Rk R ¥ being significant at the 1%, 5% and 10% levels.

€9) (2) 3 () )
Perdum1 x Excess CEO Tenure -0.033
=3 57Hkk
Excess CEO Tenure 0.018
2.47**
Perdum1 0.089
0.63
Perdum2 x IACEO Tenure -0.006
-0.73
TACEQ Tenure 0.001
-0.01
Perdum?2 0.074
0.51
Perdum?2 x Excess CEO Tenure -0.024
-2.90***
Excess CEO Tenure 0.012
1.95%
Perdum?2 0.052
0.37
Perdum]1 x Excess E-index -0.147
-3.06%**
Excess E-index -0.102
-2.89%**
Excess G-index 0.022
0.99
Perdum1 0.117
0.85
Perdum! x IADirectors’ Tenure -0.093
S5.31F**
[ADirectors’ Tenure 0.039
2.66***
Perduml 0.117
0.88
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Table 5 Cont’d

0 ) 3) @ B)
Excess Compensation -0 139 -0 150 -0 149 -0 135 -0 140
-2 07** -2 18** -2 18** -1 97** -6 38***
Mgmt Vote x Excess Cash -0 321 -0 325 -0349 -0319 -0278
-1 94%* -1 96** -1 97** -130 -1 78*
Mgmt Vote -0 033 -0 037 -0 037 -0 038 -0 022
-1 69% -1 99** -2 03** -1 97%* -0 71
Excess Cash 0973 1 006 1052 0958 0 859
121 125 131 117 135
Fimancial Leverage -0 034 -0 04 -0 037 -0 059 -0 056
-0 86 -102 -0 95 -2 36** -2 33%%
Conversion Rights -0 208 -0 206 -0221 -0 183 -0 155
-1 70* -1 64 -1 78* -150 -134
Size 0218 0205 0206 0206 0218
A11%%% FIgRRR 3 OSKRR g [[RRx 4 4]ees
Dividend Difference 0578 0571 059 0529 0422
3 Qgx** 3 Q5 3 15x** 2 TTHHH* 2 34%*
CEO Chairman Duality 0048 0035 003 0059 0023
043 031 027 055 022
Intercept -1492 -1353 -1366 -1452 -1502
_3 72*** _3 34*** _3 45*** _4 04*** _3 96***
Industry and Year effects Yes Yes Yes Yes Yes
Adjusted R? 0107 0091 0100 0109 0168
Obs 792 792 792 792 792
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Table 6: Entrenchment effect on dual class discount for a sub-sample of firms with
controlling shareholders-executives

The dependent variable is computed as the difference between the Q ratio of dual class firms and the
Q ratio of matching single class concentrated control firms. Excess CEO tenure is the difference in
tenure for dual class CEOs and their matching counterparts in single class firms. IACEQ tenure is
the difference between tenure of dual class CEOs and the average industry CEO tenure. Excess E-
index is the difference between the E-index value of dual class firms and matching single class firms.
In constructing the excess G-index, I subtract the E-index value for each firm from the G-index value
and then take the difference between dual class firms’ G-index and matching single class firms’ G-
index. IADirectors’ tenure is computed as the median tenure per director less the median industry
tenure per director. Perduml is a dummy variable equal to 1 if dual firms’ previous 3-year average
ROA is less than the ROA of matching single class firms. (Perdum2 is a dummy variable equal to 1
if the firm’s 3-year ROA is less than the 3-year industry average ROA. The numbers below the
estimated coefficients are t-statistics, with *** ** * being significant at the 1%, 5% and 10% levels.

@ 2) 3) “) 3)
Perdum1x Excess CEQ Tenure -0.033
-3.03%%*
Excess CEO Tenure 0.011
1.46
Perduml 0.123
0.55
Perdum2 x IACEO Tenure -0.015
-2.13%*
IACEO Tenure -0.010
-0.59
Perdum?2 0.159
0.55
Perdum2 x Excess CEO Tenure -0.021
-2.28**
Excess CEO Tenure 0.006
0.68
Perdum?2 0.058
0.27
Perdum1x Excess E-index 0.025
0.35
Excess E-index -0.10
-1.73*
Excess G-index 0.045
0.92
Perdum] -0.029
-0.15
Perdum1 x IADirectors’ Tenure -0.103
-3.88%**
[IADirectors’ Tenure 0.002
0.09
Perdum1 0.201
091
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Table 6 Cont’d

0] @) @) (4) ®)
Excess Compensation -0.238 -0.133 -0.264 -0.245 -0.137
-2.58%* -1.31 -2.86%** -2.54** -1.42
Mgmt. Vote x Excess Cash 0.089 0.043 0.069 -0.006 -0.024
0.27 0.13 0.21 -0.02 -0.07
Mgmt. Vote -0.049 -0.049 -0.062 -0.065 -0.073
-1.99** -1.88* -1.40 -2.38** -2.63%**
Excess Cash -0.456 -0.307 -0.401 -0.196 -0.076
-0.45 -0.32 -0.4 -0.19 -0.08
Financial Leverage -0.035 -0.063 -0.03 -0.048 -0.051
-0.71 -1.23 -0.61 -0.96 -1.12
Conversion Rights -0.161 -0.161 -0.172 -0.267 -0.152
-0.71 -0.73 -0.75 -1.05 -0.67
Size 0.293 0.250 0.281 0.289 0.281
4.72%%* 3.96%** 4.62%** 458+ 4.48%**
Dividend Difference -0.901 -0.865 -0.851 -0.732 -0.876
-1.98** -1.94* -1.86* -1.74% -2.02%*
CEO Chairman Duality -0.070 -0.119 -0.105 -0.086 -0.168
-0.402 -0.69 -0.61 -0.51 -0.99
Intercept -1.94 -1.477 -1.804 -1.889 -1.566
-3.35%** -2.54** -3.07*** -3.18*** 2.6
Industry and Year effects Yes Yes Yes Yes Yes
Adjusted R? 0.102 0.106 0.120 0.103 0.113
Obs. 486 486 486 486 486
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Table 7: Entrenchment effect on dual class discount for a sub-sample of firms with
non-controlling shareholders-executives

The dependent variable is computed as the difference between the Q ratio of dual class firms and the
Q ratio of matching single class concentrated control firms. Excess CEO tenure is the difference in
tenure for dual class CEOs and their matching counterparts in single class firms IACEQ tenure 1s
the difference between tenure of dual class CEOs and the average industry CEO tenure Excess E-
index is the difference between the E-index value of dual class firms and matching single class firms
In constructing the excess G-index, I subtract the E-index value for each firm from the G-index value
and then take the difference between dual class firms’ G-index and matching single class firms’ G-
index. IADirectors’ tenure is computed as the median tenure per director less the median industry
tenure per director. Perdum! is a dummy variable equal to 1 if dual firms’ previous 3-year average
ROA is less than the ROA of matching single class firms. (Perdum2 is a dummy variable equal to 1
if the firm’s 3-year ROA is less than the 3-year industry average ROA. The numbers below the
estimated coefficients are t-statistics, with *** ** * being significant at the 1%, 5% and 10% levels.

(0)) (2) 3 4) &)
Perdum!1 x Excess CEQ Tenure -0 024
-151
Excess CEO Tenure 0002
002
Perduml -0014
-0 06
Perdum2 x IJACEO Tenure -0 055
_3 57***
IACEO Tenure 0005
052
Perdum? 0161
079
Perdum? x Excess CEO Tenure 0021
133
Excess CEO Tenure -0 022
-2 10**
Perdum?2 -0 148
-0 69
Perdum1x Excess E-index -0 046
-0 55
Excess E-index 0021
036
Excess G-index 0 009
026
Perdum1 -0 046
-022
Perdumix IADirectors’ Tenure -0 059
-2 08**
IADirectors’ Tenure -0 038
-128
Perduml -0 006
-003
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Table 7 Cont’d

) Q@) 3 ) )
Excess Compensation -0.275 -0.368 -0.295 -0.285 -0.360
-2.88%** -3.45%** -3.02%** -2.92%*% -3 37k
Mgmt. Vote x Excess Cash -0.684 -0.695 -0.641 -0.695 -0.641
-2.41%* -2.62%%* -2.54%* -2.48%* 247
Mgmt. Vote -0.078 -0.078 -0.156 -0.088 -0.087
-3.08*** -3.46%** -3.58%** -3.54HH* -3.83%**
Excess Cash 2.467 2344 2.326 2435 2.194
2.64%** 2.56%* 2.63%** 2.59%*x* 2.50%*
Financial Leverage -0.042 -0.034 -0.019 -0.013 -0.048
-0.66 -0.58 -0.30 -0.20 -0.69
Conversion Rights 0.167 0.166 0.165 0.169 0.234
0.82 0.83 0.81 0.82 1.16
Size 0.158 0.137 0.160 0.152 0.128
231** 1.98** 2.30%* 2.19%* 1.97**
Dividend Difference 0.215 0.223 0.093 0.258 0.422
0.75 0.71 0.34 0.89 1.44
CEO Chairman Duality 0.514 0.569 0.483 0.515 0.439
3.16%** 3.45%*x* 3.01%%* 3.14%*x* 2.64%**
Intercept -0.6252 -0.458 -0.407 -0.565 -0.233
-1.04 -0.75 -0.64 -0.91 -0.40
Industry and Year effects Yes Yes Yes Yes Yes
Adjusted R’ 0.203 0.224 0.205 0.194 0.224
Obs. 306 306 306 306 306
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Table 8: Effects of predicted entrenchment on dual class discount conditional on past

performance

The dependent variable in models (1)-(3) is computed as the difference between the Q ratio of dual
class firms and the Q ratio of matching single class concentrated control firms and the dependent
variable in models (4)-(6) is the difference between the Q ratio of dual class firms and industry
average Q ratio. Predicted Excess CEQ Tenure is the difference in predicted tenure for dual class
CEOs and their matching counterparts in single class firms. Predicted IACEO tenure is predicted
industry adjusted tenure of dual class CEOs. Predicted IADirectors’ tenure is the predicted median
industry adjusted tenure per director. Perdum is a dummy variable equal to 1 if dual firms’ previous
3-year average ROA is less than the ROA of matching single class firms. The numbers below the
estimated coefficients are t-statistics, with ***_ ** * being significant at the 1%, 5% and 10% levels.

1) (2) 3) “) &) (6)
Perdum x Predicted
Excess CEO Tenure -0.136 -0.100
-5.70%** -5.32% %%
Predicted Excess CEO
Tenure 0.094 0.059
2.98*** 2.23%*
Perdum 0.015 0.123
0.12 093
Perdum x Predicted
TACEO Tenure -0.105 -0.073
-6.13*** -5.80***
Predicted IACEO Tenure 0.044 0.088
1.15 2.61%**
Perdum 0.065 0.12
049 092
Perdum x Predicted
[IADirectors’ Tenure -0.497 -0.381
-5.97%** -6.23 %% *
Predicted IADirectors’
Tenure -0.524 0.960
-1.16 2.57**
Perdum 0.057 0.149
0.41 1.13
Excess Compensation -0.186 -0.183 -0.198 -0.384 -0.382 -0.376
-2.70%** -2.64%** -2.82%** -5.95%%*k 5 g9F** -5.82%**
Mgmt. Vote x Excess
Cash -0.275 -0.261 -0.223 -0.266 -0.268 -0.303
-1.98** -1.81* -1.99** -2.35%% -2.37%* -1.97**
Mgmt. Vote -0.133 -0.117 -0.170 -0.035 -0.054 0.014
-3.96%** -3.46*** -3.79%** -1.01 -1.55 0.37
Excess Cash 0.641 0.623 0.53 0.72 0.703 0.826
0.83 0.80 0.66 1.14 1.12 1.29
Financial Leverage -0.039 -0.029 -0.025 -0.026 -0.027 -0.026
-1.10 -0.82 -0.72 -0.72 -0.75 -0.75
Conversion Rights -0.323 -0.323 -0.296 -0.194 -0.220 -0.226
-2.09** -2.14%* 2.02%* -1.66* -1.89* -1.91*
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Table 8 Cont’d

6] @) 3 @ O] ©
Size 0.155 0.148 0.144 0.228 0.217 0.225
323k 3.01%** 2.98*** 4.58%%x 4 4]xk* 4.58***
Dividend Difference -0.419 -0.43 -0.44 0.304 0.306 0.343
-1.71%* -1.76* -1.83* 1.69* 1.72* 1.87*
CEO Chairman Duality 0.165 0.154 0.148 0.062 0.06 0.057
1.30 1.21 1.17 0.59 0.57 0.55
Intercept -0.95 -0.744 0.733 -1.613 -1.849 -3.022
-2.12%* -1.60 0.68 -4.04%*¥* 4 12%** 3 60F*F*
Industry and Year effects Yes Yes Yes Yes Yes Yes
Adjusted R? 0.112 0.124 0.128 0.163 0.169 0.173
Obs. 792 792 792 792 792 792
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Chapter S

Contributions and Conclusions

This dissertation makes several contributions to the finance and corporate
governance literature. The first essay adds to several streams of literature. First, it
contributes to the ownership and executive compensation literature by presenting evidence
in support of the extraction of private benefits of control hypothesis. Second, the research
contributes to the study of family companies by presenting evidence that all family
executives, not family CEOs alone, receive higher compensation. Finally, this research helps
to explain why dual class companies sell at a discount compared to single class companies.

In the first essay, I investigate the salient agency problems associated with
concentrated control and the extraction of private benefits. I propose three channels- excess
compensation, excess cash holdings and excess capital expenditure- through which private
benefits can be extracted and relate these channels to the documented dual class discount. 1
provide evidence of two channels through which controlling shareholders can extract private
benefits at the expense of minority shareholders. I show that excess compensation and
excess cash holdings result in a larger discount of dual class firms relative to a matching
group of single class companies with concentrated control. This excess compensation is
greatest when executives are family members of the controlling shareholder. The evidence is
consistent with family members extracting perquisite consumption at the expense of

minority shareholders.
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The second essay examines the relationship between concentrated control and
dividend policy. 1 proposed three explanations- extraction of private benefits, managerial
reputation and family legacy- for dividend policy in firms with concentrated control. I
provide evidence that, even in the U.S. with its stringent investor protection, controlling
shareholders of dual class firms are extracting private benefits and hence, instituting a lower
payout policy. Controlling shareholders of dual class firms, because they control the firm
with votes rather than equity, receive only a small fraction of the corporate distribution.
However, they can extract full benefits from assets retained within the firm. The results of
the second essay complement the findings of the first essay. This essay adds to our
understanding of dual class share structure and why investors value these firms lower than
similar single class companies.

Private benefits and the agency costs of dual class share structure are not always
tangible. Dual class ownership structure can allow managers to remain on the job even when
the company 1s performing poorly relative to its peers. Therefore, managerial entrenchment
is a form of private benefit flowing from dual class share structure. In essay 3, I contribute to
the corporate governance and finance literature by investigating the relationship between the
documented dual class discount and entrenchment. Dual class share structure is an effective
anti-takeover defense mechanism that can render the market for corporate control
ineffective. Hence, managers of dual class firms can become entrenched. Investors are likely
to apply a greater discount to the value of dual class firms which appear to have a higher
degree of managerial entrenchment. Using several proxies for entrenchment, I show that
dual class firms with poor past performance and a greater degree of managerial

entrenchment have a larger discount.
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In summary, this research contributes to the corporate governance and finance
literature by providing evidence that dual class share structure allows controlling
shareholders and their family members to extract private benefits at the expense of outside
shareholders, institute lower dividend policy which benefits themselves and allow managers
to become entrenched. Investors are aware of the perquisite consumption flowing from
control established by dual class share structure and hence, discount the value of dual class

firms.
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