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Abstract

Do families keep control of their firms because they, operating in an environment with weak pro-
tection of minority shareholders, fear being exploited by management after the IPO? Or is ownership
concentration due to the value families attach to control? We find a positive relation between use of
security designs that separate votes from capital and frequency of family-controlled firms in Sweden
and other countries. It is not caused by differences in legal regimes or in minority protection. Since
control blocks ar@ever sold piecemeal to preserve control value, ownership remains highly concen-
trated. Family-controlled firms trade at a discount because of the misallocation of control rights to
heirs who make inefficient decisions, not because of extraction of pecuniary benefits.
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1. Introduction

This paper explores the intersection between the two literatures on Initial Public Offer-
ings (IPOs) and on law and finance. The effects of legal institutions and rules are most
pronounced at the IPO since they shape and affect not only the endogenous decision
whether to go public but also the design of corporate charters and the initial ownership
structure. The effects of laws on financial decisions are, however, not limited to the IPO
since, by setting the stage, the initial conditibms large extent also determine future de-
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velopments through path dependence. Analysis of the interaction between law and finance
is thus particularly interesting at the IPO.

The literature on law and finance has, howelagely ignored the analysis of how legal
rules affect IPOs, and concentrated on thatiehship between legal regimes and owner-
ship structures of large listed firnfsa Porta et al., 1997, 1998, and 1998)d the IPO
literature has overlooked the effect of lawsldagal regimes. Most theories about the IPO
process assume that owners in control use it as an exit option, the start of a process to
quickly relinquish shares either piecemeakbsra whole in a block transfer or takeover.
Eventually, the firm’s ownership structure is likely to be dominated by minority blockhold-
ers or become widely held and controlled by ragement. But these theories are unable
to explain why public firms outside the Anglo-Saxon countries are frequently closely held,
and often privately controlledf decades by the founding famillya Porta et al., 1999)

We address this question empirically by testing two theories about how legal rules and
regimes make founders prefer a concentrated ownership structure at the |R@zaKine-
nority protection theory predicts anegativerelation between the level of legal (formal) mi-
nority protection and frequency of family-conlied firms (ownership concentration) since
families, operating in an environment of weak minority protection, fear being exploited
by management when ownership becomes dispersed after th@&éRbrta et al., 1999;
Burkart et al., 2003)The relation should be particularly strong for civil-law countries since
their legal protection of minority shareholders is generally weak, particularly if they are of
French legal origin.

The private-benefits-of-control theory assumes that founders with preference for con-
trol design the corporate charter and security structure at the IPO in order to protect and
maximize the value of their control righ{&rossman and Hart, 1988; Zingales, 1995;
Bebchuk, 1999)This value stems from social prestige and status of running a listed firm,
access to information that could be used in pet§ outside the firm, the power of making
pivotal decisions about how to allocate financial and non-financial resources and people
within the firm, and the opportunity to extract pecuniary benefits. Such rights are easier
to protect, and thus, ceteris paribus, particularly valuable in legal systems where corporate
and securities laws are designed to benefit control-oriented private owners. Corporate and
securities laws may facilitate for foundingiféies with limited wealth to keep control of
the firm by allowing, even encouraging, the use of devices that separate votes from capi-
tal contribution like cross-shareholdings, dual-class shares and pyramids. The theory thus
predicts the use of security designs that deviates from one share/one votpasitively
related to the frequency of family-controlled firms (ownership concentration).

Using international ownership data frapa Porta et al. (1999)we first show that the
different frequency of family-controlled firms around the world does not stem from differ-
ences in legal regimes or levels of minority protection per se. This is inconsistent with the
weak-minority-protection theory but consistent with the private-benefits-of-control theory
since different measures of family ownership concentration are related to actual uses of
security designs that deviate from one share/one vote.

1 seeBlack and Gilson (1998), Booth and Chua (1996), Gomes (2000), Maug (1997), Mello and Parsons
(1998), and Zingales (1995)
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Given the international results, the core of the paper empirically investigates the follow-
ing three questions from the private-benefits-of-control theory. First, how are deviations
from one share/one vote used in Swedish IPOs to protect the value of control rights? Sec-
ond, how do deviations from one share/one vote and the formation of control blocks affect
ownership dynamics after the IPO? And third, how does the existence of control blocks
systematically affect investment, takeowaand financing behavior? The results provide an
alternative interpretation of how law and finance interact, and identify a new trade-off that
is especially relevant for policy makers in civil-law countries where security designs to
separate votes and capital are more frequently used.

The Swedish setting is particularly interesting since separation of cash flow rights from
voting rights is most prevaleigignblad et al., 2001; La Porta et al., 1999nd the ex-
plicit intention of the corporate law, as stated in the lawmakers’ preamble, is to facilitate
creation of control blocks, e.g., by encouraging the use of dual-class shares. Well-defined
private owners with significant, long-term interests are believed to internalize the costs
from expropriation of minority shareholders and have stronger incentives to invest. These
firms will, therefore, grow faster than if they had been controlled by management or by in-
stitutional owners. But dual class shares also cause a structural conflict between controlling
owners and minority shareholders, and potentially give rise to agency costs since control
is locked-in over time by the same owner family.

Despite relatively weak formal minority protection, the average size of private bene-
fits as percentage of a firm’'s market cap#ation is only 1% in Sweden, compared to
an average of 4.5% for common-law countr{®enova, 2003)Based on premiums in
block transactiond)yck and Zingales (2002)onstruct a gauge of private benefits of con-
trol. Besides measures of tax compliance and newspaper circulation, the only legal-origin
dummy that significantly affects the value of control is the Scandinavian dummy that as-
signs a lower value of private benefits there. The Swedish case thus seems to represent an
equilibrium with highly concentrated owndiip where control benefits are primarily non-
pecuniary? This also seems to contradict the claim that stréognal minority protection
to limit extraction of private benefits is a necessary condition for development of financial
markets since advanced markets developesiveden both before World War 1 and during
the last 15 yearéRajan and Zingales, 2003)

We use a sample of 229 Swedish IPOs (no equity-carve-outs and spin-offs) from 1979
to mid 1997, and follow the firms from 3 years before the IPO to 5 years‘afiaice

2 |n Sweden, it on average requires least capital (12.8%ontrol 20% of the votes of a large listed firm.

It ranks #2 after Belgium in frequency of pyramidsda#3 after Germany and Austria in frequency of cross-
shareholdings; sdea Porta et al. (1999)

3 Nenova (2003)measures the value of private benefits as a function of the price difference between voting
and non-(low-) voting shares. But Porta et al. (1999eport that in 45% (60%) of large (medium) listed firms
in Sweden a family owns a controlling blogk 20%). This is consistent with lagynon-pecuniary benefits of
control, especially for familie§Zingales, 1994)

4 Rydqvist and Hogholm (1995 nalyze a smaller and older sampleSwedish IPOs, do not differentiate
between private and institutionally controlled firms, amdrobt analyze ownership dynamics, takeover activity,
and investment behavior after the IPO. Even if controlling owners do not sell any shares but their position is
diluted because of stock financed acquisitions, they tepiras liquidation and evidence of desire to relinquish
control. We use a different approach and analyze a different set of issues.
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control rights are not easily transferable between managers and shareholders, we postulate
that they are more valuable to private managerial owners (founder (CEO), founder family,
employees, or other individual in control) théor institutional owners (another public firm
without a family or individualm ultimate control, a venture ceal fund, an association or

state or community in control). We distinguish between the two in order to test whether the
assumed disparate private benefits of oalimesult in different economic behavior.

Almost 90% of privately controlled IPO firms use dual-class shares and issue only low-
voting B shares. Most often, the controlling owner keeps all high voting A shares, does
not sell any of his shares at the IPO, and controls on average (median) 68.5% (77%) of
the votes after the IPO. Institutionally controlled firms use the IPO as an exit option. But
heavy entrenchment comes at a price since the market’s future growth expectations of
non-founder controlled private firms are significantly lower already at the IPO. The book-
to-market ratio for such firms (founder family or other private person in control) is on
average 0.5 but 0.25 for founder and institutionally controlled. Even if the founder/CEO
is also entrenched, the marke¢ws his entrepreneurial knowledge as pivotal for the firm.
Since possibilities to exproptiashould be the same for founders and other private owners,
and level of minority protection does not differ within the same legislation, the discount
most likely captureglynamiclock-in costsreflecting misallocation of control rights to heirs
that make inefficient decisions. The discount thus gauges agency costs and not the value of
expropriation of minority shareholders due to weak minority protection.

Since the incorporated value of control rents is particularly valuable when dual-class
shares are used, we find single case where a control block is sold piecemeal but only as
a whole in a block transfer or in a non-partial bid. Within five years 27% of the privately
controlled firms have a new controlling ownepoi@rol was either acquired in a non-partial
takeover (19%) or in a negotiated block transfer (8%). This explains why the initial own-
ership structure remains very concentratedrahe IPO even if control is transferred. Five
years after the IPO, original private owners still control almo&ré of the votes and
43% of the capital. This establishes a direct, dynamic link between IPOs and concentrated
ownership of listed firms in countries that allow separation of voting and dividend rights,
and have weak minority protection, and whenaiizes related to the founder often control
large firms for decade$.a Porta et al., 1999

Half of the privately controlled firms return for a Seasoned Equity Offer (SEO), either
arights issue or a directed issue of low vgtiB shares in a stock financed acquisition, and
invest more after the IPO. Sixty percent of family controlled firms undertake such a stock
financed-acquisition, a motive often stated in the prospectuses. A new and important result
is that private owners in control of firms that later undertake SEOs retain a significantly
higher proportion of votes. They seemrationally anticipate dilution because of acquisi-
tions financed by issuance of B shares, or beeahey may not fully participate in rights
issues. The objective for private owners who value control but are financially constrained is
thus to maintain control, and use the IPO to later raise the capital in SEOs. Our empirical

5 Only within the last two or three decades, the ownership structures of listed firms in the UK have become
more dispersed because of introduction of a 30% mandatdmuls. Earlier the ownership concentration resem-
bled Continental Europe’s.
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results are consistent with Bebchuk®99)rent-protection theory andingales (1995)
but inconsistent with Gome$2000)reputation theory.

One general implication of thipaper is that a major trade-off for legislators is how to
balance promotion the founding family’s original incentives against dynamic lock-in costs
due to misallocation of control rights to entrenched heirs that make inefficient decisions.
Particularly in countries where devices to separate votes from capital are frequently used,
these agency costs are likely to be more economically important than costs associated with
exploitation of weakly protected minority shareholders.

Another implication is that a pivotal question in the law and finance literature is if (and
how) control blocks are formed at the IPO. TWaduable control rights attached to an intact
block will systematically affect the controlling owner’s decisions, and thereby the firm’s
investment, takeover and financing belwaand ownership dynamics in equilibrium. The
existence of control blocks may thus explaystematic differences in corporate behavior
between countries. For example, for UK IP@sennan and Franks (19930ow that a dis-
persed ownership structure normally emerges within a few years since the original owners
sequentially relinquish their positions evédrotigh they exercise their right to control how
shares were allocated initially. Unlike privately controlled firms in Sweden, they do not use
dual-class shares to form control blocks thiag kept intact after the IPO. Differences in
ownership concentration, firm behavior and corporate governance may thus be determined
by endogenously established differences in sgcdesign and initial ownership structure
at the IPO that in turn reflect different legal and political cultures.

The next section outlines our hypotheses, tests their relevance using international data,
and describes the Swedish IPO dataSéttion 3ve analyze choice of security design and
initial ownership structure. We then follow firms for five years after the IPO and present
results inSection 4about ownership dynamics, investment behavior, frequency of seasoned
equity offerings, and takeover behavi&ection 5discusses our results in relation to the
existing literature, puts them in perspective, and concludes.

2. Hypothesesand data

We first outline our hypotheses add some preliminary tests on an international data
set.Sections 2.3 and 2 gresent the Swedish IPO data.

2.1. Hypotheses

Following Bebchuk (1999), Bebchuk et al. (2000), La Porta et al. (1998) and (1999),
and Zingales (1995ye develop a control-oriented approach to IPOs based on the relative
size of private benefits of control. If capital- or liquidity-constrained, the original owners
face a trade-off when going public betweexiting their position and relinquishing con-
trol, or maintainingcontrol after the IPO and using acedse the capital markets to finance
investments. When the private value of control is high, owners are more likely to prefer
maintained control of the publicly listed firm. Owners who derive substantial private ben-
efits of control may thus expit opportunities within the legal regime when designing the
corporate charter and the initial ownership structure to maximize the value of their control
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rights, and to ensure them continued control, e.g., by using designs that separate votes form
capital®

The legislator’s decision to allow devices to separate votes from capital involves at least
three major trade-off§ The first is how to strike a balantetween protection of the rights
of controlling owners and of minority shareholders. This is the pivotal trade-off since a
dual-class structure is the most efficient way for a single firrsirwltaneoudy limit the
power of minority shareholders and reinforce the value of control rights for the majority
owner. Allocation of control rights in favor of theontrolling minority shareholder (con-
trols a majority of the votes with a minority contribution of the capital) is particularly
valuable if it provides him/her with stronger incentives to invest more in firm specific man-
agerial capital over a longer time horizon. This is particularly true when such investments
are crucial for the success and the growth of the fifaylor and Whittred, 1998}

By promoting owners who control a large majority of votes, a dual-class share sys-
tem also makes them more esriched. The second main trade-off is thus how to balance
their level of entrenchment. Besides eliminating hostile takeovers before the entrepreneur
has had time to fully develop the firm, controlling owners are more likely to resist value-
improving takeovers if they are not sufficiently compensated for their control rights by
a higher premium. Dual-class shares are the single most effective anti-takeover measure;
firms with such systems do not use any other anti-takeover devices while firms using one
share/one vote systems often use an arsenal of such meg@Setds1999)

As a consequence of the previous trade-offs, the final one is how to strike a balance be-
tween stronger incentives to invest more, particularly over the long run, and not to provide
biased investment incentives. With dual-class shares an entrepreneur being a controlling
minority shareholder with limited wealth can keep control of the firm even after large ex-
ternal equity infusions (of low voting stock). However, he also has stronger incentives to
invest and undertake acquisitions sinceonéy contributes a minority fraction of the cap-
ital but exclusively enjoys the value of control rights of a successful investment as well as
his fraction of the dividendé@Bebchuk et al., 2000)

Swedish legislators have taken a firm stand on the three implicit trade-offs by sys-
tematically protecting and reinforcing thigghts of controlling owners, and by strongly
encouraging use of dual-class shares. The preamble to the new Swedish corporate law,
where the legislator explicitly motivates his/her intention to encourage formation of con-

6 Running a listed firm with good reputation and a familynelegacy is very prestigious socially. And con-
trolling owners may have it their way by, e.g., promotimgptives and offspring. Since power is about allocation
of rights within the firm to exclude some persons and elevate others, its value can be substantial. Being the family
in control of The New York Times is an example where tie&-pecuniary value of control substantially surpasses
the pecuniary value from extraction of private benefits.

7 Individual firms may use dual-class shares but other means to separate votes from capitalruvopre
firms where ownership is hierarchical like a pyramid or mutual cross ownership between severddinatauk
et al. (2000)appropriately named thef@ontrolling Minority Sructures. Sweden allows all three; séa Porta et
al. (1998)

8 Venture capitalists (VCs) often design contracts tlegiasate votes from capital to provide stronger incen-
tives but without explicitly using dual-class shaf&aplan and Stromberg, 200Zlaborately specified control
rights rest initially with the VC, and only if the project succeeds does the entrepreneur regain control, which is
appropriate if the VC’s knowledge is pivotal initially.
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trol blocks using dual-class shares, does not mention any potential negative effects, e.g.,
on minority rights or any othecosts (Proposition 1997/98: 99 p. 120— our translation):

The use of shares with different voting rights has a long tradition in Swedish law. Dual-
class shares are very common among listed companiesin Swveden. The dual-class share
system has significant advantages. It makesit possible ( facilitates) to have a strong and
stable ownership function even in very large companies. Thereby creating the necessary
conditions for an efficient management as well as for the long-term planning of the
firm'sactivities. Shareswith different voting rightsal so facilitate for growing companies
to raise new capital without the original ownerslosing control. Thereis no evidencethat
the dual-class share system has caused any noticeable negative effects... Dual-class
shares can significantly promote the efficiency and development of individual firms as
well as of the business sector in general.

The legislator strongly believes that it is in the interests of all shareholders that control
rests with a well-defined, in particular pate, controlling owner who has a large and long-
term interest in the firm since he is expected to internalize some of the most important
potential costs like extraction of large private benéfihree (descriptive) hypotheses,
each linked to one of the previous trade-offs, summarize our predictions efuhirium
behavior of owners who derive large private benefits of control, given that the legislator
encourage separatiof votes from capital.

H1 (Security design and choice of initial ownership structufe)maximize the value of
control rights, privately controlled firms are more likely to use dual-class shares and only
issue low voting B shares.

The initial ownership structure will be highly concentrated since the controlling-owner
keeps all high-voting A shares, and does not sell any of his/her other shares.

H2 (Takeover frequency and ownership dynami&ice dual-class shares simultane-
ously provide an efficient anti-takeover measure and stronger incentives for stock financed
acquisitions, privately controlled firms are less likely to be taken over but more likely to
acquire other firms.

9 Basic principles of Swedish corpate law are profit maximization as the firm’s objective; simple majority
rule for decision making, except for ahges of the charter that requires g2majority, both of votes and of
number of shareholders present at theegal meeting, and the principle afeal treatment. Minority protection
is generally weak. Two general clauses (8 kap. 348 arah9¥78) protect minority shareholders against formally
correct decisions by the board (general meeting) thet gi is intended to give soarshareholders unwarranted
economic benefits or advantages or is generally detrirhentam value or the firm as such. In particular against
directed issues and other SEOs that change the relagimrebn different classes of shares or between sharehold-
ers. The clauses are explicitly subordinated to the profiximization objective; unless minorities are at least
10%, they don’t have right to influence the firm’s majority decisions on, e.g., takeovers, dividends, extra audits,
redemptions and liquidation.
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Since the value of control rights is incorporated into the value of a controlling block,
the owner never sells it piecemeal but onlycse block to protect value of control rents
in a block transfer or a takeover. Ownershiper the IPO is thus likely to remain concen-
trated. These two hypotheses roughly correspond to the predictidirsgzfles (1995and
Bebchuk (1999)The final one is an implication of the fact that dual-class shares provide
stronger incentives to invest without diluting control.

H3 (Investment behavior)Privately controlled firms are more likely to expand (i) by
stock-financed acquisitions issuing only low-voting B shares, and finance investments by
(ii) rightsissues—no dilution.

Would not the future costs associated with the conflict between the controlling owners
and other shareholders in a firm with dual-class shares be rationally anticipated at the IPO
and fully borne by the original owners as a discount in the offer price? Then there would be
no net gain for control-oriented owners to go public. But this is not likely. If only B shares
are issued, the discount only reflects how the existence of control rights affect the value of
cash flow rights, not the value of extra voting rights imbedded in A shares; assuming that A
and B shares have equal dividend rights but an A share carries more votes. The controlling
owner maximizes the value of his exclusive control rights plus the value of his share of
the cash flow rights. If the non-pecuniary private value of control is large, it surpasses the
discount for agency costs in the value of his cash flow rights. Since he has the option to
sell his entire position to a new controlling party at a premium, the current value of his
voting rights increases. If the value of control rights is significant, it is likely to surpass the
discount borne by him at the IPO.

2.2. International evidence

Because of the historical path dependency with heavy use of devices to separate votes
from capital, a Swedish IPO firm’s decision whether to use dual-class shares or not is struc-
turally different from say a corresponding Uin where such shares by tradition are used
very infrequently even after the NYSE lifted its ban on such shares. To once again allow
dual-class shares in a particular historical, institutional equilibrium with very limited use
of such shares outside the NYSE has a very different equilibrium impact than a decision to
allow and encourage continued use in anitaonal environment like Sweden with long-
term heavy use of such shares. The use of dual-class shares is indeed very limited among
US IPO firms (5%) and most prevalent in the media and entertainment industries where
private benefits of control are assumed to be especially igéd and Karpoff, 2002;

Smart and Zutter, 2003Hence, a dummy indicating that neither Sweden nor the US has
a legal ban on dual-class shares does not explain the significant differegmpeélibrium
frequency in which they are used in the two countries.

Table 1 panel A, shows that there is no difference between civil and common-law coun-
tries in terms of bans on dual class shdtesPorta et al., 1999But if we measuractual
use of security designs that deviate from one share/one vote as La Porta et al. (average vote
to capital ratio for the largest voteholder in the 20 largest firms in each country), they are
much more frequently used in civil-law countries. Since dual-class shares are not banned
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Table 1

Separation of ownership and control and ownership concentration

A. Differences between civil-law and common-law caigg in bans on dual-class shares and in actual use of

devices to separate votes from capital

Civil-law countries,N =18 Common-law countriesy =9

Difference test

One share/one vote

\ote/capital ratio

N =3
Prop= 0.17
Mean=1.14

Median = 1.05

N=1

Prop=0.11
Mean=1.01
Median= 1.00

Prop-test= —0.38
t-test= 2.08°
Rank-sum test 1.80%

B. Cross-country regressions with fraction of privatentrolled firms among the 20 largest firms as dependent

variable
M1 M2 M3 M4 M5 M6

Civil law 0.049 —0.030
(0.56) (—-0.30

Antidirector rights —0.081 Q064
(=107 (0.56)

\ote/capital ratio 91 Q653

78 (3.01°

Pyramids ®49 Q482

(1.69) (2.19P

Cross-holdings —0.093 —0.878

(—-0.18) (—1.9272

LGNP capita —0.251 —0.247 —0.292 —0.244 —0.250 —0.281

(—2.93°¢ (—2.93)° (—4.36)° (—2.63)P (—2.82°¢ (—3.66)¢

Adj R? 0.283 Q305 Q384 Q342 Q272 Q431
Mean vif 100 100 108 100 103 162
N 27 27 27 27 27 27

C. Cross-country regressions with the fraction of madagitalization that is privately controlled as dependent

variable
M1 M2 M3 M4 M5 M6

Civil law 0.059 -0.010
(0.79 (—0.13

Antidirector rights -0.077 Q043
(—-1.13 (0.48)

\ote/capital ratio oa7 Q537

(2.26)P (2.35P

Pyramids 0160 Q344
(1.09 (1.69

Cross-holdings -0.164 -0.729

(—-0.37) (—1.892

LGNP capita —0.252 —0.249 —0.290 —0.248 —0.250 —-0.277

(—2.80)° (—2.82° (—3.89° (—2.58)P (—2.66)° (—3.26)°

(continued on next page)
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Table 1 ¢ontinued)

M1 M2 M3 M4 M5 M6
Adj R? (%) 0.330 Q346 Q415 Q0348 Q0314 Q387
Mean vif 100 100 108 100 103 162
N 27 27 27 27 27 27

Notes. Using data for 27 countries frotra Porta et al. (1998) and (199®anel A tests if there are differences be-
tween civil-law and common-law countries in frequency ahb on dual-class shares and in actual use of devices
to separate votes from capital. One share/one votenalyis one if the country’s corporate law or commercial
code requires that ordinary sharesrga@ne vote per share, and zero otherwise Porta et al., 1998)/ote/capital
ratio is equal to the average vote to capital ratio ésgést voteholder in the 20 largest firms in each coufhtay
Porta et al., 1999)n panels B and C we regress (OLS) ownerslapaentration for 27 countries on legal regime,
antidirector rights, actual deviations from one share/orie,yayramid structures, cross-holdings, and the natural
logarithm of GNP per capita. In panel B the dependentatdei is the fraction of the 20 largest firms in a country
that are controlled by an individual (called family lia Porta et al., 1999In panel C, the dependent variable is
the aggregate market value of common equity of firmsrodlied by individuals divided by the aggregate mar-
ket value of common equity in a given country (% Mkr FamLim Porta et al., 1999 The civil-law dummy is
one if the country has a civil-law regime, and zero ottise. The antidirector rights dummy equals one if the
country has high antidirector rights (above the mediamd zero otherwise. Pyramid is the fraction of the 20
largest firms that is controlled via a pyramid structuBeoss-holdings is equal to the fraction of the 20 largest
firms that is controlled by means of cross-shareholdings. LGNP capita is the natural logarithm of GNP per capita
in constant 1994 dollara Porta et al., 1998)Coefficients are reported with heteroscedasticity robwsiues
in parenthesigWhite, 1980)

& Significance at the 10% level.

b significance at the 5% level.

C Significance at the 1% level.

but in effect not used in equilibrium in comom-law countries, it shows that the link be-
tween legal rules and actual behavior in equilibrium is not as direct as sometimes #tgued.
Table lalso tests the relation between family ownership concentration and legal regime,
antidirector rights, actual deviations from one share/one vote, pyramid structures, and
cross holdings! Panels B and C report cross-country regressions with fraction of pri-
vately (labeled family byLa Porta et al., 1999controlled firms and proportion of mar-
ket capitalization that is privately controlled, respectively, as dependent variables. The
27 countries are the same aslia Porta et al. (1999)After controlling for GNP per
capita (fromLa Porta et al., 1998 we find no relation between family ownership con-
centration measures and legal regioreantidirector rights per se; see alRoe (2002)
But consistent with the private-benefits-of-control the¢@rossman and Hart, 1988;
Bebchuk, 1999)actual deviations from one share/one vote are positively and significantly
related to the ownership concentration meastfes.

10 Australian corporate law does not bdwal-class shares but relatively few firms use them. When Rupert Mur-
doch announced that one of his firms was going be listed oAgtewith dual-class shares, listing requirements
were quickly changed to include a ban.

11 peviations from one share/one vote, pyramids andstwldings are the mechanisms to separate ownership
and control discussed hya Porta et al. (1999)

12 \We have used an indicator variable for deviationsrfrone share/one vote with similar results. Pyramid
structures are also positively and significantly related to ownership concentration in model 6, panel B. Cross-
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2.3. Data sources on Swedish IPOs

We test the three hypotheses on a sample of Swedish IPOs. Using the official records of
the Stockholm Stock Exchange (SSE), wdlexded information about 233 initial public
offerings (4 excluded due to incomplete information) and 119 equity carve-outs and spin-
offs on the A (official), O (unofficial), and OTC lists from 1979 until mid 1997. Data on
offer size and firm age before the IPO were collected from the prospectuses. Stated motives
for going public, ownership type, and if the majority owner is the founder or related to the
founder are also collected from the prospectuses.

All post-IPO price datare collected from th®extel Findata TRUST database, and
pre- and post-IPO accounting data come from the FINLIS database. We collected infor-
mation about Seasoned Equity Offerings (SEOs) (date, size, and type of issue: private
placement or rights issue) from TRUST antNEIS. Ownership data before and when
going public is collected from the prospectuses. Privately-held is classified as firms con-
trolled by founder (CEO), founder’s family, employees or other individuals. Fraction of
primary and secondary shares, and type of shares distributed (A or B) are also obtained
from the prospectuses. We collected ownership data of the initial owners at year 1 to 5
from Sundqvist (1985-1993)nd fromSundin and Sundgqvist (1994—-200and for the
time period before 1985 from annual reports.

Information about listing and delistings within five years comes fidagens Indus-
tri. Actual delisting dates are collected finoTRUST. Reason for delisting comes from
The Sockholm Stock Exchange Quarterly Report, Sundqvist (1985-1993), Sundin and
Sundqvist (1994-20033nd fromAffarsData.

2.4. Descriptives

Panel A inTable 2reports that 352 new firms were listed on the SSE from 1979 until
mid-1997. The number of listed firms increased from 134 in 1979 to 245 in 1997, and
more than half of the currently listed firms are introduced after 1979. The majority (233
or 66.2%) are pure IPOs, i.e., did not involve previously listed firms or firms earlier fully
owned by another listed firm, while 119 (34.8%) are (primarily) equity carve-outs and spin-
offs. 73% of the IPO firms were still listed after 5 years. Of the 233 IPOs, 50 (21%) were
acquired (control block transaction) wiith5 years after the IPO while only 1.7% went
private again, and 3.4% filed for bankruptcy in the 5-year post-IPO period. For a sample of
US IPOs,Field and Karpoff (2002jeport that 16.5 % were acquired within five years of
their IPO.

From now on we split the IPO sample intwo groups depending on the identity of
the controlling ownerprivately andinstitutionally controlled. Panel B shows that most
privately controlled firms went public during 1983 and 1984 when deregulation of the fi-
nancial markets was initiated and the OTC market opened up. There was a backlog of
private firms ready to go public when theosk market started to boom at an unprece-
dented rate. The institutionally controlledris go public more often during the 90s, both

holdings, on the other hand, are negatively related to ot concentration. The results are robust to market
capitalization but since it is unclear whether kegtrcapitalization is exogenous this is unreported.
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Table 2
IPOs on the Stockholm Stock Exchange between 1979 and 1997:6

A. Newly listed firms and delistings of IPO firms ohet Stockholm Stock Exchange (SSE) (A-list, OTC, or
unofficial list) between 1979 and mid-1997

N %
Newly listed firms 1979-1997:6 352 100
Clean initial public offerings (IPOs) 233 65
Equity carve-outs and spin-offs (“unclean” IPOs) 119 .84
Remaining IPO firms 5 years after IPO 171 &3
Delistings within five years after IPO 62 B
IPOs acquired within 5 years of IPO 50 .81
IPOs which went back private within 5 years of IPO 4 71
IPOs which went bankrupt within 5 years of IPO 8 43

B. Frequency of IPOs on the SSE between 1979 and 1997:6 in our sample

Year Privately controlled Institutionally controlled Total Return AFGX (%)
1979 2 0 2 -05
1980 0 0 0 25
1981 1 0 1 5@
1982 7 3 10 3D
1983 28 5 33 63
1984 36 7 43 -111
1985 12 1 13 2%
1986 9 1 10 5D
1987 10 8 18 —7.8
1988 9 4 13 50
1989 8 2 10 26
1990 5 5 10 -311
1991 2 0 2 %
1992 2 0 2 —05
1993 2 3 5 5%
1994 8 15 23 8
1995 5 6 11 18
1996 6 1 7 30
1997:6 6 10 16 28
Sum (%) 158 (69%) 71 (31%) 229

Notes. In 1979 there were 134 firms listed on the SSE and in 1997 these were 245. In January 2003, 67 of
the 233 IPOs between 1979-1997 were still listed on the Stockholm Stock Exchange. There were 168 new
listings on the SSE between 1997:7 and 2002:12. In Jgr2@03, 325 firms were listed on the SSE. Firms are
defined as privately controlled if the largest shareholdehe founder/CEO, founder’s family, entrepreneurs or
employees. Firms controlled either by public corpanasi (without a family or individual in ultimate control),
venture capitalists, associations, the state or a community are defined as being institutionally controlled. AFGX
is Affarsvarldens Gemal Index for the Stockholm Stock Exchange.

in absolute and in relative numbers. A more detailed analysis (unreported) shows that firms
in industrial manufacturing, in commerciarvices (informationgchnology, consulting),

and in the real estate sector are most frequently going public, in particular if they are pri-
vately controlled.
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Table 3
Ownership type and firm characteristics

A. Identity of largest (controlling) shareholder at IPO

N %

Privately controlled firms 158 60
Founder/CEO owns and manages the firm 51 322
Founder’s family (without founder) owns and manages the firm 55 024
Founder’s family no longer active in the firm 52 22
(firm controlled by employees or an entrepreneur)

Institutionally controlled firms 71 30
Public corporation 44 1@
Venture capital 12 3
State or community 9 )
Association 6 9

B. Firm characteristics at the IPO

Total Privately Institutionally  Mean  Median diff.
sample controlled controlled diff. Wilcoxon
Mean Median Mean Median Mean Median-test rank-sum test

Firm age 31 18 33 23 27 11 .26 218

Sales 1097 139 171 64 2838  192-226°  —2.30P

Book value of total assets 6728 163 369 140 21275  2466.59 —3.84°

Debt ratio 0.71 0.74 0.72  0.73 0.68 0.73 .1& 0.79

IPO offer size 294 33 36 11 307 48 —2.3% —6.7¢°

Market value of equity day 1 869 175 329 128 2068 326-7.96° —4.78°

Return on assets (ROA) 0.09 0.09 0.10 0.10 0.08 0.07 .190 1707

Investment/sales 0.53 0.07 0.36 0.06 1.00 0.072.04° 0.47

Notes. The sample consists of 229 Swedish IPOs on thekbmm Stock Exchange (A-list, OTC, or unofficial
list) between 1979 and mid 1997. Only clean IPOs are indude., equity carve outs and spin-offs are deleted.
Firms are defined as privately controlled if the largdstreholder is the founder/CE founder family, entrepre-
neurs or employees. An individual or a group of individuals, which are not employees and do not have any family
relation to the founder, is defined as an entreprendtmg~controlled either by public corporations (without a
family or individual in ultimate control), venture capitalists, associations, the state or a community are defined as
being institutionally controlled. A venture capital firm or a buy-out fund is defined as a venture capital majority
owner. Non-profit organizations arefihed as associations. If the mafjgrowner is another corporation, it is
defined as ownership by a public corporation. The firrarabteristics in panel B are Sales (M SEK), book value
of total assets (M SEK), debt ratios, IPO offer size (M SEK), return on assets, and investment/sales prior to going
public. Market value of equity (M SEK) is estimated ifincthe first day after going public. Data are primarily
obtained from the prospectuses.

2 Significance at the 10% level.

b Significance at the 5% level.

¢ Significance at the 1% level.

Panel A inTable 3reports that the typical IPO firm @ivately controlled (69%). Within
the privately controlled group, the three subgroups of owners are of equaf@inder
(founder is controlling owner and also CE@under family (founder no longer CEO but
founder’s family controls and manages) astter private owner (privately controlled but
not by the founder or his family). The most commiogtitutional owner isanother public
firm without a family or individual in ultimag control (19.4% of all IPOs) while only
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5.3% have aventure capital firm as majority ownet3 The typical IPO firm is a founder-
controlled or founder-family-controlled firm. ComparedRield’'s (1999)sample of US
IPOs, privately controlled firms dominate in our sample while firms backed by venture
capitalists and buy-out funds (LBOs) that primarily use the IPO as an exit option are few.
Motives for going public thus differ between the two samples.

Panel B shows the substantial variation in fichraracteristics; averages are very differ-
ent from medians. The median privately controlled firm is significantly older and smaller,
both in terms of sales and market value of equity at the IPO, and its median offer size
is only 23% of the median value for institutionally controlled firms. The average age is
33, which equals the average age reported for Italian IPCRag@no et al. (1998but is
lower than the average of 40 (38) years for European (Swedish) IPOs during the 1980s;
seeRydqvist and Hogholm (1995But the median age is 18 years in our sample. More
interestingly, the median age of the institutionally (privately) controlled firm is only 11
(23) years, which is closer to the median (average) age of US IPOs of 8 (18)(Fesdds
and Karpoff, 2002)

3. Security design and choice of initial ownership structure

We follow the firms from 3 years before the IPO until the first day of trading but focus
our reporting on how owners endogenously determine security design, initial ownership
structure and how firms are valued in the offering price and at the first day of tr&tling.

3.1. Security design and initial ownership structure

Panel A inTable 4reports that differences in sedyrdesign, corporate charter and
governance, and structure of the initial fiaoffering between privately controlled and
institutionally controlled firms are striking and highly significant. The extreme control-
oriented nature of privately controlled firms is evident from the fact that 88.6% of them
have dual-class shares while 47.9% of the institutionally controlled separate voting rights
from dividend rights. Furthermore, 88% (43.7%) of the private (institutional) owners
in controlonly issue B shares, and all privately controlled firms with dual-class shares

13 pifferences in venture capital backing do not explain @parted) the disparity ween privately controlled
and institutionally controlled firms. The VC industry wasatevely underdeveloped before 1997 when the Infor-
mation Technology boom in Sweden started.

14 pre-IPO activity is high as 44% of the firms acquarother one, and 19.6% divest. 52.1% (37.3%) of
institutionally (privately) controlled firms do private placements, and 18.3% (7%) a stock financed acquisition.
Some private owners prefer to sell part of their block to an institutional owner (private placement) before rather
than after with explicit promise to gpublic within a year. In a regression aysis (unreported), underpricing is
significantly lower for such firms. Analysis of Spearngrank coefficients identifies two sets of motives in the
prospectuses. A primary arouadcess to capital markets andstock financed acquisitions for future growth for
privately controlled firms; 38.4% stated the latter. A second argublicity, incentives andexit for institutionally
controlled. The most common is access to capital markets (85%), followed by publicity (58.3%). The ranking of
motives in Sweden also differs; s@&ell (1996), Pagano et al. (1996, 1998hd Subrahmanyam and Titman
(1999)
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Table 4
Security design, corporate charter, and initial ownership

A. Security design andocporate charter at IPO

Total Privately Institutionally Prop.
sample controlled controlled diff.
N Prop. N Prop. N Prop. test
Dual class shares 174 ® 140 089 34 048 667°
Pre-emption clauses 42 A3 33 021 9 Q13 148
Shareholder agreements 34 .19 24 Q15 10 014 022
Opted out of voting restrictions 220 .95 151 095 69 Q97 058
Only B shares sold at IPO 170 @ 139 088 31 044 709
Of dual class firms 0.98 0.99 0.91 2.83°
Owners keep all A shares 107 .40 91 058 16 022 4.96°
Of dual class firms 0.62 0.65 0.47 1.932
B. Choice of initial ownership structure
Total Privately Institutionally Mean  Median diff.
sample controlled controlled diff. Wilcoxon
Mean Median Mean Median Mean Medianz-test rank-sum test
Primary shares 2% 200 217 200 211 200 021 067
Secondary shares D 0 65 0 156 0 —314 207
Fraction of firm offered 3@ 258 283 250 363 282 -—281°  —260°
Vote retention 62 740 724 814 493 479 659 6.36°
Capital retention 53 518 545 580 408 381 4340 4.20°
\ote/capital ratio 138 125 142 130 129 100 1882 450°

Notes. The sample consists of 229 Swedish IPOs on thekBtmln Stock Exchange (A-list, OTC, or unofficial
list) between 1979 and mid 1997. Only clean IPOs are included equity carve-outs and spin-offs are deleted.
Firms controlled by the founder, families, entrepreneursraployees are defined as being privately controlled
(N = 158) and as institutionally controlledv(= 71) if the controlling owners are public corporations (without
a family or individual in ultimate control), venture capitalists, associations, the state or a community. Privately
controlled firms where the founder i€EO are defined as founder controlled & 51). Privately controlled firms
where the founder’s family is the majority owner tthe founder is no longer CEO are defined as founder-family
controlled (Vv = 55). If the founder or the founder’'s family are no longer active the firm is defined as other
(N =52). Pre-emption clauses state that sharehoksteosld be able to redeem non-listed A shares if they have
been passed on to a new shareholder. Shareholders can establish agreements between each other, which do not
have to be public, e.g., rights of first refusal, whicle aot allowed in the company charter by the Swedish
Corporate Law. The Companies Act states that no shareholder can represent more than on fifth of the shares
at the general meeting. However, this rule can bedmut of (or made stronger) through the incorporation
of a provision in the company charter. Of the 34 institutionally controlled firms with dual class shares, 3 were
controlled by Venture Capitals (25% of Venture Captitantrolled), 5 by Associations (71% of Association
controlled), 4 by the State or a Community (44% oé tBtate or Community controlled), and 22 by a Public
Corporation (51% of the IPOs controlled by a public cogtimn). Vote and capital retention is by the largest
private and institutional owner. Primary (secondary)rebare defined as the fraction of the firm after the IPO,
which was distributed as new (old) shares at IP@telfrom corporate charters and prospectuses.

2 Significance at the 10% level.

b Significance at the 1% level.
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(99.3%) issue only B shares. 58% (22.5%) of the private (institutional) owners in con-
trol keep all the A shares. In 65% of privately controlled firms with dual-class shares, the
pivotal owner controls all A shares. More than 90% of the founder-controlled or founder-
family-controlled firms use dual-class shares.

The Swedish corporate law requires that A and B shares have the same dividend rights
but a voting differential of utmost 10 to 1@ shares over B shares. More interestingly,
there is no limit on the fraction of A sharbsing issued but the focal point seems to be 20%
of A shares. An investor owning all A shares contributes 20% of the capital but controls
71.4% (200/280) of the votes; the vote/capital ratio (V/C) is 3.57. Firms incorporated under
a previous corporate law are allowed to use a voting differential of 1000/1. Ericsson is the
only listed firm with such a voting leverage.

To further enhance control, 20.9% (12.7%) of the private (institutional) owners in con-
trol have preemption clauses; if any of them sell A shares he/she must first offer them to the
other members of the controlling group. Tiesmost prevalent when the founder’s family
controls the firm. 15% of the IPO firms have owners that regulate their actions as a control-
ling coalition in secret shareholder agreements. Only 4% have adopted a hon-mandatory
rule in Swedish corporate law that says that no single owner can vote for more than 20% of
the equity represented at the shareholder meéfifigne typical corporate charter for a pri-
vately controlled firm has clauses that allow for dual-class shares, does not ban preemption
clauses and shareholder agreements, does not force such agreements to be made public and
contains a paragraph that opts out of voting restrictions suggested by the corporate law. No
firm imposed a mandatory bid rule.

This design is very typical for listed firms in Sweden. Reviewing all corporate char-
ters for firms listed on the SSE and on the new exchange for small firms (Sgiplad
et al. (2001yeports that 63% have dual-class shares, 13% preemption clauses, 5% share-
holder agreements, 4% voting restrictions and 1% have voluntarily imposed a mandatory
bid rule!’ No other anti-takeover devices were adopted. A dual-class share system seems
to be the most efficient anti-takeover measure.

Does the firm issue new shares (primary offering) or do incumbent shareholders sell
their own shares (secondary offering) at the IPO? How large is the offering? Pan&B in
ble 4shows that the average IPO equals 36.3% (28.32%) of the outstanding shares after the
IPO for the institutionally (privately) controlled firm$.Of the shares issued, institution-

15 |n Ericsson, the SHB (Svenska Handelsbanken) ctn#®.8% of the votes but only 3.9% of capital, and
the Wallenbergs own 38.8% of the votes but only 4.7%apital; their V/C ratio is 9.48. Since March 10, 2000,
share repurchases of at most 10% of the outstandinigyeae allowed; previouslynly share redemptions were
allowed. Since repurchases of both A and B shares are allowed, it can be used as an anti-takeover device.

16 This rule in the old corporate law at first looks likemority protection. But it is not mandatory, and it is not
20% of votes but of dividend rights—oriith of the shares represented at the general meeting (ABL 9 kap., 38).
It is now abolished in the new law.

17 For firms listed on the SSE, 77% have dual-class shaé.6% preemption clauses, 10.7% shareholder
agreements between the owners in control, and only 9.9% have imposed voting restrictions on the majority own-
ers; 1.5% have a mandatory bid rule.

18 6995 (52%) of privately (institutionally) controlled firms make a pure primary offering: only the firm issues
new shares. 13.4% (23.9%) of privately (institutity)acontrolled firms do a pureecondary offering: only the
original owners supply shares.
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ally (privately) controlled firms issue 21.1% (21.7%) of the shares (newly issued), while
15.6% (6.5%) are old shares supplied by original shareholdénstitutionally controlled
firms thus sell a larger fraction of the firm than privately controlled firms, and original
institutional owners sell significantly more of their own shares than private owners.

Since private owners in control seldom sell any of their own shares, which is further
evidence that they are very control-oriented, the initial ownership structure is very con-
centrated. Private owners in control cast on average (median) 72.4% (81.4%) of the votes,
and control on average 54.5% of the capital after the IPO while the institutional owners on
average (median) control 49.3% (47.9%) of the votes and on average only 40.8% of the
capital. A more detailed analysis shows that the median founder (CEO) retains 83% of the
votes and 60% of the capital. The median private owner in control seems overinvested in
voting rights and, in particular, in dividend rights, since the fractions of both are signifi-
cantly larger than @eded for controField (1999)eports for US firms that all officers and
directors jointly control on average 50% of the voting rights after the IPO, which is almost
identical to the average for institutionally controlled firms but significantly less than the
overall Swedish median of 74%.

The private owners’ behavior is consistent with private benefits of control and our first
control-oriented hypothesis. Private owners ascertain control using security design and
choice of initial ownership structure. Priedy controlled firms almost unanimously adopt
dual-class shares systems, issue only low voting B shares in a primary offering, and the
pivotal owner controls all high voting A shares.

3.2. Growth prospects

Since we observe systematic discrepancies in corporate charters, security design and in
structure of initial offers between privately controlled and institutionally controlled firms
that reflect how they endogenously have used provisions in the corporate law disparately,
it is interesting to test if they have different growth prospects. We use book-to-market ratios
as proxies for the market'’s future growth expectations of the firm. PaneTAbfe 5shows
that there are no significant differences between privately controlled and institutionally
controlled firms in the book-to-market ratio neither before (offer prices) nor after (first day
closing price) the IPO. The median book-to-market before (after) the IPO is 0.503 (0.427).
Endogenous differences in design of charters, securities and offers do not appear to affect
valuation at this level of comparison.

However, since we find no corresponding discrepancies in design between firms with
different types of private owners, we test if the market's future growth expectations at the
IPO vary systematically with type of controlling private owner, i.e., interacting design with
type of controlling owner. Sjiting the privately controlld firms into our three subgroups
(panel B), a founder-controlled firm has a significantly lower book-to-market ratio than
other privately controlled firms. Family-controlled firms have a significantly higher av-
erage ratio than institutioig controlled (unreported). The median book-to-market for a

19 Brennan and Franks (19979port that UK firms offer new shasethat on average corresponds to 52.3%
of the pre-IPO share value whilgield and Karpoff (2002feport that US firms on average offer 32.5% of all
outstanding shares after the IPO.
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founder-controlled firm before (after) the IPO is 0.390 (0.253), which is roughly half of
the ratio for a median family controlled IPO firm.

To check if the market really has significantly higher future growth expectations of
founder-controlled and institutionally contled firms than of other privately controlled
firms, we run regressions to control for intiyscomposition, firm and IPO size, age, level
of the Stockholm Stock Exchange, “hot” (1982, 1983, 1984) and “cold” (1990, 1991, 1992)
market dummies, if the firm did a pre-IPO private placement, and a dummy (private non-
founder) that equals one if the firm is privately controlled but not by the founder (EE0).
Using either the offer price or the first day closing price for all firms, panel C shows that
the book-to-market is significantly higher for privately controlled firms where the founder
is not CEO?! The regression coefficient of 0.15 for the owner type dummy indicates that
most of the median difference (0.216) between founder- and family-controlled firms comes
from higher valuation if the founder runs the firm.

The significantly lower growth expectations of private non-founder (family of other)
controlled firms imply that there are higher agg costs associated with very entrenched
private owners since they do not contribute pivotal managerial capital like a founder (CEO).
Unlike a founder (CEO), family-controlled firms seem to prefer future growth by stock-
financed acquisitions to organic growth—see the next section. The lower valuation reflects
the additional risk of such a strategy. Even if the founder is also a very entrenched pri-
vate owner, the market views him/her as pivotal for the success of a firm with high future

Table 5
Book-to-market ratios before and after IPO

A. Book-to-market ratios before and after going public

Total Privately Institutionally ~ Mean  Median diff.

sample controlled controlled diff. Wilcoxon

Mean Median Mean Median Mean Medians-test rank-sum test
Book-to-market pre-IPO  0.61 0.50 0.59 0.51 0.65 0.49-0.60 033
Book-to-market post-IPO  0.49 0.43 0.47 0.42 0.56 0.45-1.27 —0.39

B. Book-to-market ratios before and after going public favately controlled firms sorted by whether founder
owns and manages firmiV(= 51), founder’s family without founder owns and manages the fikm=55), or
other private control group\( = 52)

(1) Founder (2) Founder’s (3) Other Mean difference:
family control t-test
Mean Median Mean Median Mean Median 1-2 2-3 1-3
Book-to-market pre-IPO  0.45 0.39 0.74 0.61 0.66 0.54 —3.21° 0.68 —2.36"
Book-to-market post-IPO  0.36  0.25 0.60 051 051  0.43 -32%F 1.06 —2.16"

(continued on next page)

20 We also controlled for leverage in the regressions but found no significant effect.

21 The higher valuation does not occur because of betaket timing since the book-to-market regressions
include the general level of the stock market aslaeldummies for the only two years (1982 and 1990) when
the frequency of IPOs for founder-conltel firms was significantly different.
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Table 5 ¢ontinued)
C. Cross-sectional OLS regressions with baokmarket ratios as dependent variables
Pre IPO book-to-market ratio Post IPO book-to-market ratio
Intercept 0631 Q0437
(1.3 (1.19
Private non-founder (dummy) ;M9 0097
(2.86)° 223
Pre IPOPP (dummy) —0.099 —0.065
(—1.742 (—1.42
L firm size 0138 Q108
(4.51°¢ (4.42°¢
LIPO size —0.139 —0.106
(—3.80¢ (—3.93°¢
B-Shares (dummy) —0.056 —0.057
(—0.59) (—0.89)
Lage —0.045 —0.036
(—2.06)° (—207)P
State/Community (dummy) .003 Q424
(1.55 (1722
Informational technology (dummy) -0.214 —0.230
(—4.54)° (-5.91°
LAFGX —0.049 —0.016
(—0.80) (—0.33
Hot issue year dummies Yes Yes
Cold issue year dummies Yes Yes
Adj R? 0.29 034

Notes. The sample consists of 229 Swedish IPOs on thekbmm Stock Exchange (A-list, OTC, or unofficial
list) between 1979 and mid 1997. Only clean IPOs are included. Firms controlled by the founder, families, en-
trepreneurs or employees are defined as being privately contralled 58) while as institutionally controlled
(N = T71) if the controlling owners are public corporatiofwgithout a family or individual in ultimate control),
venture capitalists, associations, the state or a canityn Privately controlled firms where the founder is CEO
are defined as founder controlled & 51). Privately controlled firms where the founder’s family is the majority
owner but the founder is no longer CEO are defined as founder family contralled5). If the founder or the
founder’s family are no longer active the firm is defined as othet=(52). The market value pre IPO is calculated
at the offer price. The book value pre IPO is the book eadtiold shares plus the offer price of the new shares.
The post IPO market value is calculated at the closing price of the first day of trade. Book value is the same as
for pre IPO. Pre IPO market value is calculated at the offer price and the pre IPO book value is book value of old
shares plus offer price of new shares. Post IPO markeevases the closing price of first day of trade. The post
book value is the same as for pre IPO. In panel B, the median difference tests based on Wilcoxon rank-sum test
show qualitatively the same results as titest for mean differences. In panel C, private non-founder equals one
if it is a privately controlled firm where founder is norlger active, and zero otherwise. Pre IPOPP equals one
if the firm made a private placement before going public] aero otherwise. LIPO size is the natural logarithm
of the size of the issue in SEK. L firm size is the natural logarithm of the size of the firm’'s book value of total
assets. B-Shares is a dummy that equals one if only B shamesdistributed at the IPO, and zero otherwise. Lage
is the natural logarithm of one plus the age of the firm in years. State/Community equals one if the controlling
shareholder before going public is the state or a conityyland zero otherwise. Informational Technology equals
one if the firm is active in the informational technology inttysand zero otherwise.AFGX is the natural loga-
rithm of the level of the Stockholm Stock Exchange (the AFGX index) at the day of the IPO. The Hot Issue Year
dummies are indicator variables for IPOs in 1982, 1988, 984 and the Cold Issue Year dummies are indicator
variables for IPOs in 1990, 1991, and 1992. Sample consis?45 firm observations. Coefficients are reported
with ¢-statistics in parenthesis. Standard errors are adjusted for heteroskedasticity accordiig td 980)

& Significance at the 10% level.

Significance at the 5% level.
¢ Significance at the 1% level.
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potential, and the value of the up-side potential of a founder-controlled firm surpasses the
downside of agency costs.

Consistent with expectations, the results also show that firms in the IT sector and firms
that did a pre-IPO private placement havegngicantly higher growth prospects. Larger
IPO firms tend to be in more mature industries with a significantly lower growth prospects.
Older firms are considered less risky and #fere valued at a premium, ceteris paribus.
The negative coefficient for offer size suggests that firms take advantage of a high market
valuation and issue more shares. To sum up, firms in the high-tech industry have higher
growth prospects, non-founder-controlled private firms have significantly lower growth
prospects due to agency costs, and founder-controlled high tech firms are likely to use
this window of opportunity to finance growth when going public and issue more shares.

Since we found no significant differences in the valuation of privately controlled and
institutionally controlled IPO firms, but that family-controlled firms have a significantly
lower valuation than other firms, we infer that the effect of legal rules on future growth
prospects and valuation is not direct batlirect. First, there are no differences in the
formal level of minority protection between firms within the same legislation. Second,
since founders are just as entrenched,gbssibility to expropriate minorities should be
the same for founders and other private ovenétowever, because family control de facto
presupposes that the founder has systematically used provisions in the corporate law to
create a control block that inqoorates the value of control rights, the lower valuation
measures the expected cost of using a cettgjal design to creatheavily entrenched
private owners. These dynanliock-in costs thus gauge misallocation of control rights
over time. We argue that they also measure the costs of intentionally providing too strong
protection of majority owners’ rights. This is the specific sense in which corporate law and
finance interacts negatively in Sweden.

4. Investment behavior and owner ship dynamics

We now analyze the behavior of the newly-listed firms over a five year period to find out
how frequently they return to the market for new capital and how the ownership structure
and control develops over time.

4.1. Seasoned equity offerings and investment behavior

Panel A inTable 6reports frequency of seasoned equity offerings (rights issues, private
placements or directed issues in a stock financed acquisition) for all IPO firms as well as for
privately and institutionally controlled firms. More than half (52%) of privately controlled
firms return to the capital market but only 25% of institutionally controlled firms; 63%
of the firms that did a pre-IPO private placent returned for a seasoned equity offering.
Directed issues to pay for an acquisition are most common. 33% (15%) of the privately
(institutionally) controlled firns acquire another listed or non-listed firm and pay by issu-
ing new stock. Almost all privately controlled firms with dual-class shares (94%) paid by
issuing only low voting B shares. The appetite for growth by acquisition is even higher
since 7 of 23 rights issues raised capital for cash-financed takeovers.
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Table 6
Post-IPO investment strategies

A. Frequency of seasoned equity offers (3@uring the three years after going public

Total Institutionally Prop.
sample controlled diff.
SEOs Firms prop. SEOs Firms prop. SEOs Firms prop. test
Post-IPO SEO 161 10@.44) 137 82(0.52 24 18(0.25 3.81¢
PP 40 31(0.16) 33 25(0.16) 7 6 (0.08) 1.53
DI 94 63(0.28) 81! 52(0.33) 13 11(0.15 4.91°
RI3 27 24(0.10) 23 21(0.13 4 3(0.04 2.10°

B. Logistic regressions to establish which factoetedmine if IPO firms conduct seasoned equity offers (SEOs)

in the 3-year period after the IPO

M1 M2 M3
N =205 N =205 N =185
Private (dummy) @16 0231 Q190
(2.99°¢ (2.83°¢ (3.18°¢
BHR 0.345
(3.40¢
BHAR Market 0349
(3.24°¢
BHAR Matched Firm 0.364
(3.02°¢
Lfirmsize 0490 0492 0491
(0.39 (0.33 (0.35
Lage —0.561 —0.555 —0.554
(—2.07P (-1.892 (—1.80)2
Primary IPO (dummy) —0.663 —-0.671 —0.685
(—1.50) (—1.58 (—1.64)
Pre-IPOPP (dummy) .855 0349 Q373
(1672 (1.732 (1.36)
Year dummies Yes Yes Yes
Log likelihood —12127 —12198 -11021
Correctly classified (%) 68 707 692

C. Frequency of post IPO seasoned equity offers (SEQ®rfeately controlled firms during the first three post-
IPO years

1. Founder 2. Founder family 3. Other Prop. diff. test
SEOs Firmsprop. SEOs Firmsprop. SEOs Firms prop. 1-2 2-3 3-4
PostIPO SEO 54 300.61) 51 35(0.64) 32 16(0.31) -032 34X 306
PP 17 13(0.25) 7 7(0.13 9 5(0.10 158 049 200°
DI 23 16(0.27) 38 25(0.45) 20 11(0.25 -1907 218 023
RI 14 13(0.25 6 5(0.09) 3 3(0.06) 219 059 266

D. Size (in SEK) of Rights Issues (RI), Private Placements (PP), Directed Issues (DI) relative to the market value
of equity at the RI, PP, or DI, respectively

1L.RI(N=27) 2.PPN=39) 3.DI(N=86)

Test of mean and median differences

1-2 2-3 1-3
Mean 0.45 0.18 0.17 3.%7 0.63 4.4%
Median 0.32 0.06 0.07 4.66 0.58 5.37

(continued on next page)
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Table 6 ¢ontinued)

E. Size of primary issue at IPO (prim. IPO) plus inflatiadjusted size of subsequent seasoned equity offerings
(SEOs) relative to the book value of total assets before going public (pre IPO BV)

All SEO firms 1. At least one RI 2. NoRI Difference test
(prim. IPO+ SEOsY) (prim. IPO+ SEOsY) (prim. IPO+ SEOsY) 1-2
Pre-IPO BV (v = 100) Pre-IPO BV V = 24) Pre-IPO BV (V = 76)
Mean 0.70 0.98 0.61 .09
Median 0.29 0.61 0.23 .31¢

Notes. The sample consists of 229 Swedish IPOs on thekbmm Stock Exchange (A-list, OTC, or unofficial
list) between 1979 and mid 1997. Only clean IPOs are indude. equity carve outs and spin-offs are deleted.
66 firms made one Seasoned Equity Offering (SEO)iir2@s did two, 8 firms undertook three, 2 firms did 4,
2 firms did 5, 1 firm did 6, and 1 firm did 7 SEOs duririgetthree years after going public. The number of SEOs
are therefore not equal to the number of firms whicade SEOs. The median time between the IPO and the
first subsequent Private Placement (PP), Directed Issue at acquisition (DI) and Rights Issue (RI) is 19 months,
16 months, and 17 months, respectively. Firms contidilg the founder, families, entrepreneurs or employees
are defined as being privately controlled & 158) while as institutionally controlled\ = 71) if the controlling
owners are public corporations, venture capitalists, associations, the state or a community. Privately controlled
firms where the founder is CEO are defined as founder contraNeg 51). Privately controlled firms where the
founder’s family is the majority owner but the founder slonger CEO are defined as founder-family controlled
(N =55). If the founder or the founder’s family are no longer active the firm is defined as dther§2). In
panel A, we have identified the details in 42 of the 8tebted Issues made by privately controlled firms. 35 of
the firms had dual class shares and 33 out of thes®8%) made a pure B-share distribution at the Directed
Issue. We have identified the details in 10 of the 13 Directed Issues made by institutionally controlled firms. 4 of
the firms had dual class shares and 3 out of these 4 (752 @ pure B-share distribution at the Directed Issue.
In panel A, 7 of the 27 Rights Issues were motivatedchgh financed acquisitions. In panel B, the dependent
variable in the logistic regressions equals one if the firm made a SEO and zero otherwise. Private equals one if it
is a privately controlled firm, and zero otherwise. BHR is the stock market performance from the IPO to the SEO,
measured as the Buy and Hold Return. For firms not conducting a SEO it is the 18 months (mean time elapsed
between IPO and SEO) BHR after the IPO. BHAR Market is the stock market performance from the IPO to the
SEO, measured as the BHR for the IPO firm minus the BHR on the Market (AFGX). BHAR Matched Firm is
the stock market performance from the IPO to the SEO, measured as the BHR for the IPO firm minus the BHR
on a matched firm (matched on size and book-to-market & the IPO). LFirmsize is the natural logarithm of
the size of the firm’s book value of total assets at the IPO. Lage is the natural logarithm of one plus the age of
the firm in years at the IPO. Primary IPO equals one if priynshares were sold at the IPO, and zero otherwise.
Pre-IPOPP equals one if the firm made a Private Placement before going public, and zero otherwise. Marginal
effects are reported with-statistics in parenthesis. In panel E statistics are reported for all firms which made a
SEO during the three years after going public and sorjedtiether at least one of the SEOs was a Rights Issues
(RI) or not. Median differences tested by Wilcoxon rank-sum test.

& Significance at the 10% level.

b significance at the 5% level.

C Significance at the 1% level.

To test if the higher frequency of SEOs among privately controlled firms is the result of
better stock market performance, we run logistic regressions with an indicator (if the firm
undertakes a SEO or not in the 3-year period after the IPO) as dependent variable. We use
a dummy variable for private control and three alternative measures of stock market return
as independent variables: (i) raw returns, (ii) market-adjusted returns, and (iii) returns ad-
justed for the performance of a comparable firm matched on size and book-to-market at
the IPO. We control for firm size and age, if primary shares were sold at the IPO, and if the
firm did private placements before the IR@d year dummies. Panel B shows that a pos-
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itive stock market performance after the IPO significantly increases the probability of an
SEO. The dummy for privately controlled firms is significant in all models since such firms
more frequently make directed issues. After controlling for stock market performance, pri-
vately controlled firms do not make rightssues or private placements more frequently
than institutionally controlled firms. Older firms are less likely to return for more capital
while firms that did private placements beftine IPO are more likely to return for an SEO.

Does our result that a higher stock market return increases the probability that a firm
makes an SEO imply a real ability to time the market or is it just the result of a pseudo
timing ability? Thepseudo market timing hypotheqiSchultz, 2003ktates that even if
firms have no real ability ex ante to time the market, ex post they may seem to have been
able to do so since offers cluster at markeaks. The clustering may thus explain why the
median long-run stock market performance relative the market for IPO firms is negative.

Analyzing the long-run performance in event-time (unreported), we find underperfor-
mance relative the market index for the group of IPO firms that conducted SEOs but not for
the group of firms that did not return to the market for more capital. Interestingly, the un-
derperformance occurred becatise subgroup of firms that dealt witightsissues had a
pronounced long-run underperformance. Weyrhawever ask why the controlling owner
should even try to time the market since a rights issue is directed to incumbent and not
to new external shareholders. Since rights issues are much larger than the floatation at the
IPO (see below), the firm’s leverage as well as its investment behavior change significantly,
which makes long-run performance studiesgarious. In effect we compare two firms with
different characteristics before and after the SEO. Not properly adjusting for large changes
in leverage may thus explain the long-run underperformance for the subgroup of firms that
did rights issue$?2

Splitting the privately contrited firms into three subgroups in panel C, over 60% of
founder- and family-controlled firms return for a SEO. Of the family-controlled firms,
45% return for a directed issue while half of the founder-controlled ones undertake a rights
issue or a private placement.

How much do firms raise in seasoned equity offerings? Panel D shows that rights issues
are significantly larger than other SEOs: more than 30% (median) of the market value of
equity. Large differences between averagasmedians for size of private placements and
directed issues in relation to market value show that the importance of equity financing
varies substantially. The option is very valuable for some firms with large investment pro-
grams. Panel E reports how much inflation adjusted capital is raised in total in the primary
issue at the IPO and in rights issues and othed§Eespectively, after the IPO in relation
to the book value of all assets before going public. IPO firms undertaking SEOs on average
(median) raise new capital that equals 70% (29%) of the book value of all assets before
going public. Firms undertaking one or more rights issues raise more capital; on average
equal to the pre-IPO book value of the assets. Access to new capital is thus particularly im-

22 \When maintained control is preferred, the founder has iecentive to try to time the market since a smaller
fraction is floated at the IPO; on average 21% (primafgrafg) of the equity aftertte IPO in Sweden compared
to 32% in US IPOs. Panel B ifable 2shows that the correlation between annual return of the stock market index
(AFGX) and number of IPOs in Sweden is weak. Pseudo market timing among Swedish IPO firms is thus most
likely a less prevalent phenomenon than among US IPO firms.
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portant for founder-controlled and family-controlled firms, which most frequently return
for rights issues and directed issues, respectively.

We also find (unreported) that rate of investment, measured as median of the three years
average investment-to-salesiosbefore and after the IPO, nesctively, increases for both
groups of firms after the IPO but only significantly for privately controlled firms. Interest-
ingly, the rate more than doubles for privately controlled firms undertaking post-IPO SEOs.
Founder-controlled firms doing rights issues have the highest investment ratio. Firms not
undertaking any SEO did not change their investment behavior.

The fact that 60% of the founder- and family-controlled firms return for seasoned equity
offerings, in particular for directed issues, is consistent with our hypothesis that privately
controlled firms, having formed control blocks at the IPO, will more frequently use the cap-
ital markets. Using access to financial markets to raise new capital to finance investments
and acquisitions is thus a major reason for going public.

4.2. Ownership dynamics

How important is maintained control after the IPO? Panel Aable 7provides a first
answer by reporting how average and median ownership share of votes and capital con-
trolled by the original owners develop over the five years following the IPO. We observe
the ownership fraction in January of each yaéer the IPO. Notice that original owners
of all 229 firms are followed for five years. By including all firms our estimates of own-
ership concentration are very conservative] averages and medians differ since retained
fractions are zero for firms where the original owners have sold out. Medians are higher
than averages for privately controlled firms since a minority of original owners sells all
their shares while the reverse is true for institutionally controlled firms since most original
owners relinquish their positions.

In January of the calendar year after going public, the median private owners in control
retain 76% of the votes and 51% of the capital, while the original institutional owners only
control about 43% of the votes and 39% of tapital. Compared to ¢hinitial ownership
structure at the IPO, original owners of institutionally controlled firms start right after the
IPO to relinquish shares and the process aregéts until the median original owner has
sold all shares after 5 years. The ownership dynamics for the privately controlled firms is
radically different. Looking at medians, the girial private owners still control 50% of the
votes and 23% of the capital after five years. Ef@onservatively estimated, the original
private owners retain very strong corltod the median firm even after five years.

To better understand the ownership dynamics after the IPO, we first study in panel B
the 54 privately controlled firms where the owners divest all their shares. By far the most
common method to divest a controlling position for a private owner is in a non-partial
takeover (55.6%) followed by a negotiated block trade (22.2%)ypically, a takeover
bid is a negotiated deal for transfer of the control block with the same conditions extended
to all shareholders conditional on 90% accepting. Due to a compulsory acquisition rule,

23 Owners who later sold their controlling block less frequently controlled all A shares, and relatively more
often sold A shares at the IPO (unreported). If blocknevs do not control all A shares, a block transfer is the
only way to get a premium on control rights.
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Table 7
Ownership retention by original owners in control

A. Ownership retention by original owners for each of the first five post-IPO years

Total sample Privately controlled Institutionally controlled  Mean diff.
Mean Median Mean Median Mean Median test
\ote retention year 1 60.9 67.6 67.8 75.6 45.3 42.9 .336
\ote retention year 2 55.3 63.9 62.4 71.9 39.5 35.3 .63%
\ote retention year 3 46.0 50.2 52.7 66.3 30.9 25.6 754
\ote retention year 4 39.8 42.5 46.5 55.9 24.8 14.7 .58%
\ote retention year 5 34.5 25.9 41.7 50.0 18.2 0.0 9%
Capital retention year 1~ 45.1 45.9 48.0 50.9 38.5 38.6 123
Capital retention year 2~ 40.4 43.1 43.4 47.8 33.4 30.2 .02%3
Capital retention year 3~ 32.4 31.8 35.4 36.9 25.8 22.4 872
Capital retention year 4  27.8 25.0 30.8 32.4 21.0 14.7 712
Capital retention year5  23.4 13.6 27.8 23.3 14.6 0.0 593
\ote/capital ratio year 1  1.43 1.28 1.51 1.38 1.23 1.02 .633
\ote/capital ratio year 2  1.44 1.31 1.53 1.42 1.23 1.00 703
\ote/capital ratio year 3 ~ 1.62 1.37 1.61 1.47 1.29 1.00 .043
\ote/capital ratio year 4  1.59 1.41 1.73 1.52 1.19 1.00 .10%4
\ote/capital ratio year 5 1.62 1.44 1.72 1.52 1.31 1.00 .892

B. Reasons for 100% divestment by private ownéfs<54)

N %
Acquired 30 5%
Block trade 12 22
Bankruptcy 6 12
Buy-outs 4 “
Restructuring due to financial distress 2 73

C. Proportion of privately controlled firms where theginial owner has not divested 100% and still is in control
after 3 years and 5 years, respectively

N %
Three years after IPQy = 130 121 931
Five years after IPOy = 104 98 942

D. Ownership retention (votes, capital and vote/capital ratio) in privately controlled firms where control is not
relinquished within three years] = 121

Total sample Dilution through PP/DI No dilution Mean

N =48 N=73 diff.

Mean  Median Mean Median Mean Median ¢-test

\ote retention at IPO 73 820 788 840 728 802 173
\ote retention year 3 66 732 654 723 67.2 732 —0.45
Capital retention at IPO 52 600 599 600 555 585 127
Capital retention year 3 13 482 428 463 456 497 -0.77
\ote/capital ratio at IPO B9 130 139 130 140 130 —0.05
\ote/capital ratio year 3 .60 147 163 151 158 144 014

(continued on next page)
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Table 7 ¢ontinued)

E. Ownership retention (votes, capital and vote/capital ratio) in privately controlled firms where control is not
relinquished within five yearsy = 98

Total sample Dilution through PP/DI No dilution Mean
N=35 N =63 diff.
Mean Median Mean Median Mean Median 7-test
\ote retention at IPO P4 830 811 850 729 820 218°
\ote retention year 5 63 732 652 672 654 735 0.04
Capital retention at IPO 59 600 604 60.0 56.3 597 108
Capital retention year 5 2 436 379 404 456 483 —1.99
\ote/capital ratio at IPO 40 131 140 134 140 128 001
\ote/capital ratio year 5 14 154 198 171 158 140 268

Notes. The sample consists of 229 Swedish IPOs on thekbmm Stock Exchange (A-list, OTC, or unofficial

list) between 1979 and mid 1997. Only clean IPOs are indude., equity carve outs and spin-offs are deleted.
Ownership retention is defined as the percentage of total votes and capital held by the original owners, i.e. majority
owners at the IPO, in January one, two, three, four, areyfdars after going public, respectively. If the original
owners have relinquished control and sold 100% of theinership this is included as zero retention. Firms
controlled by the founder, families, entrepreneurs mpkyees are defined as being privately controllad=¢

158) while as institutionally controlledN = 71) if the controlling owners are public corporations (without a
family or individual in ultimate control), venture capitalists, associations, the state or a community. In panel A, the
different subsamples of the privately controlleagp (Founder, Founder family, and Other) show no significant
differences in vote and capital retention. In panel C,i@inal owners are no longer in control after three years

even if they have not divested 100%. In 4 cases control wiasrsa block transfer. In 2 cases control was shifted

as aresult of a Directed Issue and in 1 case control was shifted as a result of a restructuring (financial distress). In
2 cases control was sold already at the IPO. 6 originaless are no longer in control after five years even if they

have not divested 100%. In 4 cases the control was sold in a block transfer. In 1 case the control was shifted as a
result of a Private Placement and in 1 case control was shifted as a result of a Directed Issue. In panels D and E
firms are split into one subgroup of IPO firms where ownership is diluted because the firms undertake a Directed
Issue (DI) or Private Placement (PP), and one subgroup of firms that do to make such SEOs. In panels A, D and E,
the median difference tests based on Wilcoxon rank-sum test show qualitatively the same resultdest foe

mean differences.
2 Significance at the 10% level.

b Significance at the 5% level.
¢ Significance at the 1% level.

remaining shares can be compulsorily acquired at the price offered to shareholders who
accepted the bid. In the other firms, the oraiowners sold or lost their whole control
block in a buy-out, restructuring deal or ambankruptcy proceeding. The most striking
result is that we findho single instance where the original private owners relinquished their
control position piecemeal.

We also analyzed if the new owners of the control block kept it intact or sold it. We
found no case where the new owners split the block. Panel C reports that 93% (94%) of
the original private owners in control, whdid not divest 100% of their positions, are still
in control after 3 (5) years. In the remaining cases, they sold control in a block deal but
still retained a minority position, primarily consisting of B shares. The empirical evidence
is highly consistent with the conjecture that controlling owners never sell a control block
piecemeal in order to get compensation for thesgadf control rents attached to the block.

How large is the control premium? Since parties in block transfers do not have to
make conditions public, we only look at takeovers that differentiate prices between A and
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B shareg* Almost all acquired firms (unreported) had dual-class shares (28 of 30). The
original owner controlled all A shares in 20 takeovers (67%) that were price differentiated,
while in 7 out of 8 takeover bids that could be differentiated, but were not, the private
owner did not control all A shares. Measured relative the market price of B shares at the
takeover announcement day, the median bid premium for B shares is 15.6% and 40.3%
for A shares. The extra 25% is one simple but cautious measure of the control préPium.
When the original owners sold their controlling position, the median holding pexasds

return (control premium- value appreciation after IPO measured from offer price) over 24
months (median holding period) is 100%.

A more detailed look at ownership dynamics of privately controlled firms where the
original owners are still in control after 3 and 5 years after the IPO is provided in panels D
and E. We split the privately controlled firms into one group where the original ownership
position is likely to be diluted because the firm raised capital in private placements or
financed acquisitions by directing an issue to target shareholders, and a residual group
where no dilution effect is preserFirms raising new capital in rights issues are included
in the latter group since such issues do not necessarily dilute ownership. Since the results
for the two time horizons are qualitatively similar, we focus on the longer period. Several
results are striking. For the whole samples thedian fraction of votes controlled decreases
from 82% to 73% after five years while the ni@a fraction of capital decreases more from
60% to 44%.

Controlling owners in the dilution group retain a significantly higher fraction of votes
initially, but after five years averages for votes retained converge while fraction of capital
controlled is significantly smaller. The decline in fraction of votes controlled caexes
clusively from more B shares being issued; the proportional decline in retained fraction
of capital is larger than in votes, and no A shares in a controlling block were sold piece-
meal. The same is true for the non-dilutiorogp since controlling owners sell some of
their B shares, but not high voting A shares, and they may not fully participate in rights
issues. The dilution effect is also evident from the increasing votes to capital ratio for the
controlling owner.

This could occur because controlling owners of firms that later dilute the incumbent
shareholders’ positions by issuing B sharaBonally anticipate this by initially retain-
ing a significantly larger share of the votes. Or causality could be reversed since control
is so valuable that only private owners that control a very high fraction of the votes have
theactual option to dilute. Dilution is most likely rationally anticipated since a significant
fraction of firms that later dilute stated stock-financed acquisitions as a motive for going
public already in the prospectuses. These firms also use dual-class shares more frequently,
issue only B shares in a primary offering at the IPO, and the controlling owner more of-
ten keep all A shares. This is particularly true for family-controlled firms, which are also
significantly lower valued at the IPO. The discount on firms that later dilute may gauge
costs for a control-oriented private owner to later exercise his option to relatively cheaply

24 All takeover bids are non-partial and conditional on 90% accepting due to the Compulsory Acquisition
Limit.

25 since controlling block contains both A and B sharest measure does not capture the value of control
rights in A shares.
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acquire another firm by paying with low-voting B shares; §zenqvist et al. (20013°
Specifically, it may be a valuation of the risk that family-controlled firms make bad future
stock-financed acquisitions since they are less likely to grow organically when the founder
is no longer active.

Table 8
Outside block ownership in first and fifth post-IPO year

A. Ownership by outside blockholdeirs January of the first year after IPO

Total Privately Institutionally Mean Median diff.
sample controlled controlled diff. Wilcoxon
N =208 N =144 N =64 t-test rank-sum test
Mean Median Mean Median Mean Median
Largest outside block, vote n 5.4 9.1 5.0 129 95 —2.03° —-3.13°
Largest outside block, capital B 89 117 89 120 88 -0.19 001
2nd largest outside block, vote .8 2.3 32 19 5.4 36 —330¢ 303
2nd largest outside block, capital .05 37 51 36 4.7 38 051 —0.03
3rd largest outside block, vote .2 1.3 19 1.0 3.0 25 —319¢ 364
3rd largest outside block, capital .23 25 30 21 39 30 -192 176
Herfindahl index, vote as 050 055 060 032 024 635 57

Herfindahl index, capital Q9 027 031 030 023 017 29¢° 3.36°

B: Ownership by outside blockholdeirs January of the fifth year after IPO

Total Privately Institutionally Mean Median diff.
sample controlled controlled diff. Wilcoxon
N =156 N =106 N =50 t-test  rank-sum test
Mean Median Mean Median Mean Median
Largest outside block, vote B 87 145 6.1 206 147 -182  -360°
Largest outside block, capital » 117 155 101 177 143 -0.89 —1.767
2nd largest outside block, vote .06 34 37 29 75 58 —48% 40X
2nd largest outside block, capital .17 54 6.7 55 8.0 53 -125 047
3rd largest outside block, vote . 21 22 16 4.1 37 468 416
3rd largest outside block, capital .44 33 45 32 43 36 0.14 —0.88
Herfindahl index, vote a4 Q47 050 055 028 025 49%5° 4.66°
Herfindahl index, capital 25 023 027 025 019 016 271° 2.81°

Notes. The sample consists of 229 Swedish IPOs on thekbmm Stock Exchange (A-list, OTC, or unofficial
list) between 1979 and mid 1997. Only clean IPOs are indude., equity carve outs and spin-offs are deleted.
Firms controlled by the founder, families, entrepreneursraployees are defined as being privately controlled
(N = 158) while as institutionally controlled\ = 71) if the controlling owners are public corporations (without
a family or individual in ultimate control), venture capitalists, associations, the state or a community. Ownership
is measured in January of the first and fifth years dftelPO. The Herfindahl index is defined as the sum of the
squared ownership fractions byetlriginal owners and the thrégrgest outside blockholders.

& Significance at the 10% level.

b Significance at the 5% level.

C Significance at the 1% level.

26 stock-financed acquisitions are much more comntam tcash financed. But median underpricing cost is
27.4% for firms that later do directed issues, and 13.286dsh-paying firms, where original owners also more
often sold part of their shares at the IPO.
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Panel A inTable 8shows that the largest outside block at the IPO averages 10% of the
votes for the whole sample but its median size is only 5%. The outside blocks are very
small in privately controlled firms but somewhat larger for institutionally controlled firms,
in particular, the second and third largestdis are very small. The significant differences
in Herfindahl indices for votes and capital bring out how much more concentrated the
ownership structure is for privately controlled firms. Panel B reports the ownership charac-
teristics after five years. The major changes are that the size of the largest blockholder has
almost doubled to around 20% of the votes foritigitutionally controlled firms, and that
the overall ownership concentration as meas by the Herfindahl indices has decreased
only very marginally. The largest outside owner has a significant blocking position that is
enough to veto takeovers.

Finally, we test the hypotheses that privately controlled firms are more (less) frequently
the acquirer (acquired) than institutionally controlled firms, and that they primarily use
stock-financed acquisitions. Comparing firm characteristics, paneTalte 9reports that
it is significantly more likely that a privately controlled firm, in particular a founder-family
controlled, acquires another firm in a directed issue. It is also more likely that another
public firm controls the acquired firms. Panel B shows that firms doing stock-financed
acquisitions are more control-oriented since original owners retain a larger fraction of votes
at the IPO but also bear a significantly larger share of underpricing costs. The opportunity
to acquire another firm in a directed issue does have a priceBsg®man and Franks
(1997) This reinforces our causality interpretation that dilutiomationally anticipated
both by controlling owners and by the market.

In general, the empirical results are consistent with the specific implications of the
private-benefits-of-control theory, e.g., how the formation of valuable control blocks at
the IPO determines the ownership dynamics. Original private owners remain in firm con-
trol also after five years. Control blocks arever sold piecemeal, only as a whole in block
transactions or non-partial takeovers to pattcontrol rents. Dilutio of a controlling own-
er's position does not occur because he sells high voting A shares, but since privately
controlled firms frequently issue low-voting hares in private placements or in directed
issues as payment for acquisitions.

5. Discussion and conclusions

The quest to maintain private benefits of control after the IPO, the cornerstone of our ap-
proach, has not been stressed enough in the ttiealri&erature that has almost exclusively
focused on the exit option, and ignored the effect of legal rules on design of securities and
of ownership structure®. The preference for control is so strong that without the legislator
encouraging separation of cash flow rightafireoting rights there would have been fewer
IPOs in Sweden, at least by privately controlled fifR®agano et al. (199&)nd (1998,

27 The trade-off between benefits of control and cost ofdoliquidity is relevant only if one share/one vote
shares are allowed; s@&vlton and von Thadden (1998 ut dual class shares can separate control (high-voting
A shares) and liquidity (low-voting B shares).
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Table 9
Characteristics of acquired and acquiring IPO firms

A. Ownership identity and pre-IPO strategies: private placements (PP), rights issues (RI), and acquisitions

Acquired Stock financed acquirer Prop.
N =50 N =47 diff.

N Prop. N Prop. test

Private owner 30 ®0 36 Q77 -1.75%
Founder family 12 024 25 Q053 296°
Institutional owner 20 @0 11 023 1752
Public corporation 13 026 4 Q09 2260

Pre-IPORI 1 2 3 Q06 -1.08
Pre-IPO PP 18 86 9 Q19 1852
Pre-IPO acquisitions 8 .06 16 034 206°

B. Retention (votes and capital) by original ownexsd level and allocation of underpricing costs

Acquired Stock financed acquirer Mean
N =49 N =47 diff.
Mean Median Mean Median t-test
\ote retention at IPO 63 714 722 818 1778
Capital retention at IPO 48 460 544 570 149
Underpricing 236 146 432 217 2570
Costs borne by controlling shareholders 93 29 87 36 2.76°

as a % of pre-issue holdings

Notes. The sample consists of 229 Swedish IPOs on thekbmm Stock Exchange (A-list, OTC, or unofficial
list) between 1979 and mid 1997. Only clean IPOs are indude., equity carve outs and spin-offs are deleted.
48 firms were acquired within five year after going publihile 56 made stock financed acquisitions (directed
issue) at their first Seasoned Equity Offer (SEO) after going public. 10 firms made a stock financed acquisition
before being acquired themselves. These firms areded in the acquired sample. The sample of IPOs making
stock financed acquisitions, therefore, consists ofidfs. Firms controlled by the founder, founder’s family,
entrepreneurs or employees are defined as being privately contrlledl68) while as institutionally controlled
(N = T71) if the controlling owners are public corporatiofwgithout a family or individual in ultimate control),
venture capitalists, associations, the state or a canityn Privately controlled firms where the founder is CEO
are defined as founder controlled & 51). Privately controlled firms where the founder’s family is the majority
owner but the founder is no longer CEO are defined as founder family contralled5). If the founder or the
founder’s family are no longer active the firm is defined as othes(52).

2 Significance at the 10% level.

b Significance at the 5% level.

¢ Significance at the 1% level.

and Goergen (1995%how that private owners of Italian and German IPO firms go pub-
lic with intention to maintain control; both are civil-law countri&sThey divest a small
fraction of their shares at the IPO, and maintain strong control afterwards.

28 |KEA (Kamprad) and Tetra Laval (Rausing), theawnost successful firms founded after WWII, both de-
cided to remain private even if it took Tetra Laval 30 years to be profitable. Both founding families are among the
wealthiest persons globally (Fortune).

29 According to Jay Ritter, Brazilian IPO firms are also primarily privately controlled and extensively using
dual-class shares.
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Brennan and Frank4d.997) andField and Karpoff (20023how that original owners in
Anglo-Saxon countries are also motivated by control considerations when designing cor-
porate charters and initial ownership. ButMikkelson et al. (1997})eports for a sample
of US IPO firms, ownership soon becomes dispersed. The median ownership stake of offi-
cers and directors decreases from 43.7% at the IPO to 28.6% after five years. But original
private owners of Swedish IPO firms who have not sold their control blocks on average
still control 2/3 of the votes after five years. Like US IPO firms, Swedish ones invest more
afterwards. 60% of founder and founder family controlled firms return for a SEO, most
often a directed issue of B shares to financguggitions and rights issues to raise capital
for investments. Controlling owners maintain their original shares but their position gets
diluted since the firm issues low voting B shares at the IPO, and in directed issues—not
from selling of any A shares. This explains two puzzles.

First, it does not seem rational for owners with a large part of their wealth invested to
hold more voting and cash flow rights than is actually neededPsg@ano et al. (1998)
While questionable in the short run, it may be rational to “overinvest” anticipating future
dilution of its original voting strength due to stock financed acquisitions and rights issues.
The current “overinvestment” is the price that owners pay for maintained future control.
Second, the high average level of underpricing in Europe compared to the US is biased.
If a controlling owner does not sell any of his nwhares at the IPO,sonly underpricing
costs stem from dilution due to the discount on newly-issued shares, a cost shared by all
incumbent shareholders. His median underpricing costs as percentage of the value of his
block is just 3.4% but the average overall underpricing in Sweden is 28Talq 9.
Relevant international comparisonsaatual underpricing costs must thus adjust both for
pre-IPO ownership structure and fahdion if only new shares are issuél.

This paper presents an alternative to the leading interpretation how law and finance in-
teract that argues that the pivotal factor is how well legal rules protect minority rights. Good
protection encourages both outsiders to sivend founding families to sell out a larger
fraction in an IPO since formal rules limit extraction of pecuniary benefits by management
when the firm becomes widely held; both faid stimulate development of advanced fi-
nancial market¢Burkart et al., 2003)Lower protection thus causes founders to maintain
a larger fraction of shares to avoid being exploited, which predicts a negative relation be-
tween formal minority protection on the one hand, and ownership concentration and size
of (pecuniary) private benefits of controlling owners, respectively, on the other. We find no
such relations in our cross-country analysis. Differences in formal minority protection and
private benefits are too small to explaitnyvownership became dispersed in the Anglo-
Saxon countries but not in Continental EurdRee, 2002)

Consistent with the private benefits of control theory we find that actual use across
countries of security designs to separate votes from capital leads to more concentrated
ownership. Our analysis of Swedish IPOs shows that original owners use dual-class shares
to form control blocks at the IPO to secure andtpct valuable private benefits of control
that are not primarily due to value extractiastimated (pecuniary) private benefits are

30 The unadjusted underpricing costs will be upward tda@secivil-law countries where firms are closely held
and do not use secondary issues, but for reversemsatownward biased in Anglo-Saxon countries; Bemnan
and Franks (1997)
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low (Nenova, 2003; Coffee, 2001; Dyck and Zingales, 2002Jact, the prevalent use of
dual-class shares among listed firms in Sweden started in the mid-60s when the largest
firms needed more capital to finance international expansions and the capital-constrained
owners wanted to maintain control; from 18% in 1950, 32% in 1968; 61% in 1981 to
87% in 1992(Hogfeldt, 2003) Concentrated ownership is thus not the response to weak
minority protection per se.

Legislators regard the control blocks as crucial since the attached control rights provide
the founding family with a significant long-term private interest in the firm. This allocation
of rights may benefit other shareholders by stimulating investments and growth in value,
particularly in a fledgling firm, since it solveiseir free-rider problem and generates strong
private incentives also in the public firm. This mechanism also limits the family’s incentives
to myopically extract pecuniary benefits, particularly in a relation-based financial environ-
ment like Scandinavia where informal rules and social standing are important checks and
balances. Informal protection based on ecoiwoimcentives, extra-legal institutions and
social norms are thus substitutes for weak legal minority protection.

The large discounts reflecting the market’s lower growth expectations of heir con-
trolled Swedish IPO firms, however, suggest that these gains are traded-off dgagngt
lock-in costs (agency costs) since heavily-entrenched owners make inefficient economic
decisions. Control rights may thus be misallocated over time when they are tied to a family
fortune. Entrenched owners exhibit biased investment behavior since financing is limited
to retained earnings and offerings that do not dilute control. Potentially-profitable growth
options may not be exercised since they require outside financing and/or transfer of con-
trol. Such firms may also overinvest in ptiggous projects with private rents; hang on
to loss-making investments too long; resist value-increasing takeovers that dilute control,
more often do diversifying investments sjock-financed acquisitions; and likely to re-
act slowly to changeéCronqvist et al., 2001)The negative effects translate into lower
industry-adjusted financial performance, labor ratios and R&D spending than compara-
ble firms, and thus into lower grow{iMorck et al., 2000)Using international data from
Morck et al. (2000)we also reportTable 10 a positive relation between deviations from
one share/one vote and amount of inheritezhith. Since countries in which billionaire
heirs’ wealth is large relative to GDP grow more slowly, this highlights the real economic
costs of separation of casloW rights from voting rightgMorck et al., 2000)

This seems to confirm Mark Roe8@02 view that corporate law distinguishes between
extraction of pecuniary benefits (self-dealilag)d agency costs (bad decision making) and
handles them differentlythefirst, self-dealing, corporate law seeksto control directly; the
second, bad decisionmaking that damages sharehol ders, it doesnot. But managerscan lose
for shareholdersas much as, or more than, they can steal fromthem. Since legal protection
against self-dealing seems roughly uniform across advanced countries, the focus of the
law and finance literature should not excldivbe on the legal minority protection. In
countries where devices to separate votesfoapital are frequently used in equilibrium,
agency costs are likely to be more econorityjcanportant because control is locked in
over time.

We have also shown that the interaction of law and finance is particularly important at
the IPO since once control blocks are formed thgstematically affect privately controlled
firms’ investment, takeover and financinghlagior, and ownership dynamics in equilib-



356 M. Holmén, P. Hogfeldt / Journal of Financial Intermediation 13 (2004) 324-358

Table 10
Deviations from one share/onetecand amount of inherited wealth
[Cap=20% V| =20 [Cap=20% V| < 20 Difference test
N=12 N=14
Mean inherited wealth/GDP (v 3255 —1.61
Median inherited wealth/GDP B3 2372 —1.8572

Notes. Using data fromMorck et al. (2000)andLa Porta et al. (1999)e test if the amount of inherited wealth
within a country is related to the use of dual class shares. We-tesst (Wilcoxon rank-sum test) on mean
(median) differences in inherited wealth between countNesrck et al. (2000)ollected inherited wealth from
Fortune’s list of the 1000 wealthiest individuals globallyislgauged as wealth of billionaires (positively) known
to be heirs as well as fortunes jointly controlled byoaifider and his heirs (in the process of being transferred
across generations) divided by GDP. This is roughlyesjant to our definition of founder family control. Cap
20% V is the average capital (minimum percent of bodki@af common equity) required to control 20 percent
of the votes in the 20 largest firnflsa Porta et al., 1999]Cap= 20% V| < 20 equals one if Cag 20 V is less
than 20, and zero otherwise; it measures actual deviation form one share/one vote.

@ Significance at the 10% level.

rium. This generates a strong path depengehat results in a dynamic equilibrium with

more concentrated private oership. Whether control bloskare prevalently formed at the

IPO using security designs that deviate from one share/one vote may thus explain system-
atic differences not only in ownership contetion between civil-law and common-law
countries but also in how firms behave and how well developed equity markets are.

But concentrated corporate ownership in a country does not only rest on the corpo-
rate law and on the legal regime but ultimately on the political acceptance at large of
entrenched private ownership. Standarditpal measures also strongly associate coun-
tries where ownership and control have not separated with more egalitarian politics and
stronger protection of workers rights. In fapblitical indicators and measures of openness
seem to have as good and sometimes even better predictive power of ownership concentra-
tion than purely legal variabl¢®agano and Volpin, 2001fpolitical factors thus have to be
added to the analysis of how economic andifnsonal factors (legal rules and regimes)
interactively determine behavior in equilibrium.
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