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Abstract:  This paper examines dual share class stocks domestic and internationally.  Generally speaking, dual share class stocks have similar claims on cash flow, the main difference being voting rights or control of the corporation.  Our analysis provides an overview of dual share class systems, discusses the origins of dual shares in a case study context, and looks at drivers of spread or voting premium in dual share classes.  We examine idiosyncratic events that have significant influences on the spread and have the potential to induce class collapse in certain cases.  The paper also attempts to explain systematic drivers of spread through regression analysis of a portfolio of dual share class stocks.  In several cases, an inferior voting share trades at a premium to a super-voting share.  Further investigation reveals that this anomaly is due to the inferior voting shares inclusion in an index.  We find that in the absence of agency issues there should be no spread or premium between super voting shares and regular voting shares.  Finally we look at two on-going dual share class stocks and, based upon our qualitative and quantitative analysis, make arbitrage trade recommendations.

Description of Dual Share Class Stocks
Firms with dual class share structures have two or more different equity securities trading in the open market.  The various reasons and origination of dual share classes are discussed later in the paper.  Dual share class stocks comprise a small portion of the equity universe.  Currently securities and brokerage houses track the spreads on about 31 dual share class stocks that they consider possible arbitrage opportunities.  Opportunities to make arbitrage profits arise when the spread between dual share class shares widen or narrow and when there is a possibility that the dual share class system may collapse.  Most trading desks fold this type of trading into their risk arbitrage desks because is not arbitrage in its most pure risk free form.  There are risks inherent in betting on collapse and on spreads.  These risks are also discussed later.  One of the primary drivers of the spread is the voting premium or the value of the vote.  At times this value is high and at other times, as in the case of share class collapse with no compensation to the high-vote shareholders, there is no value to the premium.  In other instances, discussed later, the value of the vote can be eclipse by other factors.  

Genesis of Dual Share Class Stocks

 Dual class shares are created for two primary reasons:

1. The multiple class structure allows the founding family to diversify their financial risk without having to give up control of the corporation. In order to raise capital, majority stakeholders may issue shares with weak voting rights without ceding or diluting control. 

2. To facilitate tax-exempt corporate divestitures and distributions.  

We will study each of these drivers and provide examples from the recent past.  In the case of facilitating a tax-exempt corporate divesture we examine successful and failed execution of this goal. 

Control/ Voting Premium Dual Share Classes 

Companies often maintain dual-class share structures to give the founding family of a company control over the firm with a majority of the voting rights without having to allocate a large proportion of the cash flow to them.  Spreads between the classes are largely driven by changes in the relative voting rights of the shares as a result of shifts in concentration of corporate control.  Ordinarily, with no changes in the control structure of the firm, spreads reflect the voting premium, and are unlikely to fluctuate widely.  Opportunities arise when the controlling parties change.  Often, to facilitate the passing of control from a founding family to other shareholders, the firm would seek to level the voting rights between the super and the low-voting share classes.  In some cases, the two classes would be converted into a single class with one vote per share.  In this manner, the founding family’s share of the votes can be significantly reduced, while the spreads between the two classes would narrow in response.  In such situations, a long position can be taken in the low voting shares and a short position in the high voting shares.  The reduction of voting rights in the event of a share collapse or rights offer should drive down the price of the super voting shares and increase the price of the low voting shares.

Dual Share Class Creation in order to retain Corporate Control: Bandag Inc

An example of a company issuing dual class shares in order to avoid diluting the family control is Bandag Inc (BDG). Bandag Inc issued unlisted class B shares in 1987 to the existing BDG holders on a 1:1 basis to maintain company independence by retaining majority control within the Carver family.  In 1992 Bandag Inc distributed non-voting BDG/A shares to existing BDG and BDG/B shareholders on a 1:1 basis. This was done so that the company and the existing shareholders can sell shares to raise funds without diluting the stake of the Carver family. 

	Shares
	Votes per share
	Shares outstanding
	% votes

	BDG/A
	0
	9,145,270
	0%

	BDG-B Unlisted
	10
	922,316
	50.4%

	BDG-Common Stock
	1.0
	9,078,707
	49.6%


Tax-Free Spin-offs


Share class collapse following a tax-free spin-off happens largely at the discretion of the IRS.  Under Section 355 of the U.S. Tax Code, in order for a spin-off to qualify for tax-free status, the parent must initially control the subsidiary.  Control, for this purpose, is defined as having 80% of the subsidiary’s voting power, and 80% of the non-voting shares.  However, no restriction is made on the value of the outstanding stock that the parent must own
.  Given these rules, parent companies that initially have only partial ownership of a subsidiary often employ a “control gathering” strategy.  The subsidiary creates a class of super-voting shares, and swaps them for the parent company’s stock.  This transaction is tax-free under the Sec 354, and no gains or losses need to be recorded.  The parent then distributes the subsidiary’s stock to its shareholders via a tax-free spin-off.

Case Study: Dupont spins of Conoco in Tax Free Divestiture

On 11 May 1998 Dupont, the global chemical company, announced that it was getting out of the energy business. To accomplish this they needed to sell their 100% interest in Conoco Corporation, the multi-national energy conglomerate.  Later that same year Dupont conducted a 30% initial public offering of Conoco Corporation through the issuance of Conoco Class A shares.  Class A shares were issued to the public and held inferior voting rights relative to Class B share initially held by Dupont.  The IPO represented less than 20% of the voting control of the company.  The following July, Dupont announced its plans to divest its remaining interest in Conoco through a tender offer of one Dupont share for 2.95 Conoco B super-voting shares.  This offer reflected an 18% premium to current Dupont shareholders.  Understandably the tender offer was oversubscribed and on 15 Aug 1999 Dupont completely divested itself of Conoco.

This left Conoco A and Conoco B shares trading in the open market.  Twenty-six months later Conoco collapsed the dual share class system in accordance with IRS regulations.  During the period the class B shares trade at an average premium of 2.2% relative to the Class A shares.  Conoco’s share collapse was successful because they had received favorable opinions from the IRS in advance of the deal.  

Determinants of Voting Premium: Systematic Analysis/ Idiosyncratic Analysis
Now that we have explained the origins of the spread and looked at a few case studies, we can turn our efforts to specific determinants of the spread in dual share class stocks and ultimately the collapse of such systems.  First we try to determine if there are any systematic factors that affect the spread of all dual share class stocks.  Then we look at some idiosyncratic determinants of the voting premium and the collapse of dual share class stocks.  

Systematic Analysis of Spread

Beyond the Idiosyncratic: If uncertainty about future cash flows related to firm events is significant in determine the voting premium what other factors can we identify that drive the spread between super voting and regular voting shares?  Are their economy wide or systemic factors that drive some of the premium?  If future cash flows in a particular firm are uncertain, what about uncertainty market wide?  Finally, are there other factors that might drive the spread of dual share class systems?

To answer these questions it is necessary to identify variables that might act as acceptable proxies for market drivers of the spread.  

Movements in the market portfolio as drivers of spread.  We created a portfolio of 23 dual share class stocks and tracked the average premium of voting to non-voting shares over the course of one year.  The voting premium or spread we used was taken from Zingales' paper on corporate spreads and is defined as
:
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are the daily prices of stocks "a" and "b" respectively.  We then regressed the average daily spread on the portfolio against each dual share class stock.  This approach is similar to the methodology used to determine the beta of stock in the standard CAPM methodology.  

We feel our portfolio of dual share class stocks accurately reflects the market and can be considered a well-diversified portfolio. The portfolio also contains stocks from the industrial, retail, financial, media, technology, and health sectors.  

Our hypothesis' are as follows:  
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where beta is the coefficient of the independent variable which in our case is the market portfolio.  All other regressions follow the same hypothesis testing. 

Market Wide Volatility as a driver of Spread.  We believe that uncertainty surrounding future cash flows drives the spread.  Uncertainty for our purposes can be broken into two pieces.  The first piece is the idiosyncratic element of the voting premium associated with agency issues.  The second piece is overall market volatility.  Stock specific uncertainty is difficult to quantify in the form of a regression, however it is possible to quantify market volatility.  The proxy for market volatility we used was the Volatility Index or VIX that trades on the Chicago Board Option Exchange (CBOE).  By regressing the volatility of the overall market against the magnitude of our share class spreads we can determine whether or not macroeconomic uncertainty drives the share class spread.  

Indexed Stocks Carry a Premium Due to Higher Demand.  Throughout the course of our research we observed that in certain instances share class pairs were priced counter intuitively.  The weak voting right shares traded at a premium to the strong voting right shares.  Further investigation revealed that in virtually every case the weaker voting right shares were tied to an index.  The indexes varied from the S&P 500 to the Russell 2000, but this finding warranted further investigation.  The idea that the indexed stock carries a premium is intuitive.  Since most of the thousands of mutual funds are benchmarked against an index, passive portfolio managers must hold the group of stocks that comprise the index.  If the float of the dual share stocks is similar then the higher demand for the indexed share will fetch a higher price.  In many cases the premium generated from the index premium exceeded the voting premium and was the main driver of the spread.  

Regression Results

Regression I: Systematic (Exhibit 1)

First, we regressed voting premium of individual stocks against the average voting premium of the 23 stocks (henceforth referred to as portfolio) in our sample. The objective of the regression was to assess how much of the movements in the individual voting premiums is explained by systematic factors. A positive coefficient with a high significance would suggest that the individual voting premium is affected by economy wide systematic factors. We found that 16 stocks had positive coefficients while 14 of these coefficients had acceptably small p-values. The adjusted R squared varied from 0.58% to 47.65%. Based on the above results, we infer that systematic factors do explain a significant portion of the individual voting premium. However, there are idiosyncratic factors as well that influence the premiums.

Regression II: Uncertainty (Exhibit 2)

In our second regression, we tried to find a relationship between the portfolio voting premium and systemic volatility. We regressed the portfolio-voting premium on each of the days with the 30-day forward volatility as implied by the VIX for that particular day. Earlier, we had conjectured that changes in the voting premium are driven largely by the changes in the value of control. We had also mentioned that the value of control increases with increasing uncertainty. We used the VIX as a proxy of systemic uncertainty. A positive and significant coefficient would confirm our conjecture. The regression resulted in a positive and significant coefficient. Therefore, we infer that in general, voting premiums increase with increasing systemic implied volatility.

Regression III: Liquidity (Exhibit 3)

Our final regression was to assess the impact of liquidity on the individual voting premiums. We hypothesized that if the lower voting stock was included in a major index like the S & P 500 or the Russell 2000, the voting premium would be lower than that of a company that had none of its stocks included in a major index. Similarly, if the higher voting stock was included in a major index, the voting premium would correspondingly be higher. We calculated the average voting premium for each of the stocks and chose 1 as the independent dummy variable when the higher voting stock was a part of some index and 0 when it was not a part of some index. We regressed the values of the voting premiums for the 23 stocks with the values of their dummy variables. We ran a second regression to test our hypothesis when lower voting stocks were included in the index. We used appropriate dummy variables to run the regressions. Our results showed that the voting premiums were higher for the case when higher voting stocks were part of major indices. The coefficient on the index dummy variable was positive and significant. However, the regression when the lower voting shares were included in the index proved inconclusive. The coefficient on the index dummy variable was not significant. We conclude that on an average while increased liquidity due to inclusion in an index plays a role in the determination of voting right premiums, its impact is not very clear.  

For all the regressions that we ran, the Breusch-Pagan heteroskedasticity tests did not show strong evidence against the error term having constant variance.

Beyond the Systematic
Traders and investors are interested in placing relative value bets on the size of the spread or voting premium.  To successfully accomplish this goal, a thorough understanding of what drives the spread in a dual share class system is necessary.  We have already analyzed whether or not systematic factors contribute to the voting premium.  Now it is time to examine firm specific events.

Academics have attempted to quantify this spread.  Most notably Luigi Zingales determined that the spread or voting premium is dependent upon the differential payment an investor in super voting shares will receive in the event of a control contest for a particular company.
  Zingales goes on to prove that two factors, the probability of a voting premium being important in a proxy contest and the magnitude of the benefits of control, account for 30% of the variation in voting premiums.  

Zingales hit on an important facet of dual share class systems.  The value of a vote is dependent upon the value of control.  So why is there value to control?  The primary answer is that there are agency issues that are endemic in publicly held companies.  Assuming that claims on cash are equal, in the absence of agencies issues there would be no reason for dual share classes to trade at different prices.  Agency issues that arise for a company are idiosyncratic and relate to the set of factors that are ongoing in a company.  

For example, the resignation of a CEO might trigger speculation about the future course of a company.  This in turn would cause the spread on a super-voting share to widen relative to the inferior voting share.  The reason that such a move could affect the spread, either positively or negatively, is that mismanagement or superior management of the firm may lead to a change in the cash flows of the entity going forward.  We can conclude that greater uncertainty about the future cash flows of a company will result in a higher voting premium.  When cash flows are uncertain and volatility abounds what is the value of control?  The value of control lies in the shareholders ability to make decisions regarding future projects of the firm.  Next we examine specific control or agency issues and events that lead to spread divergence or convergence.

 Idiosyncratic events that drive the spread and collapse of dual-class share:

Overview
Once the need for the dual-class structure no longer exists, corporate management generally seeks to convert the two classes into a single class to simplify administration.  In such cases, assuming a long position in the shares trading at a discount and a short position in the shares trading at a premium will ensure an arbitrage profit equal to the spread minus the transaction fees, if the share collapse occurs.  Below are several dominant idiosyncratic events that drive dual-class share spreads.

1. When the objective of the firm in creating the multiple class structure is to facilitate a tax-exempt divestiture/distribution, at some time in the future, the firm will collapse the multiple classes into a single share class and the prices of the different classes will converge.  

2. Voting rights often change as the result of rights offerings, leveling of votes per share between the two classes of stocks, and, in extreme cases, a complete collapse of the dual super-vote/low-vote share class structure to a one vote per share common equity class.  Subsequently, the voting premium is reduced or disappears altogether.

3. Spreads also narrow or widen in response to changes in the liquidity of the classes as the result of share repurchases or changes in index membership status. Discounts must be made for classes of stocks that are thinly traded.  

4. In addition to the internal corporate events, external events such as mergers and acquisitions also have a significant impact on the spread.  In the simplest scenario, a tender offer is made to all shareholders at the same price, wiping out the spread between classes.  More interestingly, as is often in the case of European stocks, two classes of stocks are treated differently in an acquisition, depending on their respective voting rights and liquidity.  In such cases, it can be difficult to determine the final price of each class. 

Hence, in examining dual-class pairs for arbitrage, the following factors must be considering before taking a position.

· Unwinding an arbitrage position involving low liquidity shares can be difficult.  

· Corporate events leading to arbitrage opportunities generally occur at the management’s discretion, and are subject to shareholder approval.  

· In cases of share class collapses following a tax-free spin-off, government regulatory constraints present the major obstacle to successfully realizing the arbitrage profits

Below, we examine these factors in detail and demonstrate using past cases.

Share Class Combination Following Tax-Free Spin-off


If a firm creates a dual-class structure in order to facilitate a tax-free spin-off of a subsidiary as discussed in the Origins Section, IRS requires that the subsidiary’s re-capitalization be permanent.  Firms involved in the spin-off must agree not to collapse the share classes, change the voting procedure, or the voting rights of each share class for at least five years. In essence, the IRS forces the subsidiary to maintain a burdensome capital structure if the spin-off is to qualify as a tax-free event.  Some firms have appealed the decision, however.  Citing financial problems due to re-capitalization that could not have been anticipated, firms have applied for IRS approval for a reverse capitalization converting the two classes into a single class. IRS issues rulings on a case-by-case basis.  The length of time after the spin-off is completed can often be used to screen pairs that have a potential for a share collapse.  In all precedent cases, the dual-class structure is maintained for at least three years by the spun-off entities before the collapse. Successful appeals to IRS for share class combinations include Conoco, and Raytheon, while companies such as Gartner have not yet reached a settlement with the IRS.  We examine the case of Gartner. 

Case Study: Gartner Inc.


Gartner, Inc is business technology research and advisory firm based in Stamford, Connecticut.  The firm was founded in 1979, and had annual revenues exceeding $250M in 2001. The firm’s divisions include Gartner Research, Gartner Consulting, Gartner Measurement, and Gartner Events.  On July 16, 1999, IMS Health, Gartner’s largest investor, divested 39% of the firm.  The procedure for the spin-off is described below.  Gartner created two classes of its stock, IT and IT/B, and exchanged 40,689,648 shares of IT/B for the same number of IMS Health stocks.  The following table shows the relevant statistics for the two classes of Gartner shares.

	IT/B Gartner Inc Class B

	Market Cap of Class ($MM)
	             280 
	Voting Rights Per Share
	           1.0 

	Volume (Thousands)
	             215 
	Class Shares Outstanding (000)
	      30,189 

	Div Per Share
	$0.00 
	% of Total Votes
	36.8%

	Index Member
	S&P 400
	Free Floating Shares
	      30,184 

	IT Gartner Inc, Class A

	Market Cap of Class ($MM)
	             485 
	Voting Rights Per Share
	           1.0 

	Volume (Thousands)
	             689 
	Class Shares Outstanding (000)
	      51,747 

	Div Per Share
	$0.00 
	% of Total Votes
	63.2%

	Index Member
	Russell 2000
	Free Floating Shares
	      50,572 

	Sources: Bear Stearns U.S. Relative Value Survey and Bloomberg Data Services

	


Following the spin-off, Gartner sought IRS approval to combine its share classes.  However, the proposal was abandoned in January of 2002 after IRS refused to issue a ruling on the tax status of the firm after the combination.  In the worst-case scenario, Gartner could incur a tax liability of $300M.  Gartner continues to work with the IRS as it seeks to reverse the recapitalization.  The following graphs show the relative performance of Gartner stocks during the period.

	Historic Price Spread 06/01/01 – 06/01/02
	Historic Ratio Spread 06/01/01 – 06/01/02
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	Source: Bloomberg Data Services


As the charts show, the spread between Gartner A and B shares are relatively small and volatile.  B class historically trades at a discount to the A class due to lower liquidity and voting rights.  Due to speculations of share class combination, however, the spread between the two classes gradually narrowed until January of 2002.  After the announcement of the abandonment of the proposal, however, we see the spreads diverge once again.  The rate of divergence is slow, reflecting the management’s efforts to work with the IRS on a tax settlement, the primary impediment to the share class collapse.

Holcim: Spread/Collapse Affected by Corporate Scandal​​​​​

The Swiss firm Holcim is the world’s second largest cement maker and controls approximately half of the world’s cement supply. The Schmidheiny family founded the firm in 1912 and has run the firm for the past 91 years.  Holcim has two classes of shares, bearer and registered, each with one vote per share. The bearer shares were first issue in 1985 to raise cash without affecting the Schmidheiny family control.  However, the par value of the bearer shares is five times that of the registered.  Thus, for the same par value, the registered shares have five times the number of votes as the bearer shares. Dividends are paid in proportion to the par-value and so the bearer shares receive five times that of the registered shares. 

The following table summarizes the statistics of the two classes.

	HOLN SW, Holcim Registered Shares

	Market Cap of Class (CHF MM)
	          1,974 
	Voting Rights Per Share
	           1.0 

	Index Member
	 N/A 
	Class Shares Outstanding (MM)
	            56 

	HOL VX, Holcim Bearer Shares

	Market Cap of Class (CHF MM)
	          4,979 
	Voting Rights Per Share (0.2 Ratio)
	           1.0 

	Index Member
	 FT Europe 
	Class Shares Outstanding (MM)
	            28 

	Source: Deutche Bank Dual Listings and Share Class Report, 4/17/2003


Prior to the recapitalization, Thomas Schmidheiny, the CEO of Holcim, controlled the firm with 54% of the voting shares.  However, following an insider trading scandal in Spain, Schmidheiny resigned as the CEO in February of 2003.  Under public pressure, Holcim’s board attempted to restore investor confidence by improving corporate governance and simplifying its capital structure. Under the recapitalization plan announced on April 9, 2003, each bearer share would be converted into five registered shares.  No premium is to be paid to the holders of the high voting shares.  This effectively reduces the Schmidheiny family’s stake of the voting shares from 54% to 27%.  The conversion is expected to settle on 6/10/2003.  The following graph shows the performance of the two classes over the past six months.
	Holcim Price Spread 12/9/02-6/6/03
	Holcim Ratio Spread 12/9/02-6/6/03
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Source: Bloomberg Data Services

Registered (high-voting) shares have traded at a premium in the recent years, with a high of 45% in 2001.  As the charts show, however, the spread has significantly narrowed since the announcement of the share class collapse in April, fluctuating within 2% in the last two months.  Bearer stocks alone have risen over 28% in the last six months, reflecting the leveling in the voting rights.

Case Study Herbalife: Merger and Acquisition driven arbitrage 

In addition to internal corporate events, speculations of takeovers and tender offers have significant impacts on the spread of the two classes as well.  Before a tender offer is made, arbitragers often speculate how the shares of each class will be priced.  A variety of factors relating to control premium and liquidity must be considered.  In the U.S., corporate charters often require that all classes receive the same consideration in the event of a merger, and, thus, tender offers are often made at the same price to all shareholders with no compensation for the voting premium.  In contrast, European firms often bid different prices for the two classes depending on voting rights.  Since offers vary widely, which class to long and short must be considered on a case-by-case basis. We examine two tender offers below, Herbalife where the same tender offer was made to both classes, and Wella where different considerations were offered.

Herbalife was founded in 1980 as a weight loss product and nutritional supplements company.  By 2001, Herbalife has become one of the largest firms in the field, with gross revenues of over $1.7B and operations in Europe, Asian and the Americas. The table below summarizes the statistics of Herbalife’s two classes of stocks at the time of the acquisition.

	HERBA, Herbalife A Class Shares

	Market Cap of Class ($MM)
	          224 
	Voting Rights Per Share
	           1.0 

	Index Member
	 N/A 
	Class Shares Outstanding (MM)
	            11 

	HERBB, Herbalife B Class Shares

	Market Cap of Class ($MM)
	          414
	Voting Rights Per Share 
	0

	Index Member
	 N/A
	Class Shares Outstanding (MM)
	            22

	Source: Deutche Bank Dual Listings and Share Class Report, 4/17/2003


On September 21, 1999, Herbalife founder and CEO Mark Hughes announced plans to buy all the stock he didn't already own for $486 million in cash. At the time, Mark Hughes owned 54% of the Class A and 58% of Class B shares. Citing market under-valuation of its stock, Hughes offered $17 a share for both Class A and B stocks.  This represented a 42% premium over Herbalife's closing price on 9/21/2001 for Class A shares, and an 86% premium over Class B's price.  At the time, Herbalife had 28.5 million shares outstanding.  Herbalife’s board accepted the offer, which was set to expire on Oct. 15, 1999.  A majority of the outstanding shares for both classes must be tendered for the acquisition to pass.  Due to funding reasons, however, Hughes was not able to complete the tender offer.  Subsequently, in April of 2002, the board ended the buyout offer.  The follow graph shows the convergence of Herbalife’s share prices as well as the divergence after the deal became more unlikely.

	Herbalife Price Spread 6/01/01-12/31/01
	Herbalife Ratio Spread 6/01/01-12/31/01
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	Source: Bloomberg Data Services


At the end of 2000, two of the company's investors, Steel Partners II LP and Jana Partners LP, which owned about 4 percent of the company's Class B shares, urged Herbalife to buy back stock or put itself up for sale in order to boost its share price. On April 10, 2001, Herbalife announced that it had accepted a buyout offer by Whitney & Co. and Golden Gate Capital Inc. for $685 million in cash. The private equity firms offered $19.50 for each Herbalife Class A and Class B share.  On April 10, Class A shares closed at $15.39 while Class B shares closed at $14.40. The offer represented a 27% premium for Class A shareholders 35% premium for Class B shareholders.  No changes to Herbalife’s management, vendors, and customers were made. The offer was subject to shareholder approval, and the management cited under-valuation in the public markets improved focus as a private firm as primary reasons for accepting the buyout offer.  The following charts show the convergence of Herbalife’s two classes on the day of the announcement.
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Since no compensation is offered for the voting premium, the historic spread was closed by the tender offer.  As the following spread graph shows, Class B shares, which traditionally trade at a discount, rose to the level of the Class A shares.  The spread is eliminated, and no compensations is made for the voting premium held by the A class shareholders.

	Herbalife Price Spread 1/10/02-6/1/02
	Herbalife Ratio Spread 1/10/02-6/1/02
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	Source: Bloomberg Data Services


Wella : M&A Example with different consideration for dual share classes

Wella AG is a leading manufacturer and marketer of a wide-range of personal care products, including shampoos for hair salons, hair care products, and cosmetics.  Wella’s manufacturing operations are primarily based on Europe and the U.S., but its products are sold worldwide. As many German companies, Wella has two classes of stock outstanding.  The preferreds have no voting rights but have a higher dividend than the ordinary shares.  The shares have equal rights in other respects.  The following table summarizes the share class statistics.

	WAD3 GR, Wella Preferred Shares

	Market Cap of Class ($ MM)
	          1,591 
	Voting Rights Per Share
	0.0 

	Index Member
	 CDAX 
	Class Shares Outstanding (MM)
	            23 

	WAD GR, Ordinary Shares

	Market Cap of Class ($MM)
	          4,319 
	Voting Rights Per Share
	           1.0 

	Index Member
	 CDAX 
	Class Shares Outstanding (MM)
	            44 

	Sources: Deutsche Bank Dual Listings and Share Class Report, 4/17/2003


78% of Wella’s ordinary shares are controlled by the Stroeher family.  On March 18, 2003, Proctor & Gamble made a tender offer for both classes of Wella’s shares. The offer was EUR 61.5 per preferred share, and EUR 92.25 per ordinary share.  

Historically, the Wella preferred shares have traded at a premium due to the higher dividend rights, and liquidity.  As a result of speculations about the offer, the spread was quickly reversed as shown in the graph below.

	Wella Price Spread 6/3/02-2/28/03
	Wella Ratio Spread 6/3/02-2/28/03
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	Source: Bloomberg Data Services


Changes in Liquidity Premium driven arbitrage
While spreads change in response to voting rights issues, the relative liquidity of the two classes also has a significant impact on the pricing of two classes.  In pricing the shares for arbitrage positions, liquidity must be considered in addition to the voting and cash flow rights of the classes.  

Frequently, firms would announce share buyback programs for one or both classes of the stocks.  In such cases, arbitrage opportunities may be available if there are large imbalances between the percentage of float for each class bought back by the firm.  Spreads change as the liquidity of the outstanding shares change in response to the buyback program.  Pricing the arbitrage trade would be difficult since the firm will be purchasing the shares in the market.  Also, if the liquidity of the classes drop significantly after the buy-back is complete, there is the problem of unwinding the arbitrage trade.  If the liquidity after the buyback is low, trading out of the arbitrage position could involve large transaction costs.  Such changes in liquidity could also be the result of an index membership change.  In some instances, the premium due to liquidity differences overwhelms the differences due to the voting rights.  Below, we examine the case of SKF.

Case Study: SKF

SKF is a leading Swedish company involved in producing and marketing ball and roller bearings.  SKF maintains two classes of stocks.  Class A share accounts for a single vote while a Class B share represents a 10th of a vote.  The following table shows the statistics of the two classes of the stocks.
	SKF Class A Shares

	Market Cap of Class (SEK MM)
	    25,557 
	Voting Rights Per Share
	1.0 

	Index Member
	 N/A 
	Class Shares Outstanding (MM)
	          29 

	SKF Class B Shares

	Market Cap of Class (SEK MM)
	     4,319 
	Voting Rights Per Share
	         0.1 

	Index Member
	 N/A 
	Class Shares Outstanding (MM)
	          83 

	Source: Bloomberg Data Services


Class A shares have much higher liquidity than Class B shares.  According to Bloomberg data, the average daily trading volume of SKF's A shares over the past six months has been 81,994 while 809,586 class-B shares have been traded during the same period.  Historically, Class A shares have traded at a discount to Class B shares despite its higher voting power due to the lower liquidity. 


On February 28, 2003, Third AP-fund, the Swedish pension fund that owns about 2 percent of the voting rights in SKF AB, proposed converting the company's Class A stock into Class B stock.  The proposal was backed by other institutional shareholders, who together hold approximately 47% of the votes, but is subject to shareholder approval at April 18 meeting. Following the announcement, B shares fell while the A shares climbed.  On the morning of the announcement, 1.39 million Class A shares traded, according Bloomberg newswire.  Shareholders believe that the recaptitalization would improve the overall liquidity of the firm’s shares.  Despite of the possibility of losing their superior voting power, Class A shares climbed as much as 7.3% to 242.5 SEK on the prospect of improved liquidity.  Meanwhile, Class B shares fell as much as 3.4% to 241 kronor, the biggest drop in more than a month despite the possibility of gaining voting power.  The following charts summarize the behavior of the stocks.

	SKF Price Spread 12/3/01-5/3/02
	SKF Ratio Spread 12/3/01-5/3/02

	[image: image19.png]“HELP> for explanation. 166 Equity HS
Please hit <MENU> to return to page 1.

Historical Spread SkKfa $§ vs SKFB SS

a
2
=
15
0
s
o
a

oo dumee 2 eree 2 enr 2 B 19 o

fustralia 61 2 9777 B600 Brazil 5911 3048 4500 Europe 44 20 7330 7500 Gornany 49 63 920410
Fiong Kang 852 2377 6000 Japan 81 3 G201 8300 Singopars €5 6212 1000 U.6. 1 212 313 2000 Copyright 2003 Bloonkara L.
[ e




	[image: image20.png]“HELP> for explanation. 166 Equity HS
Please hit <MENU> to return to page 1.
Historical Spread SkKfa $§ vs SKFB SS

12

10

o

o

0

o

o

%

e eree 2 arar 2 e 15 sy

fustralia 61 2 9777 B600 Brazil 5911 3048 4500 Europe 44 20 7330 7500 Gornany 49 63 920410

Fiong Kang 852 2377 6000 Japan 81 3 G201 8300 Singopars €5 6212 1000 U6, 1 212 313 2000 Copyright 2003 Bloonkara L-P.
ESE 2850 0 s 15eT 00





	
	Source: Bloomberg Data Service


On Going Cases and Recommendations

Ongoing Cases

Here we consider two ongoing cases and provide our recommendations.

Case: Ericsson

Ericsson develops and manufactures products for wired and mobile communications in public and private networks. The company produces mobile telephones through its Sony Ericsson joint venture. Ericsson has two classes of shares: Series A and Series B shares that are traded on the Stockholmsbörsen (Stockholm Stock Exchange). Series A shares each carry one vote, Series B shares each carry one-thousandth of a vote. Historically series A shares trade at a premium compared to the series B shares. 

	Ericsson LM A Shares

	Market Cap of Class (SEK M)
	     6,431 
	Voting Rights Per Share
	1.0 

	Index Member
	 N/A 
	Class Shares Outstanding (M)
	             656 

	Ericsson LM B Shares

	Market Cap of Class (SEK M)
	  133,094 
	Voting Rights Per Share
	0.001

	Index Member
	 N/A 
	Class Shares Outstanding (M)
	15476.04

	Sources: Bloomberg Data Services


On May 31,2002 the company announced that, in an attempt to improve corporate governance, it is seeking to raise the Class B voting rights from 1000:1 to 10:1.  However, the board needs to examine how the change could be made in a manner that would properly compensate the Class A shareholders for the loss of their superior voting-rights. Shareholders assigned Ericsson Chairman of the Board Michael Treschow to lead the task to find the proper method for leveling the voting rights differences.  If the proposal were to be successfully carried out, we should see a drastic decrease in the spread between the classes.

In Q3 2002, Ericsson offered a rights issue in which current shareholders have the option to purchase additional shares at 3.80SEK/sh up to the amount they own. Some shareholders felt Ericsson needed to abolish its dual-share structure to attract investors to for the proposed 30 billion kronor ($3.2 billion) rights offer. However, given the low price of the offer (75% discount to the market price), the issue was oversubscribed. 

Two institutional shareholders, Investor and Industrivärden, emerged as the controlling interest after the 2002 rights offering.  The chart below shows the ownership after the right issue completed.  Together, Investor and Industrivärden owned two-thirds of Ericsson’s voting rights. If the proposed leveling of the voting rights for Class B shares from 1000:1 to 10:1 is accomplished, Investor and Industrivärden’s stake in Ericsson’s voting rights would be reduced to 23.9%.
Ownership and Voting Rights
	
	
	
	Current voting rights
	Proposed voting rights

	
	
	
	for class B
	for class B

	Shareholder
	A Shares Owned
	B Shares Owned
	1/1000
	1/100

	Investor 
	256,660,096
	595,587,036
	38.30%
	14.50%

	Industrivärden
	186,000,000
	213,539,276
	27.70%
	9.50%

	Wallenberg controlled
	442,660,096
	809,126,312
	66.00%
	23.90%

	Others
	213,558,544
	14,508,913,728
	34.00%
	76.10%

	Total
	656,218,640
	15,318,040,040
	100.00%
	100.00%

	
	
	
	
	

	
	Sources: Lehman Brothers Estimates


	Ericsson Price Spread 11/28/01-6/10/03
	Ericsson Ratio Spread 11/28/01-6/10/03
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The proper position to take in order to take advantage of the arbitrage is to long Ericksson B shares and short Ericksson A shares.  However the market is speculating that the leveling of the voting rights might not happen for the following reasons:

1. As part of the condition for subscribing to the 2002 rights offering, Investor/Industrivärden and Ericsson’s largest institutional holders may have negotiated for majority control, and will not be willing to reduce their voting power.

2. There might not be any compensation payment made to the class A shareholders since the class B shareholders financed the $3.2 billion rights issue in Q3 2002 and in the history of Swedish recapitalizations there have not been any compensations for share-class collapse. However without any compensation the majority class A shareholders might not approve of the recapitalization. 

Thus, due to uncertainty in the near future we do not suggest any trade in Ericsson A & B share classes. 

Case: Alberto Culver

Alberto-Culver Co.(ACV and ACV/A), the world's largest seller of beauty-salon products, has two classes of shares: Class A with 0.1 vote per share and Class B with 1 vote per share. Alberto-Culver first issued its ACV shares in its 1961 IPO. It then issued ACV/A shares for the first time in 1986 to raise additional capital. Additional ACV/A shares became public as a part of a convertible bond issue in 1995.  The Bernick and Lavin families control 27% of the total vote through their ownership of 8.4% of class A and 28.5% of class B Shares.   A summary of share classes is listed below.

	Alberto Culver A Shares

	Market Cap of Class (USD M)
	                           1,263 
	Voting Rights Per Share
	1.0 

	Index Member
	 N/A 
	Class Shares Outstanding (M)
	               26 

	Alberto Culver B Shares

	Market Cap of Class (USD M)
	                           1,605 
	Voting Rights Per Share
	1.000

	Index Member
	 Russel 100, S&P 500 
	Class Shares Outstanding (M)
	32.34

	Sources: Bloomberg Data Services


	ACV Price Spread 11/11/02-6/10/03
	ACV Ratio Spread 11/11/02-6/10/03
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	Source: Bloomberg Data Services


Alberto-Culver bought back 175,000 ACV/A shares in August and September 2002 in order to increase management control in the event of a share class collapse. On January 23, 2003 Bernick, CEO of Alberto-Culver said he will recommend to the board in the next 12 months that Alberto-Culver consolidate its two classes of stock to eliminate the gap in the different classes of shares.  

As indicated in the charts above, the spread between ACV/A and ACV have been narrowing recently. The current spread reflect the risk-premium that the market expects in the event that the CEO Bernick does not present to the company board the share-class collapse proposal and the possibility that the proposal does not go through. Together with insider directors, Bernick and Lavin families would control about 28.5% of the vote if the proposal goes through.  As the conversion terms specify, the Board of directors may at anytime convert all, but not less than all, ACV/A shares to ACV shares. 

Currently, there also exists a liquidity difference between the A and B share classes. Since ACV is a member of the Russell 1000 and S&P 500, there is a greater demand for ACV then for ACV/A.  Proponents of the conversion argue that the share collapse would improve the liquidity and attractiveness of Alberto-Culver’s stock in the future.  

Currently, Class B shares trades at an approximately 3% premium to A shares.  In the event that the share class combination proposal is approved, the spread should disappear.  The market to a large degree is expecting the share class collapse to occur, and hence the narrow spread.  However, given that collapse should happen by the end of the year with a high probability and the investment horizon is short, taking an arbitrage position earns better return than the risk-free rate.  Thus, we recommended taking long ACV/A and short ACV position.
Conclusion

As the above analysis shows, dual-class arbitrage opportunities are driven by a multitude of factors affecting voting rights, cash flow rights, and liquidity.  Profits vary widely and variations in the spread need to be examined case-by-case.  We have examined the origins, life, and eventual collapse of dual share class stocks in this paper.  Successfully realizing arbitrage profits throughout the life cycle of these peculiar securities requires a complete understanding of what drives the spread and the collapse as both systematic and random factors play a major role.
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