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In a corporation with many small owners, it may not pay any one of
them to monitor the performance of the management. We explore a
model in which the presence of a large minority shareholder pro-
vides a partial solution to this free-rider problem. The model sheds
light on the following questions: Under what circumstances will we
observe a tender offer as opposed to a proxy fight or an internal
management shake-up? How strong are the forces pushing toward
increasing concentration of ownership of a diffusely held firm? Why
do corporate and personal investors commonly hold stock in the
same firm, despite their disparate tax preferences?

I. Introduction

In an imperfect and evolving world, managers of some firms, though
they may try hard, may just not be good enough. Sometimes they
need to be persuaded and sometimes replaced. But who will monitor
managers and look for ways to better the firm? In this paper this
function is performed by large shareholders.

Grossman and Hart (1980) persuasively argue that outsiders with-
out a share in a diffusely held firm would never take over in order to
improve it. The reason is that if the outsiders’ improvement plan is
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understood by atomistic incumbent shareholders, they will demand
the value of the improvement in return for their shares or else they
stay on. If the outsider can gain only on the shares he already owns
(which are few if any) but has to pay all the monitoring and takeover
costs, the deal may not be worth his while. For the same reason, small
shareholders do not have a big enough stake in the firm to absorb the
costs of watching the management.

The basic question then is: In a world in which search for im-
provements is a public good, how can its provision be ensured? Gross-
man and Hart permit the outsider to exclude incumbent shareholders
from the gains his takeover produces. They call this exclusionary
device “dilution.” It has the effect of lowering the acquisition price,
possibly enough to ensure the efficient level of search for im-
provements by outsiders.! Alternatively, improvements can be made
by parties who already own a large share of the firm. As the largest
consumers of the public good, they may pay for it themselves. In this
paper we focus on the ways in which large shareholders bring about
value-increasing changes in corporate policy.

Empirically, large shareholdings are extremely widespread and
very substantial where present. In a sample of 456 of the Fortune 500
firms,? 354 have at least one shareholder owning at least 5 percent of
the firm. In only 15 cases does the largest shareholder own less than 3
percent of the firm. The average holding of the largest shareholder
among the 456 firms is 15.4 percent. The total average holding of the
five largest shareholders is 28.8 percent. We suspect that for smaller
firms the figures are even more dramatic.

Who are the large shareholders? In our sample, a large number of
them are families represented on boards of directors (149 cases). Also
prominent are pension and profit-sharing plans (90 cases), as well as
financial firms such as banks, insurance companies, or investment
funds (117 cases). The final category consists of firms and family
holding companies with large stakes who do not have board seats (100
cases). We expect that financial managers and especially large individ-
ual and corporate investors would monitor the management and
sometimes initiate a takeover or invite third parties to do so.”

" Though a threat of dilution may indeed lower the acquisition price, the courts have
taken measures to restrain it (see Easterbrook and Fischel 1982, p- 699). Evidence by
Dodd and Ruback (1977) and Bradley (1980) suggests that the effect of dilution may be
limited. This accords with the judgment of Grossman and Hart (1980, pp- 57-59) as
well.

# Our calculations are based on the data from CDE Stock Ounership Directory: Fortune
500, compiled for December 1980. The 44 excluded companies were subsidiaries,
cooperatives, privately held firms, or firms that merged in 1980.

* Even when a family with a large stake has seats on the board of directors, it may not
have complete control (e.g., the Gettys in Getty Oil). Such seats in fact can facilitate
monitoring and possible replacement of management.
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Indeed, our preliminary evidence suggests that large shareholders
play an important role in takeovers. Even when they cannot monitor
the management themselves, large shareholders can facilitate third-
party takeovers by splitting the large gains on their own shares with
the bidder. Of the 456 firms in our sample, 52 merged, were taken
private by management, or were taken over between January 1980
and December 1984. Of these transactions, 24 involved firms one of
whose largest two shareholders was a nonmanaging large investor or
a nonfinancial firm."

To illustrate the role of large shareholders, we focus on a simple
but realistic case. We describe a firm whose management acts to max-
imize profits but does so imperfectly. Accordingly, a monitor may
have an opportunity to improve the firm’s operating strategy but
needs to replace the incumbent management to produce the max-
imum increase in profits. Though the incumbents want to keep their
Jobs, they have no resistance options other than creating limited in-
creases of takeover costs to the bidder. If the bidder completes a
takeover despite these costs, he replaces the management.

Our firm is owned by one large shareholder, who does not partici-
pate in management, and a fringe of small ones.> We do not consider
strategic interactions between large shareholders. In our model, the
large shareholder has a large enough stake that it pays for him to do
some monitoring of the incumbent management. If higher profits
Jjustify a change, he attempts to implement it. All shareholders benefit
since they enjoy gains on their own shares. The large shareholder’s
return on his own shares suffices to cover his monitoring and
takeover costs. However, because the large shareholder internalizes
only the gains to his own shares, there is still too little monitoring and
takeover activity. We do not model the factors such as wealth con-
straints and risk aversion that presumably are the impetus for a
closely held concern to go public, despite the value loss associated with
this free-rider problem.®

In Section I1 we specify the basic model and perform two important
comparative statics exercises. First, we consider the implications of an

' In most of the rest of the cases, the sold company was family controlled.

> In our sample of 456 firms, the modal number of shareholders with at least 5
percent of the firmis 1 (171 cases), and the mean is 1.4.

“ Even when the initial owners of the firm are unwilling or unable either to provide
themselves or to borrow sufficient funds to invest, it might be argued that they could
still raise sufficient funds and keep ownership of the firm concentrated by selling out to
another large investor with more resources. However, initial shareholders (usually the
management) might be reluctant to place control firmly in the hands of another party
by selling its equity interest, while other large investors are unlikely to assume financial
responsibility without a good degree of control attached. Harris and Raviv (1985)
discuss related issues from a theoretical point of view, while Morck, Shleifer, and
Vishny (1985) analyze empirically the relationship between management ownership
and firm value.
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increase in the holdings of the large shareholder. Not surprisingly, as
the proportion of the firm’s shares held by the large shareholder rises,
a takeover becomes more likely and the price of the firm’s shares
increases. When a takeover does occur, the premium above the pre-
vailing stock price paid to tendering shareholders (the takeover pre-
mium) is actually lower (proposition 1). The reason is that when the
large shareholder owns more, he is willing to take over for a smaller
increase in the firm’s profits. Hence bids not only signal smaller aver-
age posttakeover increases in profits but also become more likely and
are more heavily reflected in the pretakeover market price. A second,
related result says that an increase in the legal and administrative
costs of takeovers reduces the welfare of small shareholders, despite
an increase in takeover premia (proposition 2).

Though both theoretical and journalistic attention has focused on
takeovers, they are not the only mechanism used to alter a firm’s
operating strategy. When several ways to improve the firm are avail-
able, the large shareholder’s choice of mechanism informs the small
shareholders about the likely value of his improvement plan. We
illustrate this point in Section I11. For example, when the large share-
holder can use his information to improve the firm through informal
negotiations with its current management, his resort to a takeover
instead prompts small shareholders to demand a high premium. We
further show why small shareholders might not tender if more than
50 percent of the firm’s shares are bid for in a takeover (proposition
3). Finally, we show that the share valuation results of Section 11
generalize to the case in which alternatives to the takeover mechanism
are available (proposition 4).

One message of Section II is that a premonitoring purchase of
shares by the large shareholder raises the firm’s expected profits.
Section 1V considers the scope for such value-increasing transactions.
We show that, if an already large shareholder can commit to a ceiling
on his pretakeover holdings, he will always make some purchase de-
spite the insistence of small shareholders on an above-market price
for their shares (proposition 6). On the other hand, we show that if
the ownership structure of the firm is initially very diffuse and trad-
ing is public, it is not profitable to assemble a large block of shares
(proposition 7). Corporation founders aside, this suggests that large
positions must be either accumulated secretly or passed from one
group of large shareholders to another.” We discuss both of these
possibilities in Section IV.

7 Particularly in the case of well-known takeover artists, pretakeover positions are
very often the result of secret buying before the filing of the SEC’s 13-D disclosure form
(Holderness and Sheehan, in press).
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Our analysis indicates that large shareholders raise expected profits
and the more so the greater their percentage of ownership. Yet they
may be hard to keep. Section V considers the possibility of the differ-
ential valuation of shares by small and large shareholders in the pres-
ence of capital gains and dividend taxes. Small shareholders are usu-
ally individuals, so they prefer their returns as capital gains. Large
shareholders usually have corporate tax attributes, so they prefer
dividends to capital gains.® Without the need to monitor the manage-
ment, small shareholders are best served when no dividends are paid.
In practice, though, dividends are widespread and large. This is the
so-called dividend puzzle (see Black 1976). We argue that, if the large
shareholder is valued, small shareholders may favor the payment of
dividends to ensure that he stays with the firm. A simple model dem-
onstrating this possibility is worked out in Section V.

II. The Value of a Large Shareholder

In this section we focus on corporate control transactions of a particu-
lar type, namely, cash tender offers made by large minority share-
holders to replace inefficient management. Our objective is to estab-
lish the value of a large shareholder.

We assume that the firm’s shares are initially held by a single risk-
neutral large shareholder, unaffiliated with management and holding
a fraction a < .5 of the firm, and by a fringe of risk-neutral atomistic
shareholders holding altogether a proportion (I — «).? For the pur-
poses of this section, « is taken as fixed. Although the management
does its best to maximize the present value of profits, it faces possible
replacement by insurgents led by the large shareholder, who can
offer a more profitable operating strategy.

The large shareholder (hereafter L) is assumed to have exclusive
access to a technology for finding valuable improvements of the in-
cumbent’s operating strategy through monitoring and independent
research.'” This technology gives L a probability I of drawing an
improvement of positive value Z from an atomless cumulative distri-
bution function F(Z) for a cost ¢(I). The variable Z should be inter-

* Even when large shareholders are individuals, they usually own their position indi-
rectly through a holding company, not the least to avoid the dividend tax.

? The fraction « can also be thought of as the sum of the positions of a group of
several large shareholders acting together.

'* We assume proprietary access to the monitoring technology in order to avoid
modeling information spillovers and correlated research outcomes when several parties
are watching the same firm. Even if many outsiders have access to the monitoring
technology, the presence of a large shareholder is still a necessary condition for use of
that technology to generate a positive profit.



