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Abstract

This chapter examines dual class common stock. Dual class stock has evolved
from a vehicle used largely by insiders in family owned and media companies to
retain control into a popular capital structure for founders and initial shareholders
in technology start-ups. After briefly reviewing the history of dual class stock, the
chapter recounts the longstanding debate over its desirability, in which defenders
tout the ability of dual class to enable founders to realize their idiosyncratic visions
for the firm, while critics express concern over the creation of agency costs. The
chapter describes how this policy debate has led to efforts to restrict or restrain
the use of dual class through stock exchange listing bans, index exclusions, proxy
advisor recommendations, and sunset provision. It concludes by observing that the
debate over dual class is overly simplistic in framing the issue as a binary choice.
Rather dual class stock exposes the possibilities and challenges associated with
the customization of shareholder control in the corporation. In particular, dual
class highlights both the challenge in identifying who is a controlling shareholder
and the implications of that control for traditional fiduciary duties.
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Abstract

This chapter excamines dual class common stock. Dual class stock has evolved from a vebicle used largely by insiders
in family owned and media companies to retain control into a popular capital structure for founders and initial
sharebolders in technology start-ups. After briefly reviewing the bistory of dual class stock, the chapter recounts the
longstanding debate over its desirability, in which defenders tout the ability of dual class to enable founders to realize
their idiosyncratic visions for the firm, while critics express concern over the creation of agency costs. The chapter describes
how this policy debate has led to efforts to restrict or restrain the use of dual class through stock exchange listing bans,
index: exclusions, proxy advisor recommendations, and sunset provision. 1t concludes by observing that the debate over
dnal class is overly simplistic in framing the issue as a binary choice. Rather dual class stock exposes the possibilities
and challenges associated with the customization of shareholder control in the corporation. In particular, dual class
highlights both the challenge in identifying who is a controlling shareholder and the implications of that control for
traditional fiduciary duties.



Introduction

The incidence of corporations with disparate voting structures, structures that this chapter will
broadly term “dual class stock” continues to increase. In the United States, this growth is concentrated
in smaller public companies, particulatly those in the lower half of the Russell 3000,' and is largely due
to the proportion of companies that conduct an initial public offering (IPO) with a dual class
structure.” In the first half of 2021, for example, almost a quarter of newly public U.S. companies had
dual class stock.” However, in Europe dual class stock is also ubiquitous in some countties — primarily
through loyalty shares. One recent paper has found that “[m]ore than twice as many companies in
France have unequal voting rights than those that don’t have.”* In Notrdic countries, almost a third
of companies have structures with unequal voting rights.’

Dual class stock refers to a capital structure in which a corporation issues two or more classes of
common stock that have identical economic rights but differential voting rights. The classic dual class
structure, sometimes described as a high vote/low vote structure, involves two classes — high vote
stock, held by insiders, that is entitled to multiple votes per share, and low vote stock, held by the
public, that is entitled to a single vote per share. The ratio of voting rights between the high and low
vote stock varies —a common ratio is 10:1, but corporations have issued high vote stock with as many
as 100 votes per share. Dual class stock structures can also involve more than two classes of stock, as
well as stock that carries no voting rights at all.

Dual class structures have been around since the 1900s. The controversy over their use dates back
almost as long. Opponents argue that dual class structures create agency costs and allow corporate
insiders to take advantage of public shareholders. Proponents defend dual class structures for their
ability to protect the corporation’s ability to achieve its founders’ long term strategic vision from the
short term demands of public investors. Although scholars have sought to test the impact of dual class
structures empirically, to date, the results of those efforts are inconclusive. The absence of definitive
empirical evidence has not prevented opponents from seeking to ban or limit the use of dual class
stock, or to cabin its effect through sunset provisions that require a company to convert to a single
class voting structure after the passage of a specified number of years or upon the occurrence of
designated events.

This chapter provide a brief history of dual class stock and situates recent developments, including
the growing use of loyalty shares outside the U.S., in that history. It describes the competing arguments
about dual class structures and recounts the empirical evidence marshalled in connection with those
claims. It then situates dual class within a broader evolving framework about the allocation of
shareholder control in the corporation. Although dual class has captured most of the attention,
corporations today face a variety of emerging control structures ranging from shareholder agreements
to the emergence of institutional block holders.



The emergent forms of shareholder control present two important challenges for corporate law.
First, how does the presence of a controlling shareholder affect the fiduciary responsibilities of
corporate officials? In particular, how should officers and directors balance their obligations to the
corporation between those who exercise voting control and minority shareholders? Second, under
what circumstances do controlling shareholders themselves owe fiduciary duties to the corporation
and their fellow shareholders, and how should courts distinguish between a controlling shareholder’s
bargained-for right to act out of self-interest and conduct that potentially violates the duty of loyalty?

Ultimately, we conclude that the rise of dual class and its variants, including sunsets, has resulted
in a number of heterogenous practices in terms of adoption of dual class, terms and scope of sunsets,
sunset extensions and other features of dual class, including the number of votes and size of the
wedge.® Many of these variations appear to be without explanation and bespoke, depend upon the
choices of the founder, and lack alignment with the company itself. We conclude that as further
empirical work is conducted, and dual class is better understood, there should be an attempt to put
forth scopes of best practices within dual class in order to provide more certainty to capital markets
and investors.

I. The History of Dual Class Common Stock

A. U.S. Origins

Corporate use of dual class voting structures dates back to the early 1900s.” Although the number
of companies with dual class structures was relatively small at that time, the dual class structure was
controversial, in part because some of these companies were issuing nonvoting stock to public
investors to enable insiders to retain control. Two prominent examples were Dodge Brothers, Inc.
and Industrial Rayon Corporation.” The decision by each to issue nonvoting stock in the 1920s
attracted widespread public attention. As Professor Seligman describes it, a Harvard University
professor, William Ripley, criticized these decisions, focusing in particular on the sale of nonvoting
common stock. * The media, the Justice Department, and even President Calvin Coolidge expressed
concern.' In response to these concerns, in 1926, the New York Stock Exchange (NYSE) adopted a
one share one vote rule that prohibited dual class listings.!" As a result of the rule, from 1926 until
1986, dual class capitalization was impermissible for corporations listed on the NYSE."



The move did not eliminate dual class stock, in large part because competitors to the NYSE, the
American Stock Exchange (AMEX) and Nasdagq, allowed dual class listings.”” Over the years, some
corporations went public with dual class voting structures, including family-owned firms, which used
dual class to preserve family control, and media corporations that saw dual class as a way to protect
their journalistic mission from capital market pressure."* The New York Times Corporation (NYT)
was an example of both. When NYT CEO and chairman Arthur Ochs Sulzberger decided to take the
company public in 1967, he wanted to preserve the Sulzberger’s family control over the company and
its newspaper.” His solution was to retain high vote shares in a family trust while issuing low vote
shares to the public. The NYT went public in 1967 and, from 1969 until 1997, its low vote publicly-
traded shares were traded on the AMEX. Similarly, in 1976, the NYSE informed Wang Laboratories
that it could not be listed with its proposed dual class recapitalization that was designed to retain
control in the Wang family. Wang Laboratories chose instead to be listed on the AMEX.' Despite
these options, the number of public companies with dual class stock remained small."”

The use of dual class grew in importance in connection with the takeover contests of the 1980s."
It rapidly became apparent that a dual class structure was a virtually impenetrable obstacle to a hostile
takeover."” “In the midst of a burgeoning hostile takeover environment, many issuers wasted no time
in recapitalizing their capital structures into dual class stock, as a means of takeover defense, so that
managers and other insiders could maintain sufficient voting control to block takeovers even though
outsiders were providing the majority of the equity capital.”” An increasing number of companies
beginning with General Motors, began issuing low vote common stock.”> This in turn increased
corporate pressure on the NYSE to change its prohibition of dual class listings out of concern that, if
it maintained the prohibition, it would lose listings to its competitors.” As a result, the NYSE
proposed changes to its listing requirements that would have eliminated the prohibition on dual class.”
The rule changes required approval from the SEC and, instead of approving the proposal, the SEC
adopted Rule 19c-4, which prohibited dual class recapitalizations (although not IPOs with dual class
structures).” The DC Circuit Court of Appeals subsequently invalidated Rule 19¢-4, enabling use of
dual class structures to expand.”

It should be noted that up through the 1980s, much of the policy debate over dual class focused
on recapitalizations, in which a company that previously had a one share/one vote structure modified
its capital structure to reduce or eliminate the voting rights of public shareholders. Companies that
conduct their IPOs with dual class structures present somewhat different issues because shareholders
investing in an IPO know ex ante whether the company will have dual class stock and can price the
shates accordingly whereas a dual class recapitalization is an unexpected event.” Both the NYSE’s
proposed amendment to its listing requirements and SEC rule 19¢-4 focused on recapitalizations, in
part because the move toward dual class structures in the 1980s involved existing public companies.
The growth of dual class IPOs, and, in particular, the importance of dual class to the technology
industry, did not occur until several decades later.

B. Google and Tech Companies



Despite the invalidation of SEC rule 19¢-4, dual class remained something of a fringe capital
structure.” Things changed when Google conducted its IPO in 2004. “Google became the first
technology company to adopt [dual class] structures for the purpose of retaining control in the hands
of founders, and thereafter other technology companies have followed suit.”* Google’s founders,
Larry Page and Sergey Brin, explained that the dual class structure would enable them to pursue their
long term vision for the company without being pressured to meet short term financial results.”
Google’s IPO was highly successful, and its use of the dual class structure became a “turning point”
for modern TPO companies.” Following Google, “[flrom 2004 to 2020, 12.6% of companies went
public with a dual class structure, with the highest percentage of such companies going public in 2019
and 2020 and the lowest in 2006.”!

Dual class structures are common in the technology industry — companies that went public with
dual class structures included Facebook, Pinterest and Dropbox.” Technology firms are not the only
ones to employ dual class structures, however. Other companies that have completed IPOs with dual
class structures included Allbirds, Chewy, Planet Fitness and Shake Shack.” In addition, a few
companies adopted more extreme structures. SNAP, for example, went public with three classes of
stock and offered only non-voting shares to public investors.™

Dual class structures also have implications for the emerging debate over corporate sustainability.
An ongoing challenge to corporate commitments to sustainability or environmental, social, and
governance (ESG) concerns is that such commitments can sacrifice economic value. Because
shareholders ultimately control the management of the corporation through their power to elect the
board of directors, managers cannot commit to a value-decreasing strategy in the absence of
shareholder consent; shareholder turnover in the public markets means that such consent may not
persist over time. Dual class structures, in contrast, can protect the founders’ desire to preserve social
value.” Delaware public benefit corporations may also be able to protect their public benefit by
adopting a golden share model, in which the corporation “divides equity into multiple classes, vesting
all control rights in management and all economic rights in investors, while empowering an
independent ‘golden shareholder’ to veto sales of the company, changes in its social mission, and
certain other transformations that could undermine that mission.”” On the other hand, some
commentators argue that dual class structures gives founders greater scope to impose externalities on
society. Greg Shill terms these the “social” costs of dual class stock,” and some empirical evidence
supports the conclusion that companies with dual class underperform on various measures of
environmental or social responsibility.”® These concerns lead Vittoria Battocletti, Luca Enriques &
Alessandro Romano to argue that dual class structures should be limited in companies that able to
impose substantial systemic externalities.”

II. Non-US Variations — Loyalty Shares

Outside the United States, the approach to companies with unequal voting structures varies. Most
of the world’s major stock exchanges allow dual class listings, including Hong Kong, Singapore,
Shanghai, India and Tokyo.* Dual class structures are “gain[ing] traction” in the Asia Pacific Region.”



The UK has been the exception; since 2014 listings on the premium tier of the London Stock
Exchange have been required to have a one share/one vote structure.”” However, weighted voting
rights have long been permitted, with Bwshel// v Faith adjudicating that companies may validly
incorporate weighted voting rights in their articles of association.® Subsequently, the courts have been
lenient when scrutinising challenges against amendments to the articles implementing unequal voting
rights. So long as there was an honest belief that the articles were altered for bona fides best interests of
the company®, and that “there are grounds on which reasonable men could come to the same
decision,”* courts will uphold the alteration. Nevertheless, there are limits to the courts’ generosity:
(i) where some decisions are so unreasonable that no reasonable shareholder would consider that it
benefits the company™; or (ii) where this is evidence of bad faith*. Yet, these narrowly construed
limits, coupled with a predominantly subjective test, confer meagre protection on minority
shareholders.

In 2021 HM Treasury Chair Jonathan Hill undertook a review of the competitiveness of the LSE’s
listing regime and, based on that review, proposed a variety of reforms, including the allowance of
dual class structures.” In December 2021, these reforms were partially implemented; the listing
requirements were revised to remove the prohibition on dual class structures. The reforms, however,
did not go as far as to allow capital structures akin to those in the US — high vote stock can only be
held by directors, can only be exercised with respect to specific voting issues and is subject to a
mandatory five year sunset.” As such, although the high vote shares would be effective at blocking a
hostile takeover, they would not enable a founder to retain board control.

In contrast to the United Kingdom, a number of European countries have used a different
variation of capital structure with unequal voting rights — in the form of loyalty shares — as a tool for
combatting short-termism. The following graph shows the dispersion of these rights as of 2023:

Unequal Voting Share Structures by European Region
Source: ICS Data Analytics, Dec 2022
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France has perhaps the most extensive experience with loyalty shares, which it explicitly embraced
as part of the Loi Florange in 2014.”" Under the terms of the Act, investors who hold their shares for
at least two years are automatically granted double voting rights unless a company specifically opts out
of the regime.”

Several empirical studies examined the impact of the Loi Florange. They found that most of the
companies that had previously had one share/one vote capital structutes opted out of tenute voting,
and those companies that retained tenure voting were either family firms or companies in which the
French State was a large shareholder.” Tenure voting appears to have increased the ability of large
blockholders to exercise control, but not to democratize the power of dispersed shareholders.™

Italy also adopted a similar tenure voting provision in 2014. Unlike in France, Italy did not have
a prior tradition of allowing unequal voting rights in listed companies. The provision was ostensibly
adopted to encourage institutional investor engagement but, as with France, it did not have that effect
and instead appeared “to further empower pre-existing long-term shareholders.””* Other European
countries allow unequal voting rights including the Netherlands, Denmark and Sweden.”’

In the Netherlands, the concept of unequal voting rights and loyalty shares have primarily been
addressed by the judiciary. This was first proposed in the DSM case, where DSM attempted to
introduce a loyalty scheme, which was initially struck down by the Enterprise Chamber on the basis
that it violates the principle of equal treatment of shareholders.” The Supreme Court reversed this
decision by construing the equal treatment principle as requiring that shareholders who are in the same
position to be treated in the same manner.” In the 2020 ruling of Mediaset, The Dutch Court of Appeal,
for the first time, invalidated a loyalty share structure. Although the court found the loyalty share
structure valid in principle, it concluded that the structure in this was “served solely to secure absolute
control... while unreasonably prejudicing the position of [the minotity shareholders].”®

European courts have also considered a variation on dual class - so-called “golden shares.”
Golden shares provide a shareholder (typically the state) with a veto over certain corporate decisions.
The EU Commission has repeatedly sued Member States in the in the Court of Justice of European
Union (CJEU) for implementation of golden shares. For example, in the seminal case involving
Volkswagen, in Volkswagen the CJEU assessed a golden share which placed a voting cap on
Volkswagen shares and certain majority requirements for major corporate actions. The Court found
these measures to be incompatible with the EU Treaty.”'

Loyalty shares can be distinguished from the US-style dual class structures in two important ways.
First, the high vote shares are, at least nominally, available to all shareholders rather than being limited
to insiders. This availability is more limited, however, than it initially appears. Many institutional
investors cannot easily meet the recordkeeping criteria or holding period necessary to qualify for the
higher voting rights.”” Second, the higher voting rights expire automatically when the stock is
transferred.



Despite these differences, unequal voting rights are controversial in Europe. The European
Union has engaged in extensive debate over whether to adopt one-share-one vote rules.” In 2007,
the European Union after years of study decided not to adopt any plan to mandate one share one
vote.” Since that time, the decision on differential voting has been at the country level and, as noted
above, a number of companies have embraced differential voting rights. In December 2022, the EU
put forth a proposal as part of the Listing Act package explicitly to permit differential voting for small
and medium-sized companies (SMEs).”

III.  The Policy Debate over Dual Class

The use of dual class stock continues to be heavily debated,” even though the policy arguments
“have not changed much over the last 100 years.””” The original concerns in the 1920s were that
nonvoting stock disenfranchised minority public shareholders.”® These concerns are reduced, but not
eliminated, when the publicly-traded shares are low vote, as opposed to non-voting. For the most
part, opponents of dual class stock argue that such structures ate inimical to “corporate democracy””
and exacerbate agency costs,” while proponents argue that in protecting entrepreneurs from the
pressures of the stock market, dual class structures provide for stability, long-term planning, and
innovation.”

A. Opposition to Dual Class

Institutional investors have been at the forefront of the campaign against dual class stock. For
example, the Council of Institutional Investors (“CII”) supports “one share, one vote” on the basis
that all shareholders, through their investments, should obtain a right to vote.”” While CII ultimately
believes “that stock with differential voting should [therefore] be barred,” their recognition of the
ubiquity of dual class structures has led them to advocate for time-based sunset charter provisions,
rather than outright bans.” Institutional Shareholder Services (“ISS”), Blackrock, State Street
Corporation, and T. Rowe price have all made similar shareholder-democracy-based arguments against
the adoption of dual class structures.”™

Institutional investors’ distaste for dual class stock is starkly illustrated by Institutional
Shareholder Services (ISS)’s 2023 voting guidelines, which mark a shift regarding companies with
unequal voting rights. Since 2015, ISS’s policy in the U.S. was to recommend votes against directors
of newly-public companies with disfavored governance structures, such as unequal voting rights, but
“ISS grandfathered companies that already had these provisions. 7" ISS removed this carve-out in
response to its 2021 benchmatk policy survey, where 94% of investors and 57% of non-investors’,
advocated for a re-evaluation of this approach.”” Accordingly, ISS will now generally recommend a
withhold or against vote against directors from all covered companies with unequal voting rights.”



Likewise, although ISS had not previously adopted a particular policy in continental Europe, it
altered this stance in 2023. Starting February 1%, 2024, ISS will generally propose to “hold boards
accountable for the existence of arrangements that allow for unequal voting rights through
recommendations against specific directors or against the discharge of (non-executive) directors.””
Although ISS has acknowledged the potential positive governance intentions, it emphasized that
“equal treatment of shareholders is a key tenant of good governance” and its commitment to
adhering to the International Corporate Governance Network ICGN)’s Global Governance Principle
number nine.*'

Investor opposition also reflects the concern that dual class stock exacerbates agency costs by
entrenching management and preventing shareholders from holding directors accountable. Because
voting rights in a dual class structure are severed from economic interest in the company, shareholders
bear the financial burden of any decision making; consequently, directors, founders, and management
may act in self-interest and shareholders “are less able to counteract [such] misalignment of
interests.”® The usual threats of a hostile takeover or removal are also neutralized as the typical
“market monitoring function” is undermined.*

The concern over agency costs is heightened as the gap increases between the controlling
shareholders’ economic interests and their voting power, a gap that Bebchuk and Kastiel term the
“wedge.”* Bebchuk and Kastiel argue that companies “with a larger wedge between voting power
and cash-flow rights are associated with more severe reductions in value and with larger agency
problems.”® They similatly argue that most companies with dual class stock have structures that
enable controllers to retain control even when they reduce their economic stakes to less than 10% or
5%.% They argue that these companies are patticularly vulnerable to “severe governance concerns and
risks” and that such risks are not sufficiently transparent.”’

The examples of Conrad Black and Sumner Redstone are often cited to illustrate these agency
risks. Despite only owning minimal equity capital in Hollinger International, Conrad Black maintained
voting control; this control helped him in illegally transferring thousands of the corporation’s dollars
to his own accounts.* Similatly, Sumner Redstone controlled eighty percent of Viacom’s voting shares
while public investors owned ninety percent of the company’s equity capital; Redstone maintained this
control even after concerns arose regarding his mental and physical health.” In both examples,
shareholders were unable to wield their voting rights to rectify their concerns and minimize agency
costs.

B. Support of Dual Class

The principal argument made by proponents of dual class structures is that they protect founders
from the pressures of the market as they work on unique and visionary goals.” The leading advocates
of this position are Goshen and Hamdani who argue that dual class enables entrepreneurs to realize
the idiosyncratic vision that makes their companies most valuable.”" Instead of wotrying about
appeasing investors who may lack expertise and information” and fending off activists who prioritize
short-term results, founders can focus on long-term planning.”



Proponents further argue that allowing founders to retain control through the use of dual class
stock encourages them to go public—this not only reduces their cost of capital but it provides
investors with unique investment opportunities.” In recent years, the number of public companies
has declined by more than half and companies are staying private substantially longer.” As a resul,
Main Street investors, who are limited to investing in public companies, may miss out on valuable
opportunities to participate in economic growth.”

Some commentators also question the value of enabling public shareholders to exercise voting
rights. Commentators have expressed concerns about participation by many types of public
shareholders in corporate governance.”” As Lund explains, nonvoting stock can make corporate
governance more efficient by limiting voting rights only to those shareholders who are sufficiently
informed to exercise them appropriately.” In addition, some commentators question the claimed
value of one share/one vote structures in reducing agency costs. In particular, they identify limits in
the potential of shareholder democracy to produce efficient voting outcomes given heterogeneity in
shareholder interests and expectations.” An article by Vittoria Battocletti, L.uca Enriques and
Alessandro Romano introduces another potential benefit, arguing that dual class shares can mitigate
the potential anticompetitive effects of common ownership."”

IV.  The Empirical Evidence

The rise of dual class stock has sparked a developing, yet to date inconclusive, body of empirical
evidence. As an initial matter, some academics have argued that the IPO market offers a sufficient
constraint on the inefficient use of the dual class structure. Under a traditional law and economics
analysis, rational investors will take into account the potential costs and benefits of dual class at the
time of the IPO."" In this scenatio, investors will pay less for the stock at the time of the IPO if they
deem dual class to be harmful. Alternatively, if they view it as beneficial, they will pay more. In either
case, because dual class stock is “priced,” policy prescriptions are unnecessary. And while a company’s
value may change over time, in a diversified market some will do better than others, meaning
shareholders will earn a market return. Indeed, if market participants effectively price the potential
costs associated with dual class at the IPO stage, dual class stock should be impervious to empirical
analysis.

This argument assumes that markets are efficient in pricing dual class stock at the IPO stage, an
assumption that is controversial. There is an extensive body of literature that argues that the IPO
market is generally not efficient in pricing governance terms.'”” Moreover, this argument ignores any
externalized effects of dual class stock caused by unanticipated actions by the founder or company at
a later date. For example, CBS faced chaos in connection with a proposed merger with Viacom due
to the conflict between Shari Redstone, who had effective control over CBS with her 10% ownership
stake, and the CBS boatd of directors.'” The conflict harmed employees, suppliers and other non-
shareholder constitudents. Even if the IPO market were efficient, the harm to non-shareholder
stakeholders would go unpriced.

The uncertain theoretical basis for valuing dual class stock is matched by unclear evidence on the
effect of dual class on value.'"” A number of studies of dual class firms in the era prior to Google
found that dual class stock was value-decreasing.'” These studies relied on basic agency theoty as
articulated by Professors Adolf Berle and Gardiner Means to understand the separation of ownership
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and control,'” as well as a controller’s theoretical motivation to take advantage of its differential voting
and economic position to extract private benefits."”” These findings also find further theoretical
justification in numerous studies outside the dual class context which find that firm value and stock
market returns decrease as the divergence between voting and cash flow rights increases.'”

Another conflicting strand of research has identified potential value-increasing attributes of the dual

class structure.'” This literature attributes value to dual class in certain circumstances, including when

.. . . 111
there is information asymmetry between shareholders'’ or shareholders with a short term focus.

Others have found that dual class allows firms to cement long term relationships with other

. . . 112 . .
constituencies and to make long-term investments. One working paper found that the bigger the
wedge size between voting and cash flow rights, the higher the quality of financial reporting in order
to attract lower vote shareholders.'”

Lund argues that no-vote shares can “reduce agency and transaction costs” by reducing
inefficiencies.""* Many shareholders do not exercise their voting rights, so Lund argues that allowing
“rationally apathetic investors” to sell their voting rights would distribute voting rights more

optirnally.113 Additionally, Lehn, Netter, and Poulsen found that DCS companies have significantly
higher growth in sales and number of employees, higher ratios of R&D expenditures, as well as higher
increases in industry-adjusted operating income.''® Such higher sales growth and R&D intensity is
confirmed by other papers.

However, here too there is countervailing research. Masulis, Wang, and Xie found that the
increased wedge between insiders’ control and cash-flow rights results in lower firm valuation. """ They
identify four mechanisms for this result: “misusing corporate cash reserves, demanding excessive
remuneration, engaging in shareholder value destroying acquisitions, and making poor capital
expenditure decision . ...”"" And Lin, Shi, Tsai, and Yu argue that agency costs related to dual class
ownership increase over the corporation’s life cycle, as evidenced by dual class firms’ cash holdings
being lower than that of single class firms.'”” Hamid Beladi, May Hu, JinJin Yang, Ruicheng Zhu also
argue that dual class structures exacerbate the principal-agent problem because it increases over-
investment behavior.'”

Most recently, an MSCI study found that issuers with unequal voting rights outperformed the
market over a ten year period.””" Relatedly, Ahn, Fisch, Patatoukas and Solomon created a new
governance-based index, the Dual Index, which selected portfolio companies on the basis of a dual
class voting structure. They then compared the performance of these corporations to various
benchmarks and found that dual class companies created value in their eatly years.'*

These studies are not only conflicting, but in many cases, they suffer from econometric limitations.
The primary issue with finance studies of dual class stock is selection effects—namely that the
companies that select into dual class structures differ, in important ways, from companies that adopt

single class structures. ~ More specifically companies with value decreasing corporate governance or
those otherwise prone to poor performance may select into dual class structures in order to insulate
the board and executives from their poor performance. If this is the case, dual class stock is merely a
symptom of poor governance or performance and not itself value reducing. Further, it would suggest
that companies are able to implement these structures at the IPO stage due to inefficiencies in the
IPO process itself. Relatedly, companies with strong governance and value creation mechanisms may
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prefer this structure in order to cement ties with other constituencies and truly plan for the long term.
In either case, no finance study has to date adequately disentangled these effects and addressed this
selection issue.

A second issue is time. Companies with dual class stock may have as life spans as long as public
firms. Dual class stock may create value in the early years when the company is implementing its long-
term agenda. However, dual class companies may suffer in later years as the founders become
distracted or future generations take control of the company. In their paper, Cremers, Lauterbach,
and Pajuste analyze this issue."” The authors find that in a sample of dual class firms matched with a
single class sample from 1980-2015, dual class firms on average have a higher valuation at the IPO

stage than single class firms, a premium which disappears over time.” These findings generally align

with another study of the matter by Kim and Michaely, who also find that, in the early years, dual class
tirms have higher valuations, but in later years are less agile and dynamic.m

These studies address the time issue, but they too suffer from econometric issues. More specifically,
in both studies the authors rely on matched pair analysis to address selection effects. In a matched
pair analysis, a dual class company is matched with a similar non-dual class company to compare

127 . .
performance.  This yields a sample of comparable firms that can then be compared on an average

. .. . . . 128 .
basis. This is an accepted technique in econometrics, however the quality and scope of the match
always creates uncertainty. In the case of the Cremers and Kim papers we simply do not know the
quality and fit of the match, particularly due to the selection issue.

In addition, most studies of time-based effects focus on firms prior to the Google IPO. The Google
IPO, however, changed the mix and character of dual class stock. Post-Google, dual class structures
became more wide-spread in growth companies in the technology industry but also in other

. 129 . . .
industries.  Yet, most of the growth in dual class companies has occurred in the last several years,

: . . .. 130
making the long term effect of these structures impossible to evaluate empirically.  For example, the
Kim and Michaely study finds a turning point in the value of multi-class structures eleven years after

the IPO,131 but the vast majority of technology companies with dual class structures went public less
than eleven years ago. Even if the econometric issues could be addressed, the use of dual class among
modern companies and its widespread growth have yet to be fully examined.
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V. Reponses to Dual Class
A. Listings, Index Exclusions and Proxy Advisor Recommendations

Institutional investors have repeatedly requested the exchanges to ban dual class listings.'”
Exchanges have not implemented the requested restrictions, likely in response to concerns about the
risk of losing clients to their competitors, analogous to the concerns that motivated the NYSE to
abandon its one share/one vote requirement in 1986."”

An alternative regulatory approach is index exclusion.”™ In 2017, the Financial Times Stock
Exchange (“FISE”) Russell, S&P Dow Jones Indices, and MSCI, adopted rules restricting the
inclusion of dual class companies."” The rules applied only to prospective entities and grandfathered
in companies that were in the index at the time of their adoption. When they were adopted, it was
unclear whether the indexes would be able to maintain them if the excluded companies became growth
companies similar to Google and Facebook.

The pressure index providers faced to modify the rules came to fruition in April 2023, when the
S&P Dow Jones Indices (DJI) announced that it was changing its inclusion criteria to make all
companies with multi-class structures eligible for inclusion in the S&P 1500 and its component
indices."”® The changes came in response to a consultation process that DJI initiated in October 2022
to solicit feedback from market participants.'”’

Finally, as noted above, proxy advisor ISS has consistently opposed dual class structures and
recently extended the scope of its opposition to recommend against the election of directors at
companies with dual class structures."”

B. Sunsets
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In response to the debate over dual class, many commentators have moved to endorse a middle
ground solution: so-called “sunset provisions.” These provisions offer a compromise position
between an outright prohibition of dual class structures and allowing issuers to adopt freely a
“perpetual” dual class structure. Sunset provisions provide that, under stipulated circumstances, an
issuer’s dual class structure automatically converts into a single class structure in which all shares have
equal voting power. The inclusion of sunset provisions in the charters of dual class issuers can be
understood as a way of balancing the protection of the founder’s ability to innovate with the need to
minimize agency costs. As CII explains in defense of its support of sunsets: “Since 2016 CII has
supported sunset provisions if necessary to achieve alignment over a reasonable period of time.”"”
SEC Commissioner Jackson stated that, unless the higher voting rights had a sunset provision, they
were “antithetical to our values as Americans.”'* In support of his position that dual class companies
should include sunset provisions, Commissioner Jackson reported the results of preliminary empirical
analysis showing that the valuations of dual class IPO companies with sunset provisions diverged
from and exceeded the valuations of those companies with perpetual dual class stock, beginning two
years after the IPO." Similarly, Professors Lucian Bebchuk and Kobi Kastiel present empirical
evidence that the adverse effects of dual class stock increase over time and advocate sunset provisions
as a response to this problem.'*

The debate over sunset provisions has focused primarily on time-based sunset provisions that
eliminate higher voting rights after a designated period of time—commonly seven to ten years.
According to a study by Andrew Winden, of a sample of 139 companies with dual class stock, only
two companies had time-based sunset provisions prior to 2010, but currently eighteen percent have
time-based sunsets.'” For companies that went public in 2010 or after, 35% of dual class companies
have a time-based sunset.'** Time-based sunsets are appealing, in patt because they seem to offer a
solution to the empirical findings reported by Commissioner Jackson and Professors Bebchuk and
Kastiel (i.e., that the potential advantages of a dual class structure decline over time). However, Fisch
and Solomon argue that this appeal is surface-driven.'” Time based sunsets are arbitrary in their
application—and they may take effect either too late or too early.'* In other words, they often take
effect before or after the founder is either economically disengaged or otherwise providing value to
the enterprise through the use of dual class stock.

Instead of the noisy proxy of a term limit sunset for assessing the desirability of retaining the dual
class structure, Fisch and Solomon suggest other more closely tailored sunset provisions—that is,
issuer-specific developments that potentially erode the desirability of dual class.'” They postulate that
the most important of these developments are substantial dilution of the founder’s stake; transfer of
high voting stock to a non-founder; and death, incapacitation, or departure of the founder.'
Regardless, it appears that sunset provisions are here to stay, and their form and adoption is
idiosyncratic in nature. In other words, there is no uniform approach to which type of sunset a
company adopts for dual class and its mechanisms, or whether such a sunset is even adopted.

C. Sunset Extensions
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The growth in both dual class IPOs and dual class structures that incorporate sunset provisions
leads to a new conceptual problem—sunset extensions. In some cases, either the passage of time or a
reduction in the controlling shareholder’s economic interest may trigger a sunset provision, but
corporation may wish to avoid the operation of that sunset and extend its dual class structure. In City
Pension Fund for Firefighters and Police Officers in the City of Miami v. The Trade Desk, Inc., the Trade Desk
faced this issue and applied an MFW procedure to the decision to extend the sunset.'”” The Delaware
Chancery Court found that the decision was appropriate.'

More difficult questions arise in cases in which a corporation is found not to have made a decision
in accordance with the MFW standard. Does any decision to extend a dual class structure trigger entire
fairness scrutiny? If so, how should a court apply the entire fairness standard to the decision?™"

The flip side of sunset extensions are transactions that terminate a dual class structure prior to or
in the absence of a sunset provision. Many companies with dual class structures include equal
treatment provisions in their charters that limit the ability of a controlling shareholder to receive
disparate compensation in such a transaction.”” To the extent that a dual class structure has become
inefficient, however, it may be desirable both to allow a controller to receive a premium in exchange
for surrendering its superior voting rights and to limit the procedural obstacles to such transactions.

VI. Dual Class and Allocations of Control

Traditionally commentators have drawn a binary distinction between companies that have one
share/one vote structutes and companies with dual class structures. Recent research demonstrates,
however, that this dichotomy is misleading. In addition to capital structures, corporations can use
shareholder agreements to allocate control rights by contract.'” As a practical matter, such shareholder
agreements have the attributes of dual class voting structures in that shareholder control need not be
proportionate to economic interest. Gladriel Shobe & Jarrod Shobe term these “de facto dual-class
corporate-governance structures.”” They collect data showing that a substantial number of
companies that nominally have a single class of stock use contracts to give insiders disproportionate
control. This can include the ability to approve or disapprove corporate decisions, appoint a majority
of the board, and obtain non-public information."” Gabriel Rauterberg presents similar data, finding
that fifteen percent of recently-public companies went public with shareholder agreements that
commonly allocated control rights such as the power to vote for directors or veto corporate
transaction.'” These findings demonstrate that, as a practical matter, departures from the standard
one share/one vote structure are more common than many commentators believe.

What explains the use of de facto dual class structures as opposed to traditional dual class
structures? Rauterberg suggests that corporations may prefer the increased flexibility associated with
allocating control rights by contract rather than through charter provisions."” Shareholder agreements
can be modified without formal corporate action. In addition, because these corporations do not have
formal multi-class capital structures, they generally escape the criticism aimed at dual class companies.
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A notable difference between contractual allocations of control and dual class is that contracts
facilitate control-sharing among minority shareholders; indeed, contracts enable minority shareholders
to wield powers beyond those conveyed by their economic stakes — most commonly, the power to
obtain board representation. As Rauterberg observes, these allocations raise concerns both about
shareholders’ decisions to enter into these agreements, which are arguably not subject to fiduciary
limitations, and whether the existence of these agreements subsequently imposes such duties on the
contracting shareholders on the theoty that they are patt of a control group.™

VII. The Future of Dual Class

As the preceding section observes, dual class is not a binary concept — there are multiple ways to
delink control from economic ownership. The range and persistence of mechanisms to allocate
control rights differentially suggest that, despite the potential for increased agency costs, corporations
realize value from customizing their control structures in ways that depart from the standard one
share/one vote regime. Alternatively, market forces may operate effectively to limit those agency costs
even in companies with dual class structures.'” Morteover, as a structural matter dual class stock is
unlikely to be prohibited — it is now a feature of the worldwide capital markets. This potential,
however, raises several distinctive concerns from a traditional corporate law perspective.

First, delinking control and economic ownership foregrounds the analytical question of what it
means to be a controlling shareholder. The issue is important both because controlling shareholders
are, in some contexts, subject to fiduciary duties and because transactions involving a controlling
shareholder may be subject to a higher level of judicial scrutiny.'” The Delawate courts have explicitly
recognized that one can be a controlling shareholder through a combination of share ownership and
the contractual power to exercise certain shareholder rights such as controlling the composition of the
board and the power to veto certain transactions.' What the courts have yet to address is the
threshold level of control that triggers these obligations.'” Similarly, the courts have not considered
the extent to which these obligations should be extended to minority shareholders who act collectively
pursuant to a dual class structure or voting agreement.'®’

Second, and relatedly, what is the impact of shareholder control on traditional fiduciaries,
especially corporate directors? In Trados, the Delaware courts considered a capital structure in which
preferred shareholders exercised control of the board, and the court viewed this control as problematic
in that the board’s primary obligation ran to common shareholders.'* Dual class structures present a
somewhat different situation, however, in that they involve a single class of common stock. Delaware
law provides that director fiduciary duties run to the corporation and its shareholders, but when
common shareholders have heterogeneous interests, does that obligation run to the majority of
shareholders, those shareholders with a majority of voting interests, or to minority shareholders?
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Third, while we identify the empirical issues and conflicting evidence, we are optimistic about
future empirical research. More specifically, as the number and type of companies adopting dual class
continues to increase, the sample available for empirical analysis grows. We are also obtaining
significant data in terms of operating performance of these companies. There is significant
heterogeneity in the provisions of the sunsets of these companies. All of this will provide valuable
data to researchers to analyze the effects of dual class and address the selection and other effects which
pervade this research.

At the same time, the heterogeneity in dual class structures — both with respect to the terms of
the dual class and the sunset provisions that may apply, raises, for us, several questions. Although the
heterogeneity may be a product of firm-specific differences and variation in the extent to which
insiders possess market power at the time of the IPO, we question whether the nature of the IPO
process is reasonably calculated to lead to efficient governance structures or whether heterogeneity
produces inefficient opacity about the extent and likely duration of insider control. Can investors
evaluate the differences and price them at the IPO stage? Does the presence of an investment bank
intermediary provide or preclude a robust negotiation? We also wonder about the failure to converge
on more standardization in dual class structures.

Finally, to the extent that shareholders with high vote stock are treated as controlling
shareholders, under what circumstances should decisions by the board trigger entire fairness review?
Are decisions favoring founder preferences, particularly non-economic preferences such as
sustainability, to be considered self-dealing?'® Given the substantial number of corporations with dual
class structures, identifying the scope of corporate decisions that merit heightened judicial oversight
is particularly important because such decisions could, in principle, be subject to business judgment
deference if the corporation employs an MFW procedure.'® Compliance with the MFW conditions is
demanding, however, and is unlikely to be standard operating practice. As a result, clear judicial
guidance as to the circumstances under which it is warranted is particularly important.

VIII. Conclusion

Ultimately, we conclude that the rise of dual class and its variants, including sunsets, has resulted
in substantial heterogeneity among companies in terms of adoption of dual class and its terms, the
applicability and type of sunset provisions, sunset extensions, and equal treatment provisions in
mergers and other transactions. Many of these variations appear to be without explanation and
bespoke, depend upon the choices of the founder and lack alignment with the company itself. We
conclude that as further empirical work is conducted and dual class is better understood there should
be an attempt to develop best practices within dual class in order to provide more certainty to capital
markets and investors.
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