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Abstract

Called to vote for a reduction in their dividend privileges, the non-voting shareholders of
one of the largest Italian firms appeared to expropriate themselves and favor the voting
class of shares. However, what at first seemed to be self-expropriation turned out to be self-
interest, as soon as the media coverage, the voting decision, and the dual-class ownership
of 36,361 shareholders were investigated. Firstly, our new anecdotal evidence shows that
the media can mislead investors and help the approval of harmful proposals when they are
not independent of the companies they report on. Secondly, most of institutional investors
who cast the “for” vote were in conflict of interest either because of ownership ties with
the controlling shareholders or because they held both classes of shares. Finally, we find
that both retail and institutional dual-class shareholders are more likely to vote for self-
expropriating one class of shares if they benefit from the other class in their portfolios.
When conflict of interest in dual-class voting is not regulated, dual-class ownership
protects from dual-class wealth transfers but favors the approval of the operations it is
meant to hedge from.
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1. Introduction

A low cross-border turnout at shareholder meetiogether with an increasing portion of shares
held by foreign investors have recently pushed Eweopean Union to pass a Directive

(Shareholder Rights Directive 2007/36) aimed agrsgthening shareholder rights and fostering
participation at shareholder meetings by electromé@ns. The directive sets basic principles with
respect to shareholder identification, communicatioformation, and voting. It also shrinks the

procedural costs for cross-border voting (Zetzs@@€8), but it does not address conflict of

interest in shareholder meetings and dual-clasagahough all EU countries are characterized by
either multiple-voting shares or non-voting shdres.

In this paper we analyze the voting process ofxdraerdinary resolution taken by Pirelli,
one of the world biggest tyre-producers and onta®imajor Italian listed companies. In November
2007 Pirelli's board of directors proposed to paghpart of the firm’s equity by reducing the par
value of both classes of shares. Since non-votmayes were granted a minimum dividend
payment set as a percentage of the par value,ptioigosal significantly harmed non-voting
shareholders and originated a wealth transfer lerivilee two classes of shares. Since the proposed
plan modified the rights of the non-voting shaliesequired the approval of both Pirelli’s voting
and non-voting classes of shafeé@bviously, the voting shareholders approved tfam @is Pirelli
was controlled by a voting pact gathering nine shalders and 46.22% of voting rights. More
surprisingly, the operation was also approved lgyrtbn-voting class of shares, which apparently
voted against their interests. However, what at 8eemed to be “self-expropriation” turned out to

be “self-interest” when the voting behavior and theal-class ownership of 36,361 shareholders

! For detailed data, see Institutional ShareholdeviSes (2007), Proportionality between ownershig aantrol in EU
listed companies: External study commissioned bye thEuropean Commission, available at
http://www.ecgi.org/osov/documents/final_report petf.

Z ltalian non-voting shareholders are not allowed/ate in the voting shareholder meetings but atéles by the
company’s bylaws to some dividend privileges. Hogreany reduction in their rights must be approlegda non-
voting shareholder meeting.
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were investigated. Though based on a single casky,dhe paper provides some new contribution
to three different streams of literature: sharetoldoting, the corporate governance role of the
media and shareholder expropriation.

As far as shareholder voting is concerned, thetiagiditerature has analyzed situations
when shareholders vote “sincerely” in their intésedasing their decisions on their own signals
(Easterbrook and Fischel, 1983), or “strategically’also observing the voting behavior of other
shareholders (Maug and Rydquist, 2009). Other papave addressed voting by institutional
investors and found that they tend to approve mamagt proposals even when they are
detrimental to shareholder value (Brickley et &B88) and that the approval rate is higher for
institutional investors which have business tiethuhe related firm (Davis and Kim, 2007). On the
other hand, opposition to management proposalstisnger when institutions are more
independent (Brickley et al., 1988) and when a hiegaecommendation has been expressed by
the ISS, the leading shareholder-voting advisorti{@eand Gillan, 2002). In a recent paper by
Matvos and Ostrovsky (2008) institutional investan®ss-ownership of both target and acquirer
firms is found to favor approvals of value-destrmyiacquisition at the acquirer's meeting. We
report new evidence on institutional investors mgtin the presence of two types of conflict of
interest not previously considered in the literatwwwnership ties with the controlling shareholders
and dual-class ownership. In fact, some of thetutginal investors who voted for the harmful
plan in the non-voting shareholder meeting belontgethe financial institutions participating in
Pirelli’'s voting pact. The second type of conflaftinterest arises from dual-class ownership and
affects the voting decisions of both institutiomalestors and retail shareholders. Similarly to twvha
Matvos and Ostrovsky (2008) found for cross-ownigrsh mergers, we find that dual-class
owners are more likely to vote for a proposal therims one class of shares if they can make up for
the losses with the gains from the other class. rigtgs of an inferior voting class of shares are

usually safeguarded by also requiring the apprafathe inferior class for any reduction or
-3-



change® Our anecdotal evidence shows that the power divensecondary class of shares to place
a veto on proposals aimed at reducing their rightseffective in the presence of dual-class
ownership and unregulated conflict of interestsliral-class voting. The paper also offers some
anecdotal contribution to the literature on thepooate governance role of the media. Independent
media have been considered a mechanism of pushampgers towards a more ethical and
environmental behavior (Dyck and Zingales, 2002popreventing expropriation and enhancing
better corporate governance (Dick et al., 20081 Beedia exposure is also found to push boards
towards corrective actions and to trigger a diffiéreaction between market participants (Joe gt al.
2009). The importance of media coverage in affgctioting decisions is taken into consideration
by Brickley et al. (1994). According to their “publinformation hypothesis”, shareholder support
for management-sponsored proposals depends orc pofioirmation about the wealth effects of the
proposed action. The present case study showsathatcorrect media-coverage can alter public
information, distort the expected wealth effecaahanagerial proposal, mislead investors and help
its approval by shareholders. While existing litera shows that free media may enhance better
corporate governance, we report anecdotal eviddratenon-independent media may even worsen
it. Since conflict of interest between media amsteld companies is not regulated, we bring
attention to the fact that financial news can guifem this potential source of risk.

As far as shareholder expropriation is concernetplars showed that the legal system
plays a predominant role (La Porta et al., 1998db® et al. 2004), together with the presence of
controlling shareholders or business groups (Jahesal., 2000; Atanasov, 2005). Expropriation
can take the form of tunneling (Zingales, 1994;n¥am et al. 2000), can be associated with related

party transactions (Cheung et al., 2006), M&A opers (Bae et al., 2002; Bigelli and Mengoli,

% Such a requirement is usually regulated by lavciiil-law countries and by company bylaws in comniaw
countries. For example, since 1998 lItalian law neguthe approval of the non-voting shareholdemeasenting at
least 20% of the non-voting equity. In Russia, rasnf 2002, decisions harmful to Russian non-votingres must be
approved by shareholders representing at leasbf3the class equity (Murayev, 2009). In one of tiiggest US
companies, AlG, the firm’s bylaws require that @myendment adverse to its preferred shares shoudghtreved by
shareholders representing at least 2/3 of theandstg preferred capital.
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2004, Holmen and Knopf, 2004; Faccio and StolifQ8)0equity issues (Buysschaert et al., 2004;
Baek et al., 2006), and self-dealing (Djankov et2008). In this paper, we document a new form
of expropriation, i.e. the reduction of the dividenghts of a second class of shares. Most
remarkably, we bring to light “self-expropriationiyhich is when minority shareholders vote in
favor of being expropriated, stressing which cdodd may enhance such behavior. The anecdotal
evidence of this paper shows that, in the presefeeregulated conflict of interest, dual-class
ownership and lack of media criticism, expropriatioom one class of shareholders to the benefit
of the other class can be approved even by theopkpted class. Though dual-class ownership
protects from expropriations that take the formaafual-class wealth transfer, it ends up favoring
the approval of the operations it is meant to hddg®a. Such evidence provides one more reason
as to why institutional investors should preferdasting in single-class firms (Li et al., 2008).

The remainder of this paper is organized as follole next section gives an overview of
the institutional setting of Italian non-voting ses. Section 3 describes the timeline of events.
Section 4 tries to assess the economic impactefptbposed plan on non-voting shareholders’
wealth. Section 5 discusses the media coverageslaows the market reaction to the corporate
events. Section 6 analyzes shareholders votingott the voting and non-voting shareholder

meetings, while section 7 reports the major conchss

2. Institutional setting of Italian non-voting shares
Italian non-voting shares were introduced by Law/2274 and can be issued by listed companies
for up to 50% of the equity capital. As a compeiosafor carrying no voting rights at the voting

shareholder meeting, non-voting shares were olligigeanted the following financial privileges:

" a minimum dividend per share equal at least to b#%eshare’s par value;

" an extra-dividend (in excess of the dividend padvoting shareholders) equal to at



least 2% of the par value;

. in the event that dividends are not paid becausgcobunting losses, when dividends
are paid again, non-voting shareholders have g to receive up to two past unpaid
minimum dividends in addition to the dividend oétburrent year,;

= when accounting losses reduce a company’s equtyvoting equity is reduced only
after voting equity is cancelled out;

" in the case of bankruptcy, non-voting shares an®séo voting shares.

In 1998, a new ltalian financial code (Law 58/1998proved minority shareholder rigfitand
brought two major changes to non-voting share edgul: non-voting shareholder rights can be
freely set by company bylaws and are no longeresmthjo the minimum dividend privileges
indicated by the original law; proposals deemednifiar to non-voting shareholders must be
approved by a special non-voting shareholder mgetiith the standard majority quorum and a
percentage of favorable votes representing at B8%tof the non-voting equity.

In spite of their higher dividend entitlementsJiia non-voting shares used to be traded at
a deep discount with respect to the price of thingoshares. The price difference has often been
taken as a proxy of the value of a voting right amdraged as much as 82% of the price of a non-
voting share in the late ‘80s (Zingales, 1994), &nkdas always been one of the highest at the
international level (Nenova, 2003). However, théugaof a voting right substantially decreased
over time and averaged about 20% of the price mbéravoting share at the end of 2003 (Caprio
and Croci, 2008). The reduction continued in tHeWing years down to a 2.91% average level at

the end of 2008 (our unreported data). Pirelli moting shares followed almost the same trend, as

* The Italian investor protection index, as measimgtia Porta et al. (1998), went from below to abtive continental
European average (Enriques, 2002), ), while otbede's provisions affected the ownership structdrétadian listed
firms (Mengoli et al., 2009).

® As per article 146, paragraph 1, Law 58/1998.



the price difference between the two classes afeshdropped from 16% in October 2002 to 3.6%

at October 2007, the month before the announced#tat

3. Timeline of events

At the end of 2007 the Pirelli group was one of therld’s leading tyre manufacturers with
significant holdings in other industries like reastate and broadband solutions. Pirelli was
controlled by a voting pact owning 46.22% of votirights (as of November 162007). The
major controlling shareholder was Camfin, a fanabntrolled listed company owning 20.32% of
Pirelli’'s voting rights. Other influential sharelelrs participating in the shareholders’ agreement
were: Mediobanca, the most important Italian inresit bank (with 4.61% of the votes), Edizione
Holding, the Benetton family holding company (4.61%nd some of the major European
insurance groups such as Allianz (4.41%), Genédafi1%), and Fondiaria-Sai (4.42%). Other
smaller participants in the pact were Intesa Sdopdloe biggest Italian bank (1.62%), Massimo
Moratti, a oil refinery businessman (1.19%), andp@r Spa (0.63%), the holding company of
another Italian industrial family.

After having sold two optical fiber companies tes€i and Corning, in 2001 Pirelli decided
to invest its vast liquidity in the acquisition afrelevant stake of Telecom ltalia, the leadintidta
telecom company which was privatized in 1997 and b@en previously taken over in 1999. The
bad timing of the acquisition (before the stock kearcrash of 2001-2002), together with lower
industrial margins due to a more competitive indystesulted in a progressive relevant loss of
Pirelli’s initial investment. Moreover, Telecom tue investments became incompatible with both
the high leverage inherited from the first and secbuyout and with the generous payout policy
aimed at bringing cash to the upper layers of timg Ipyramidal group. As a result, in late April
2007 Pirelli decided to sell its investment in el Italia to a group of investors led by

Telefonica and received €3.3 billion in cash. Teeriocused and liquid Pirelli group attracted two
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activist funds, Amber Capital and Centaurus, whedpectively bought 2.1% and 3.2% of Pirelli’s
voting shares in August-September 2007. As showKlein and Zur (2006), who find that active
investors try to force target firms to pay out @xgess cash, the two activist funds promptly asked
for an extraordinary dividend payment. On NovemB& 2007, Pirelli’'s board of directors
welcomed their requests and proposed to pay aaaginary dividend through a reduction of the
par value of the shares from €0.52 to €0.29. Th2¥@ar value reduction was split in two parts:
€0.154 was paid out as an "extraordinary dividetidl' a total amount of approximately €827
million), while the remaining €0.076 was set adineeserves (for a total amount of approximately
€408 million). The operation was officially aimetirinimizing taxes on dividends. In fact, being
structured as an equity reduction, the extraorglidaridends were tax-exempt to all shareholders.
However, it was quite unusual, as extraordinarydginds are usually paid through the distribution
of accrued earnings. Besides, the reduction ofpdnevalue was significantly greater than the
amount paid and it greatly reduced the dividendileges of the non-voting shares that could have
been safeguarded. In fact, Pirelli had both votamg non-voting shares outstanding. The
company’s charter granted non-voting shares a yeannimum dividend equal to 7% of par value
and an extra-dividend (in excess of that of thengpshares) equal to 2% of par. By reducing the
par by €0.23 (from €0.52 to €0.29), the proposeeraiion was going to appreciably weaken the
dividend privileges to non-voting shareholdersreéf@e reducing the fundamental value of this
class of shares.

During the days preceding the required voting aod-voting shareholder approvals, the
Italian press positively commented on the plan Whias considered advantageous even for non-
voting shareholders. The several articles that agoecan be summarized by the one published in

the leading financial newspapdfl,Sole 24 Ore which defined the operation as a “Christmas

® Dividends are taxed with a 12.5% tax rate, whenpércipient is an Italian resident individual, tetonly 5% of their
amount is subject to the corporate tax rate (whiels equal to 27.5% in 2008) when the percipierdrisitalian
corporation.
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coupon” for the non-voting shareholders (on Decerdf The proposed plan was first approved
by voting shareholders on Decembef’12 few days later, on December™4he proposal was
surprisingly also approved by the non-voting shaledr meeting with a percentage of favorable
votes slightly greater than the 20% required eggitgrum. Though not mentioned by any press-
article commenting on Pirelli's proposal, non-vgtishareholders who did not concur with the
approval of such an extraordinary operation (eitterause they did not participate in the meeting
or because they abstained or voted against thepafpwere granted the right to withdrawal. The
right had to be exercised within fifteen days frdhe registration date of the non-voting
shareholders’ resolution by means of sending astemgid letter to the companyThe exercise
price was set equal to €0.8055 and the withdraight expired on January™8 Finally, on March
31", Pirelli’'s shares went ex-dividend and their patue was reduced from €0.52 to €0.29. The

timeline of all the above events is reported inl&&db

Insert Table 1 about here

4. Economic assessment of the proposed plan

In this section we estimate the economic impadhefPirelli board proposal on the value of the
non-voting shares. While existing literature is niyairelated to the value of the voting premium
(Lease et al., 1983; DeAngelo and DeAngelo, 19&scRy and Holderness, 1989; Zingales, 1994,
1995; Nenova, 2003; Dick and Zingales, 2004), taise study offers the opportunity to focus on

the value of dividend privileges and how it candftected by shareholder decisions. Dividend

" Art. 2437-bis, paragraph 1, of the Italian Civibd®.

8 The withdrawal price was equal to the arithmetterage of Pirelli non-voting stock prices in the shonths
preceding the publication date of the notice cgllihe extraordinary non-voting shareholder meetaggrequired by
article 2437ter, paragraph 3, of the Italian Civil Code. Since thetice was released on the day after the
announcement of the operation, the 6-months pevaslincluding the announcement day.
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privileges are usually granted to non-voting shardsuropean Countries and to preferred shares in
the US. The right to higher or senior dividendsés either by a specific law or by the firm’s
bylaws or by the issue prospectus of the clastafes. In Italy some minimum dividend privileges
were initially set by law 216/1974 and company tagdacould only improve them. Following the
1998 corporate governance reform, dividend priwtegre only regulated by company charters and
no longer mandatory. However, almost all compargrtelnls maintained the privileges set by the
above law or the higher privileges initially set the company. To the best of our knowledge, no

Italian firm has ever cancelled the dividend peggs.

4.1 The dividend patterns of Italian voting and +vating shares

We now show how the combination of the differentidiend privileges set by Law 216/1974 and
transposed in dual-class companies’ charters (Piredluded) give rise to specific dividend
patterns for voting and non-voting shares. Divideack decided by the voting shareholder meeting
and paid once a year according to the firm’s dismmary payouf Non-voting shares are entitled
to a minimum dividend equal to a percentage ofstieres’ par value (set at 5% by the law or at a
higher level by the company charter, as in PireBuch dividend has a senior claim, i.e. all
minimum dividends to non-voting shares must be fdaefore voting shares can receive any
dividend. In any case, the dividend paid to the-noting shares must exceed the one paid to the
voting shares by an extra-dividend privilege eqoah percentage of the shares’ par value (set at
2% by the law or at a higher level by the compangrter). This regulation makes dividends per
shares of the two classes follow specific pattevhgeh depend on the total amount of dividends

under distribution (Figure 1).

° As a matter of fact, the payout is subject to ooestraint: 5% of earnings must be set aside td kegerves until
they reach 20% of the shareholders’ paid-in eq®ipce Pirelli’'s legal reserves were already abswveh level, this
constraint did not apply to Pirelli’s payout.
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Insert Figure 1 about here

Let TD represent the total dividends paid by the firmalteclasses of shares and deffPiel\; as the
percentage minimum dividend privilege to non-votisigares,PRIV, as the percentage extra-
dividend privilege granted to non-voting shaf@dR as the par value of the sharlg,andNyy as

the number of voting and non-voting shares, resgaygt andDPS,y andDPS; as the dividend per
share to non-voting and voting shares, respectiy instance, applied to the Pirelli case, these
parameters becomeRIV; = 7.0%, PRIV, = 2.0%, PAR = €0.52,Ny = 5,233,142,003Nyy =
134,764,429 (paragraph 4.2 for details). Dependimghe value off D, three different scenarios
may occur. In the first scenario, total dividends so low that only non-voting shares can get paid
(thanks to their seniority claim). ARD increases, the dividend per share to non-votiageshrises;
however, as long as this dividend per share islsméian the minimum amount guaranteed by the
company’s charter, i.eDPS,, = PRIV; - PAR the dividend to voting shares remains zero. When
TD is large enough to completely satisfy the minimdisdend guaranteed to non-voting shares by

the company’s charteDPS,, , voting shares start receiving a dividend. Thipgems whenTD

reaches the following threshold:

TD" = PRIV OPARTN, . (1)

At TD=TD", total dividends can grant exactly the minimumidiwnd privilege to non-voting

shareholders (i.e.PPS,, = TD/ N,,), but are insufficient to pay any dividend to watishares.

When TD > TD" two more situations may occur. In the second sten@D exceedsTD but
remains below a threshol@D™, defined as the level &fD prior to which the extra-dividend to

non-voting shares relative to voting-shares, he. differenceDPS,y — DPS,, is greater than the
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minimum amount guaranteed by the company’s chare®RIV, - PAR In this case, non-voting
shares keep receiving the minimum dividebBS,, , and an increasing dividend can be paid also
to voting shareholders. AED approache3D, the difference between the dividend per share pai

to the two classes of shares progressively desedi¢eenTD = TD™ it is no longer possible to
increase the dividend paid to voting shares withadsb raising the dividend paid to non-voting
shares, and the difference betw&#S,y, andDPS, equals exactly the amouRRIV, - PAR This

implies thafTD™ is implicitly defined by the equality:

DPS,, - DPS = PRIYJPAR at TB TD, 2

whereDPS, = (TD-TD")/ N, . Solving equation (2) fofD yields:

TD" =TD"+ (PRI - PRIV) OPARI ) 3)

In other words, since non-voting shares are recgiDPS,, and this dividend per share must
exceed the dividend to voting shares by an amaogueileéo at leasPRIV, - PAR it follows that an
increase of €1.0 ifiD results in the same increase in the total dividenebting shares untDPS,
equals PRIV, — PRIV,) - PAR After this point (third scenario), &D exceedd D", the difference
betweenDPS,y andDPS;, is exactly equal to the minimum amount guarantagethe company’s
charter, i.ePRIV, - PAR Hence, dividends per share to both classes muastdse by the same

amount, so that:

DPSw = DPS, + PRIV, - PAR 3
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The dividend per share to voting shareholdBeRRS,, can be easily determined by subtracting from
TD the total extra-dividends granted to non-votingres PRIV, - PAR - Nny) and dividing the

remaining amount by the overall number of shakgsHNny), that is:

TD- PRIV, OPARIN,

DPS, =
S/ NV + NNV

(4)

The resulting dividend patterns (shown in Figurdadld for all Italian dual-class firms and for any

other international dual-class company who optedgfich a combination of dividend privileges.

4.2 The impact of Pirelli’s plan approval on nontutg dividends

Non-voting Pirelli shareholders are entitled to mimum dividend privilege RRIV;) and to an
extra-dividend privilege RRIV,) respectively equal to 7% and 2% of the par vaBefore the
proposed operation, the par vall®BAR was equal to €0.52 and resulted in a minimumadaind
per share of €3.64 cents (= 7% - €0.52) and aa-elwrdend of €1.04 cents (= 2% - €0.52). Since
the number of voting and non-voting shares amoutu€s]233,142,003 and 134,764,429, the two
thresholds for total payable dividends were respelgt equal toTD = €4.91 million andTD™ =
€140.97 million. The first indicates that no diundis could be paid to voting shareholders if total
dividends were less thafD = €4.91 millions. For total dividends between §4#nhd €140.97
million some dividends could also be paid to votsigareholders, with a difference between
dividends to non-voting shares and dividends tingathares ranging from 7% of par valueTBx

= TD) to 2% of par value (afD = TD"). For total dividends greater thaiD~ = €140.97
million, dividends per share could be set at higheels as long as the level for non-voting shares

did not exceed that of voting shares by 2% of thevalue.
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After the plan’s approval, the percentage privieg®PRIVi and PRIV,) remained
unchanged, but were computed on the lower par (@09 instead of €0.52). It follows that the
minimum dividend per share granted to non-votingreholders dropped from €3.64 cents (= 7% -
€0.52) to €2.03 cents (= 7% - €0.29), while theeegtvidend paid to non-voting shareholders
dropped from €1.04 cents (= 2% - €0.52) to €0.5& ¢e 2% - €0.29). After the plan was
approved, the amount of total dividends that waemeed for non-voting shareholdel®) , was
reduced to about €2.74 million (from €4.91 millipmhile the amount of total dividends needed to
set only the minimum extra-dividend differencel)”, almost halved to €78.62 million (from
€140.97). From the patterns of overall dividendsido-voting shares before and after the plan’s
approval (shown in Figure 2), it is clear that theidend’s reduction was relevant, especially for

moderate levels of Pirelli’s earnings and totaiadiwnds.

Insert Figure 2 about here

In fact, the highest overall dividend reduction .(€2 million) takes place for total dividends
ranging between €4.91 million and €78.62 millionhem non-voting shares are entitled to an
overall amount of minimum dividends equal to €2ri@dlion, from the previous level of €4.91
million (a per-share reduction of €1.61 cents).ti¢ other extreme, the lowest overall dividend
reduction (0.60 million) takes place for total dighds greater than €140.97 million (pre-plan
TD") when only the extra-dividend privilege is affettén fact, the reduction of the par value only
gives rise to a reduction of the extra-dividendvitege equal to €0.46 cent per share which
corresponds to almost €0.62 million on all the moting class. However, since the reduced cash
committed to extra-dividend payments to non-votshgres can be used to increase dividends per
share of both classes, the overall dividend redadi the non-voting class of shares is reduced to

about €0.60 million. Since all the cash saved frpaying lower dividends to non-voting
-14 -



shareholders could be used to increase paymentetittg shares, the operation gives rise to a
wealth transfer between the two share classes,embsvant harmful effect on non-voting shares

is estimated in the Paragraph below.

4.3 An estimate of the plan’s impact on the vali@@n-voting shares

Since the dividend reduction depends on the lefvital dividends, the price effect on non-voting
shares will be a function of the expected totaidéimds and of the discount rate. As far as the
discount rate is concerned, we adopt the CAPM teraene the non-voting share cost of equity as
of the end of October 2007, before the board’s anoement date. For the risk-free rate, we take
the 10-year ltalian Treasury Bond as found in TheompFinancial (4.47%). The beta of Pirelli’'s
non-voting shares is computed using 5-year montélyrns over the lItalian market index and
equals 0.815. The market risk premium (geometrezagye) is set at 4.30%, as found by Dimson et
al. (2002). The final discount rate equals 7.97%.3447 + 0.815 - 0.043).

As far as the earnings and dividends estimatesa@neerned, we consider all the analyst
forecasts of Pirelli's earnings as of November 2@83urce: Bloomberg). At that time, seven
analysts were following Pirelli's shares and makeaynings’ forecasts for the following year
(2008). Those figures ranged from €107 to €322ionillvith a mean (median) of €224.7 (€246.9)
million.*® As far as the company’s payout is concerned, eda®irelli's Investor Relator who
indicated a target payout of around 30-40%. Wedstio adopt a more conservative 40% payout
level to translate average earnings’ forecasts higher levels of total dividends and lower
estimates of the wealth transfer from the operafidre resulting expected total dividends average

€89.9 million and translate into an amount of dérid reduction from the plan’s approval equal to

10 For the purpose of robustness we cross-checkes ttiata using analyst earnings forecasts from FAJIT&nd
found a more conservative mean (and median) ea@smate equal to €183 (182) million. Since tHagees would
have translated into a wider wealth-transfer, weided to use the more conservative Bloomberg astisn
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€1.887 million for the year after the announcemetdwever, since we assume a 2% perpetual
yearly growth rate for earnings and total dividerntie expected dividend reduction progressively
decreases over time and reaches the steady s$tatmigtimum €0.60 million level) after 24 years.
The stream of expected dividends without the pdathén compared with the stream after the plan
and the present value of the difference is compuseth economic value is then divided by the
market capitalization of the non-voting class cargs at the board’s announcement date (€110.37

million) to get the estimated price-effect whictuats -14.449%*

5. Media coverage and market reaction
As anticipated above, the operation also neededppeval of the non-voting shareholder meeting
and the favorable vote of at least 20% of the notirg equity. Since shareholders participating in
Pirelli's voting pact did not hold non-voting shaféthey had to persuade non-voting shareholders
to attend the meeting and vote in favor. The compdid move in such a direction. In fact, an
article published omMilano Finanza the second lItalian financial newspaper, repothed Pirelli
sent a letter to non-voting shareholders invitingn to participate in the meeting and vote for the
operation:> The letter (also posted on the company’'s websitehmarized the proposal and
indicated a free-toll number to obtain more infonma but the right of withdrawal was not
mentioned.

The ltalian financial press also seemed to helpnteeting’s attendance and approval. In

fact, on December™ 2007,Il Sole 24 Ore(the most influential Italian newspap8rpublished an

11 Even using completely different estimates forltdteidends, since the overall dividends’ cut woulity between -
0.60 million and -2.17 million, the price effect uld anyway fall in the -6.87%/-24.65% interval.

12 We infer such information from their absencehia list of shareholders represented in the folhguion-voting
shareholders meeting.

BMilano Finanza November 2%, 2007, p. 11.

11 Sole 24 Ords the largest Italian financial daily with abd®@% market share among financial newspapers in,2007
when it went listed on the Milan Stock Exchange.td¢ end of December 2007, 72.41% of the newspasr
controlled by Confindustria, the association ofidta business firms (Pirelli being one of the miogbortant).
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article titled “Christmas coupon to Pirelli’'s shaoéders”> The article said that in the case of

approval, non-voting shareholders would have matlegashot” and cashed in a “Christmas gift”
as big as at least €0.227 per shaiesides the tax-exempt extraordinary dividend paymé
€0.154 there was other good news for them. Accgrdi Pirelli’'s computations, the capital
reduction should not be harmful to non-voting shatders. The minimum dividend per share (7%
of par) will be computed on the old par value (&).8nd not on the new par value after the plan’s
approval. This computation will be made not onlytloa dividend related to the year 2007 but also
on the dividend for the year 2006 (as the compdmayter grants up to two unpaid past minimum
dividends?).*® The article then recalled that both voting and-woting shareholder meetings had
to approve the favorable plan and that a 20% equibrum was needed for the non-voting shares’
approval.

In our modest opinion, the article was incorred, the payment of the two previous
minimum dividends was not a “gift” and both dividEnwere expected and due according to the
company charter. Besides, their amount had to bguated on the old par value which was at the
higher pre-plan level of £€0.52 in 2006 and 260Furthermore, the article could have misled many

retail shareholders and made them believe thanthenum dividend would remain unchanged.

Insert Figure 3 about here

The day after, on Decembel" 5l Sole 24 Orecommented on the rise in Pirelli's non-voting

shares, as follows...as anticipated the day before, non-voting shagrsl should not be harmed

by the equity reduction as the minimum dividendgdhe company charter (7% of par value) will

5] Sole 24 Ore, Decembel'42007, p. 37.

% n fact, Pirelli was not able to pay any dividechon-voting shares for the 2006 fiscal year, wieaported huge
losses due to the devaluation of the Olimpia-Tetestake.

7 As far as 2007 is concerned, the par value rerdainéhe previous value for almost the whole y#at is until the
registration date of the non-voting shareholdertingts resolution of the par value reduction (Debem2£?).
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be computed on the old par val&)(2) and not on the one resulting from the equetuction
operation €0.29).'® Even more clearly than before, the article assineestors that the par
reduction would not have affected the minimum dévid granted to non-voting shares, further
misleading investors’ behaviour.

As far as the market reaction is concerned, théepabf the beta-adjusted cumulative
abnormal returns (CARSs) for Pirelli’'s non-votingasés from the announcement date until after the
expiration of the right of withdrawal is shown ifglre 3. The announcement of the operation does
not seem to have exercised a significant impadicglli’'s non-voting shares’ stock price. Because
of the firm’s press release and the fact thathelnewspaper articles didn’t mention any effect on
the dividends, most of the non-voting shareholdewse probably not able to infer the
expropriation content of the operation when thertboannounced it. As a matter of fact, the
following shareholder meeting could have decidedetove the minimum dividend unchanged
notwithstanding the par value reduction. Besideis, $cenario was depicted as the most likely by
the favourable press articles released in theviatig days and commented on above. That's why
most of non-voting shareholders may have percettiedharmful content of the operation only
when its effect on the non-voting dividends becastsar, i.e. after the voting and non-voting
shareholder meetings. In fact, post-announcemerR<CHyst reached a positive +7.7% peak on
December %, when the first misleading press article was miigldl and triggered a consequent
daily appreciation of about +4.63% with volumes @dinten times the monthly average. Then,
around the voting and non-voting shareholder mgstiCARs dropped by almost 4% and kept
falling in the following days, when they reachethmimum value equal to -6.4%. At this level, the
CARs reduction from the peak reported at the reledghe misleading article is equal to about -

13.7%. The voting premiuth follows almost the same behaviour: from the 9.98%! reached

18 || Sole 24 Ore December 8, 2007, p 43.
19 Computed taking the present value of dividendedéffices into consideration, as in Chung and Kif8gL9
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after the misleading press articles it widens up1®1% after the voting shareholders meeting and
to 16.09% after the approval by non-voting shardéid, reflecting both the operation’s wealth-
transfer effect and, maybe, a greater perceivedtiti&od of future expropriations.

Figure 3 also shows that the stock price of Pimgdih-voting shares remained above the
exercise price of the right to withdrawal (€0.805&lil the day after the non-voting shareholder
meeting. This could help to explain why only 3.38%non-voting equity exercised the right. In
fact, informed and skilled investors who were awairéhe expropriation content of the operation
from the announcement day may have preferred tohsét shares at the higher market pric8t
we add all the Pirelli non-voting shares tradedrfrine day after the announcement until the day
when the price fell below the exercise price, wamba cumulative 31.91% non-voting capital that
was sold above the withdrawal price either becaiséhe perceived expropriation or for other
reasons. Besides, such a right could not be exertig those non-voting shareholders who voted
for the plan, representing 21.63% of non-votingigqun any case, at least 43.09% of Pirelli non-
voting equity (= 100% — 3.37% — 31.91% — 21.63%) bt exercise the right to withdrawal even
if they would have been better off. However, thiesl not necessarily mean that they did not feel
themselves expropriated. In fact, they might novehdeen financially educated enough to
understand the expropriation content of the opamatespecially in the presence of the positive
press articles) or they might have felt expropddiat did not know about the existence of the right
to withdrawal. Related to this second conjecture,must consider that neither the press articles
nor the company’s letter indicated the right tohdiawal, which had to be exercised during the
Christmas holidays.

The major Italian newspapdr,Corriere della Serainterpreted the drop in Pirelli’'s stock

price after the meeting's approval as a “sensationigunderstanding” in the sense that the

20 1n theory they may have also tried to short-dedl mon-voting shares. However, this was unlikdlyce short-selling
activity is typically limited only to major Italiastocks and Pirelli’'s non-voting shares had onthefsmallest market
capitalizations. In any case, we could not corfopthis possibility as Italian data on short sgdliare unavailable.
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operation was not correctly understood by the ntarkié Corriere della Serais part of a listed
media company, RCS, which is controlled by a voshgreholder agreement grouping 63.57% of
the votes from 15 different sharehold&.00king at their names, we find Pirelli (with &289%

of the votes) and five of the nine groups partitigain the Pirelli shareholder agreement, i.e.
Mediobanca, Fondiaria, Intesa Sanpaolo, Generald &inpar, with respectively 13.699%,
5.257%, 4.927%, 3.713% and 2.038% of voting righBacial environment and media
independence may play a crucial role in condemsimgyeholders’ expropriations and therefore
helping to prevent them (Dyck and Zingales, 2008|nt&én and Knopf, 2004). Our case study
reports some anecdotal evidence that lack of meddependence may actually favour
expropriations trying to influence shareholdershdédour. In the 2008 Global Press Freedom
Rankings (made by Freedom House) Italy ranks offyater countries such as Mauritius, Ghana

and Mali.

6 Shareholders voting
On December 1% 2007, the Pirelli extraordinary voting shareholdeeting took place. From the
minutes of the meeting we were able to gather métion on the voting results, names of voters
and types of vote. We looked for ownership tiesrMeen the five banks or insurance companies
participating in the voting pact and the finandmatitutions which were either voting or non-voting
shareholders or both. We classified a financialitutson “controlled by the voting pact”,
“connected to the pact” or “unconnected to the 'péiaine or more shareholders participating in
the pact directly or indirectly owned more than 5086s than 50%, or 0% respectively.

As reported in Panel A of Table 2, 227 voting shalders, representing 59.29% of the

voting equity, attended the meeting and cast thetes (directly or by proxies). Only one retalil

2L || Corriere della SeraDecember 20 2007, p. 45.
22 As of November 28, 2006, that is the last update of the voting frEarmation.
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shareholder voted “against” and only 3 sharehol@astained” (two companies unconnected to
the pact and one unconnected financial instituti@presenting less than 0.01% of the voting
shares. All the remaining shareholders, represgrith29% of the voting capital, voted for the
plan’'s approval. The “for” vote came from 9 shadekecs in the voting pact, 10 financial

institutions controlled by the pact, 161 apparenthgonnected financial institutions, 4 companies
controlled by the pact, one unconnected company3anetail shareholders (representing 46.22%,

5.70%, 6.35%, 0.01%, 0.97% and 0.03% of the vagopgty, respectively).

Insert Table 2 about here

At the following non-voting shareholder meetingJchen December 1% there were 140 non-
voting shareholders representing 22.38% of the votimg equity, slightly above the minimum
20% quorum required to approve the plan (Paneldld2)?* From the minutes we realized that
some non-voting private shareholders showed thisapgointment at the proposed plan. One
shareholder stated that the par value reductiordvoave reduced the minimum dividend and the
related yield which was granted on the shares. |Ble @ointed out that in the face of such harm
only part of the par value reduction was paid d¢bog other part being set aside in the firm’s
reserves. He then said that since the operation heasing non-voting and favouring voting
shareholders it should have been accompanied byopogtional increase in the percentage
privileges to non-voting shares. He concluded byngpthat from a recent article publishedliin
Sole 24 Oreit appeared that payments to non-voting sharem®ldeould have remained
unchanged. He then voted against the plan. Anotbier against the proposal was announced by
another shareholder who said that the proposalagasst non-voting shareholders’ interests. He

questioned why mutual funds and financial institng were not taking any part in the discussion

% |In the previous meetings only about 2.08% of the-woting equity was represented.
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and said that they should have explained their’“Yamte to their investors. A third shareholder
asked how much the non-voting legal representatiae paid on a yearly base and how much the
non-voting shares expense fund Wasie then cast some doubts on the fairness of thal le
representative’s behaviour since he did not ev&rfasan opinion on the potential harm from the
operation to the class of shareholders he was seppt represent and economically safeguard.
He finally voted against the plan. One final shatéér said that the operation was harming non-
voting shares, and he suggested increasing thermgage privilege to compensate for the damage
from the par value reduction. In spite of theseaiasims, he then “surprisingly” voted for the
plan?® The plan was finally approved: 121 shareholdesprasenting 21.63% of the non-voting
equity, voted for it, 18 shareholders voted “agédiasd only one abstained. Since the minimum
favourable quorum was 20% of non-voting equity, pt@n would have been dumped if only
1.64% of the capital had voted against it or hatdpaoticipated at the meeting.

As can be seen from Table 2 (Panel B), all 14 franinstitutions voted for the plan.
Among these institutions, 6 were controlled by iggrénts of the voting pact and 2 connected to
the pact, representing 5.72% and 3.78% of the moimy equity, respectivel§? Details of the
ownership ties relating shareholders participatingPirelli’'s voting pact to the six financial

institutions holding non-voting equity are showmore details in Figure 4.

24 The answers were €8,000 and €40,000 respectividiiari non-voting shareholders must elect a common
representative who is entitled to participate i thoting shareholder meetings and should act in-vating
shareholder interests (article 147, Law 58/1998)e Tepresentative’s remuneration comes from a adwhnced by
the company, which may recover the advance fronpthéts due to non-voting shareholders in excdsang amount
guaranteed (article 146, paragraph 1, Law 58/1998).

25 However, the final voting decision becomes morena when we check for dual-class ownership adiméthat
the shareholders he was representing were holdioig woting than non-voting shares (1.18 million seer 1.07
million).

%6 As an exception, we classified CAAM SGR as “colfed’ by Intesa Sanpaolo for several reasons. CA3GR was
a joint venture between Credit Agricole (65%) antesa Sanpaolo (35%), However, just some days titePirelli
non-voting meeting (on December"}ntesa Sanpaolo bought the 65% stake from ciglitcole and changed the
name into Eurizon Investimenti SGR (thereafter malgd at 100%). In addition, at the end of 2002dt Agricole
was the third shareholder in Intesa Sanpaolo (with.494% stake compared to the 7.694% stake offitste
shareholder) and was patrticipating in Intesa Sdopatareholders’ agreement.
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Insert Figure 4 about here

The remaining six financial institutions were apgdly unconnected to the pact but also approved
the management proposal. As argued by Romano (20@@ncial institutions may anyway
restrain from voting against management proposatsalse of possible conflicts of interest.
Among these, business ties between the firm andinhacial group are the most frequent, though
probably not so relevant in our case, as dual-ctagsership seems to have played a more
important role. The favorable votes of all 14 fioah institutions cumulated 12.43% of the non-
voting equity. The 20% equity quorum was reachezhkl also to the favorable votes of 3
apparently unconnected firms (representing 0.73%hef non-voting equity) and of 104 retalil
shareholders (representing 8.47% of the non-vamagty).

Out of the 121 retail shareholders representedeatteeting only 18 voted against the plan
(representing 0.75% of the non-voting equity), whall the others apparently voted against their
interests. However, as the operation was carryurigaavealth transfer between the company’s two
classes of shares, dual-class ownership could &lioxeed non-voting shareholders to make up the
losses on one class with the gains from the otlasscand favored a “for” vote in the non-voting
shareholders. We therefore look for dual-class osimp at two different dates. For all the 140
non-voting shareholders participating at the meetwe first check their participation and
ownership at the preceding voting shareholder mgetiowever, since many retail shareholders
may have not participated at the voting shareholdeeting, we also check for their voting
ownership at the first following dividend date,.iwhen the extraordinary dividend was paid
(March 3f' 2008). The second ownership search required nmicte effort as the list of
shareholders kindly provided by the company upom mquest was made up of 36,361

shareholders not in alphabetical order and in &ipégpmat. For each case of dual-class ownership
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we construct am-ratio, i.e. the ratio of the percentage of votgigires divided by the percentage
of non-voting shares held by the same sharehol@®ues of then-ratio greater than one indicate
that the “for” vote to the proposal would have beational and in the non-voting shareholder’s
interest, as the gain on the voting shares woule more than offset the losses on the non-voting
ones. When shareholders vote against their intenestne class this can therefore be interpreted as
a form of “sincere” voting if dual-class ownersimyakes shareholders better off as a whole.

Table 3 reports the results. Out of 121 non-vosihgreholders who approved the plan, 13
were found to also have held voting shares at theeging voting shareholder meeting and 32 at
the following dividend date. Dual-class ownershiamcterizes 9 institutional investors (out of 14)
when we check it at the voting shareholder meeéind one more at the dividend date. At the
voting shareholder meeting, five of the six ingtdns connected with the pact were holding a
percentage of voting shares greater than theiestak non-voting equityatratio greater than 1)
and, on average, 3.28 times bigger. The “for” vcast by these five institutions was therefore
“sincere” and rational as they were benefitinghat dverall portfolio level. Also, three of the six
apparently unconnected institutions held a fractdrthe voting shares. For two of them this
fraction was greater than the percentage of nomgahares held and also explains their “for”
vote. Data on dual-class ownership by institutioin&estors almost does not change when it is
measured at the following dividend date. Number aaides do differ, however, when referred to
retail shareholders. In fact, only four retail sieolders participated both at the voting and non-
voting shareholder meeting, while 22 non-votingrehalders also owned voting shares at the
following dividend date, when all voting sharehoklenames could be scrutinized. No retail
shareholder is found to report arratio greater than one, when we use informaticailable at the

voting shareholder meeting, versus nine cases wsmngrship data at the dividend date.

-24 -



Insert Table 3 about here

All thirteen non-voting shareholders (institutiorwl retail) owning both classes of shares
(as of the voting shareholder meeting) voted ferghoposal at the non-voting meeting while none
of the sixteen non-voting shareholders who votedirs the plan held voting shares at both
measurement dates. Their “against” vote is alssstfiable as a “sincere” vote, since they were
certainly harmed only in the class of shares héltlen we use voting ownership information as
from the dividend date, the results do not chamadfjethe 32 shareholders (institutional and retail)
with dual-class ownership cast a “for” vote in ti@n-voting shareholder meeting.

In order to have some robust evidence that duabkclawnership was a significant
determinant of the voting decision at the non-vgptamareholder meeting, we decide to run some
logit models where the probability of voting agaitiee proposal is regressed on some explanatory
variables measuring dual-class ownership (res@ported in Table 4). Since we exclude the
unique “abstain” vote cast at the meeting, a loWe¥lihood of voting “against” the proposal
corresponds to a higher likelihood of a “for” véfdnitially, we also tried to use some indicator
variables to identify the type of shareholders. Ido&r, since the dummy variable identifying the
financial institution either controlled or connetttevith the pact was perfectly predicting the
outcome of not voting against the plan, we had xdugle it from the models. As predictive
variables we therefore use both the number of gathrares owned by non-voting shareholders and
the a-ratio of the voting stake over the non-voting @vened by non-voting shareholders. These
variables are computed both using information abé# at the preceding voting shareholder

meeting (models 1 and 2) and at the following divid date (models 3 and 4). All four models

2" |n the logit models we set the dependent variehleal to 1 if the vote was against the proposalzand if the vote
was “for”. In other words, we estimate the likeldtbof voting against the plan, as those observatane far less
numerous than the others. In this way, it is gumeth that the odds ratio lies within the logicalibd 0-1 (Gujarati,
2006).

-25-



report a robust and (slightly) significant negatredationship between the two measures of dual-
class ownership and the probability of voting “axgil the proposal. Higher values of dual-class
ownership decrease the probability of an “againsife and increases the probability of a “for”
vote. As expected, when an operation originatesaltlv transfer between two classes of shares,
shareholders of one class are more likely to votédelf-expropriating” their class of shares when
they hold a higher number of shares of the othassclor a higher fraction of the other class
compared to the expropriated class. We concludedtied-class ownership may help hedging from
wealth transfers between two classes of shares.ekevit favors approvals in the expropriated
class in the same way cross-ownership of both tamg acquirer firms is found to favor approvals

of value-destroying acquisition at the acquirersating (Matvos and Ostrovsky, 2008).

Insert Table 4 about here

Though the favorable vote of some retail sharelsld®mn be explained by their dual-class
ownership (22 out of 104), all the other sharehald82 out of 104) seem to have cast a “for” vote
against their interests. One possible explanatothat we were not able to find all dual-class
ownership situations. In fact, some dual-classedi@ders may not have participated at the voting
shareholder meeting and may also have sold thémgshares before the dividend date. However,
we can propose some other possible reasons. Fiedl, the misleading media coverage together
with a high degree of financial illiteracy may hgversuaded some non-voting retail shareholders
that the operation was really favoring them. Sebtgnd “bird in the hand” (Gordon, 1959)
argument may have played a role as they may hgwewgd the plan in order to promptly receive
the extraordinary cash payment. Thirdly, they mayehpreferred the proposed operation to the no
pay-out alternative, as non-voting shareholdersrwgoice in proposing and approving standard

extraordinary dividends. Eventually, some behaviarguments could also justify a reluctance to
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vote against the management proposal. As authedaty reduce people’s attitude to behave
ethically (Milgram, 1963, 1974), minority non-vogjirshareholders might have been affected by an
“obey authority” effect. Lakonishok et al. (1992)vacate this claim to explain the scarce
influence of institutional investors on board aityivwhile Morck (2008) adopts the same line of
reasoning to explain the ineffectiveness of indepen directors to monitor CEOs. Moreover,
social influence and conformity is mainly fostereg judgment difficulty (Deutsch and Gerard,
1955) and some shareholders may have conformed todes with the ones cast by the

institutional investors or with what was recommehtlg the management and the media.

7. Conclusions

In November 2007 Pirelli's board of directors prepd an operation that would have favored
voting shareholders and severely harmed non-vasimgreholders by reducing their dividend
privileges. The transaction also needed the appwivihe non-voting shareholder meeting with a
percentage of favorable votes equal to at least 2®%he non-voting equity. The plan was
surprisingly approved by 21.63% of non-voting eguihanks to the favorable vote of all
institutional investors (representing 12.43% of tlen-voting equity) and almost all the retail
shareholders (8.47%). After a deeper analysih@fmedia coverage, the institutional investors’
ownership ties with the firm’s controlling shareth@ts and the dual-class ownership of both
institutional and retail shareholders, what iniyidboked like “self-expropriation” turned out teb
“self-interest”. In fact, the media misled investdny reporting that operation was favorable to both
classes of shares, and most of the 14 institutionastors which surprisingly voted for the plan
either had strong ownership ties with the firm’sitolling shareholders or dual-class ownership or
both. We further find that when an operation gixies to a wealth transfer between two classes of
shares, dual-class ownership significantly incredle probability that shareholders vote for self-

expropriating one class of their shares if theydhémon the other class held. As a conclusion, the
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paper shows that the rights of a second classakshare not efficiently protected by provisions
requiring that their amendment should be approwedhle same class with a minimum equity
quorum. In fact, when conflicts of interests in Hdass voting are not regulated dual-class
ownership can make shareholders approve proposeéth \are detrimental to one class of shares if
they gain on the other class held. Future reguialmuld therefore address conflicts of interasts i

dual-class voting and media coverage.
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Figure 1
Total dividends and dividends per share payable taon-voting and voting shares

The graph reports the patterns of dividends peresf@ps) payable to non-voting shard3,()
and voting shared)) as a function of the firm’s total dividend$L¥). The pattern assumes
that non-voting shares are entitled to two dividendileges: a senior minimumps equal to
a percentage privilegeP(iv,) of the par value of the shareBaf) and an extra dividend
payment over thé®ps to voting shares equal to a percentage privildyiv4) of par. TD
indicates the level of total dividends after whiahDps can start being paid to voting
shareholdersTD™ indicates the level of total dividends from whiohn-voting shares are
entitled to the extra dividend privilege.

Dps Non-voting

PRIV,- Par

Dpsw PR|V1 -Par

PRIV, — PRIV,): Pa

Total Dividends

TD* = TD** = TD* + (PRIV ;-PRIV,)-Par-N,
PRIV;-Par-N,
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Figure 2

Total dividends payable to Pirelli’s non-voting andvoting shares

The first graph shows the yearly total dividendygide to non-voting shares before the plan
(dashed line) and after the plan (solid line) a@sirection of Pirelli’s yearly total dividends. The

second graph indicates the reduction in total @nakb to non-voting shares as a function of Pigell’
yearly total dividends. Pre-plan and post-planvathe thresholds of firm’s yearly total dividends
(TD" andTD") are indicated through the vertical lines. The vedical line indicates the average

before and after the plan’s approval

analysts’ forecast for Pirelli’s total dividendssaming a 40% payout.
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Figure 3
Pirelli’'s non-voting share stock prices, volumes ahCARs around the event dates

This graph shows prices, cumulative abnormal ret¢@ARs) and volumes of Pirelli’'s non-voting
shares around the relevant event dates: the anemamt of the operation, the “Christmas coupon”
press article, the voting and non-voting extracadynshareholder meetings (ESM) and the
expiration of the right to withdrawal. Volumes a@mehousands of euros.
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Figure 4

Pirelli’'s voting pact and their controlled financial institutions owning
non-voting shares

This graph reports: the shareholders participatm@irelli’'s voting pact
and their voting holdings (upper frame); their cohléd institutional
investors (side ownership links) which appearebdedhe major non-voting
shareholder voters; the non-voting stakes held hg tontrolled
institutional investors (lower frame). Ownershipkss are in percentages.

Pirelli's voting pact (46.22% of voting shares).
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Table 1
Timeline of main events

This table reports the dates of events precedirdy fahowing Pirelli’'s proposal of paying an
extraordinary dividend through a reduction in tlae yalue of the shares.

Date Event

Apr-29-07 Pirelli sells its Olimpia-Telecom stake and ge dllion cash
Aug-23-07 Amber buys 2.1 percent of Pirelli’s vafishares

Sept-07-07 Amber asks for extraordinary dividends

Sept-20-07 Centaurus buys 3.2 percent of Pirelbteng shares

Nov-09-07 Pirelli’s board proposes the equity i@thn and an extraordinary dividend
Dec-04-07 Operation as a “Christmas couponf 8ole 24 Ordinancial newspaper
Dec-12-07 Extraordinary voting shareholder meetipgroves the plan

Dec-14-07 Extraordinary non-voting shareholder tmgeapproves the plan
Jan-05-08 Expiration of the right to withdrawal

Mar-31-08 Pirelli’s shares go ex-dividend and yaue is reduced
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Table 2
Voting results at the voting and non-voting sharehlder meetings

This table reports the voting results with resgecthe management proposal at the extraordinary
shareholder meeting of the voting shares (Paneam¥) non-voting shares (Panel B). Votes are
distinguished for several classes of shareholdsmsreholders of the voting pact, financial
institutions (controlled, connected or unconnecteih the pact), companies controlled and
unconnected with the pact, and retail shareholdéss.each class of shareholders we report the
number of voters, the type of votes and the peaggnof the equity class represented.

Panel A: Voting shares extraordinary shareholders meting

Number of voters and type of votes casted Turnout
For Against Abstain
Type of voting shareholders # % # % # % # %
Shareholders of the voting pact 9 46.22 - - - - 9 46.22
Financial Institutions controlled by the pact 10 5.70 - - - - 10 5.70

Financial Institutions connected with the pact - - - - -
0.00 162 6.35

|l

Financial Institutions unconnected with the pact 161 6.35 - -
Companies controlled by the voting pact 4 0.01 - - - - 4 0.01
Companies (unconnected with the pact) 1 0.97 - -2 0.00 3 097
Retail shareholders 37 0.03 1 0.00 1 0.00 39 0.04
Total 222 59.29 1 0.00 4 0.00 227 59.29
Panel B: Non-voting shares extraordinary shareholdes meeting

Number of voters and type of votes casted Turnout

For Against Abstain

Type of non-voting shareholders # % # % # % # %
Financial Institutions controlled by the pact 6 5.72 - - - - 6 b5.72
Financial Institutions connected with the pact 2 3.78 - - - - 2 3.78
Financial Institutions unconnected with the pact 6 2.93 - - - - 6 2.93
Companies (unconnected with the pact) 3 0.73 2 0.00 1 0.00 6 0.73
Retail shareholders 104 8.47 16 0.75 - - 120 9.21
Total 121 21.63 18 075 1 0.00 140 22.38
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Table 3
Dual-class ownership and “FOR” votes at the non-vang shareholders meeting

This table reports the partition of the 121 “Forbters at the non-voting extraordinary
shareholder meeting and their voting ownership,obshe preceding voting shareholder
meeting (called to approve the plan) or at theofeihg extraordinary dividend date (as of
March 3£' 2008). When non-voting shareholders also ownngoshares, for each type of
shareholder we report the average ratio of thefingostake over the non-voting stake- (
ratio) and the number of cases when such ratio gmaater than one (therefore making the
wealth-transfer from the operation a positive oatep

FORVOES o ating Shof the dividend dte
a-ratio a-ratio

Type of non-voting shareholders # % # #>1 Avg # #>1 Avg
Financial Institutions controlled by the p 6 5.7z 6 5 3.2¢ 6 5 3.2¢
Financial Institutions connected with the pact 2 3.78 0 - - 1 - 0,00
Financial Institutions unconnected with the | 6 2.63 3 2 6.4¢ 3 2 6.4
Companies (not controlled or connected) 30.73 - - - - - -
Retail shareholders 104 8.47 4 - 0.1 22 9 0.44
Total 121  21.6% 13 7 0.3 32 1€ 1.57
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Table 4
Dual-class ownership and probability of voting agaist the proposal

This table reports Probit estimation (Huber/Whibeariance noise correction)
of the likelihood of voting “against” the plan dtet non-voting extraordinary
shareholder meeting. Since a dummy variable folanaml institutions
controlled or connected with the voting pact peatfepredicts the observed
outcome, we omit such a variable. As predictivaaldes we use the number
of voting shares owned by non-voting shareholdatsthe ratio of the voting
percentage stake over the non-voting percentade staned by non-voting
shareholders, when available. Voting ownership aldeis by non-voting
shareholders are computed on information availdidth at the preceding
voting shareholders meeting (models 1 and 2) antieafollowing dividend
date (models 3 and 4). Z-statistics are in brackeasd *** indicate statistical
significance at 10% and 1% levels, respectively.

Y=1 if Vote is “Against”

Voting ownership as Voting ownership as of
of the voting SM the dividend date
(€] 2 3) (4)
Constant -1.84%*  -1.82%* -1.77% -1.83%
(-7.17) (-7.12) (-6.47) (-7.03)
Ln (1+number of voting shares held) -0.05* -0.05*
(-1.69) (-1.86)
Ln (Alfa ratio) -2.43* -2.61*
(-1.77) (-1.92)
Number of observations 139 139 139 139
Pseudo R-Square 0.02 0.02 0.02 0.02
Wald »? 2.86* 3.12* 3.37* 3.65*
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