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reholder and managers may enjoy after colluding
with either minority shareholders or creditors (junior
and senior). Private benefits occur each time controlling
shareholders extractvalues from the firm without sharing
with other equity holders (Shleifer and Vishny, 1997). Our
main idea is that, when the bargaining power is in the
hand of the controlling shareholder, the level of private
benefits may result from an ex ante agreement between
stakeholders.

A couple of equilibriums with private benefits are consi-
dered and compared to a benchmark case with no private
benefit. In the first context, controlling block holders
collude with minority equityholders. Extracting private
benefits means obtaining some cash from the firm (i.e. a
non risky asset). This amount of cash may also represent
the presentvalue of real future private benefits controllers
will divert with the consent of minority. Private benefits
modify here the default risk of all claims. In the second
context, controlling block holders collude with credi-
tors. Private benefits form here a residual claim written
on the underlying firm’s assets that is subordinated to
repayment of creditors. Private benefits are essentially
here a contingent claim subject to default risk. In both
contexts, private benefits are linearly related to the firm’s
assets value so as to account for the well known size
effect. The main goal of this paper is to investigate how
different are wealth transfers among stakeholders in
these equilibriums.

To fix ideas, it is worth reviewing important issues
and empirical facts related to private benefits. Practical
approaches to estimate private benefits of control take
into consideration proxies, like the block premium (Bar-
clay and Holderness, 1989), or the voting right premium
if different classes of shares are prevailing. Dyck and
Zingales (2004) use the block premium methodology to
disentangle the effect of private benefits from the change
in share value associated with the new block holder.
Based on 393 transactions of control among 39 countries

This paper deals with private benefits a majority sha-

*  franck.moraux@univ-rennes1.fr
**  patrick.navatte@univ-rennes1.fr

between 1990 and 2000, they find that on average corpo-
rate control value is 14% of the equity value of the firm,
ranging from -4% to 65%. The premium paid is higher if
the buyer belongs to a country that protects investors in
aless intensive way. La Porta and al (2000) consider that
the existence of private benefits has a negative effect on
the development of security markets. Albuquerque and
Schroth (2010) estimate that private benefits represent on
average about 3% - 4% of the target firm’s equity value or
about 10% of the block’s value. Interestingly, they show
that private benefits increase with the firm’s cash hol-
dings and decrease with short term debt. According to
Dyck and Zingales (2004), strong competition prevents
firm controlling coalition from higher private benefits.

This paper deals with wealth transfers among stake-
holders. Most insightful results may be summed up as
follows. We assess how coalitions (with either minority
shareholders or debt holders) negatively impact the
wealth of absent stakeholders. We also highlight how
private benefits increase the probability of default of the
firm. The rise appears so significant that all company’s
stakeholders (suppliers, customers, employees, etc.)
should certainly be concerned with. We finally investigate
to which extenta single stock of equity is worth less than
a portion of a majority block of shares.

The rest of this paper is organized as follows. Section 2
describes the theoretical framework, section 3 and 4 pre-
sent the wealth transfers occurring in case of a collusion
with the minority equity holders, and then with creditors.
Section 5 gives some insights concerning the effect of a
manager’s retirement package on his behaviour. Section
6 addresses the share price premium problem. Basically,
this section questions how much an investor is ready
to pay for having private benefits. Section 7 concludes.

B . THE CONTINGENT CLAIM
FRAMEWORK

Our analysis of the firm is inspired from the standard
continuous time framework developed by Black, Scholes
and Merton (1973, 1974). Financial markets are perfect,
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complete and trading takes place continuously. There
are neither taxes, nor transaction costs and there exists
ariskless asset paying a known and constant interest rate
denoted by 7 . Our setting accounts for the presence of
various stakeholders. All firms enjoy a majority equity
holder, a minority equity holder, various creditors and a
manager. The majority equity holder and the manager
hold jointly and severally the majority block of equity.
The majority block and the minority equity holder own

respectively a proportion 6 and (1 - 9) of the equity’.

The manager holds a proportion (1 - ﬁ) of the majority

block so that the majority equity holder owns a 6f frac-
tion of the total equity. Linearly related to the firm’s assets’
value (when effective)z, private benefits are seized by
majority block holders only. One denotes by m the frac-

tion received by the majority equity-holder and by (1 - n)
that obtained by the manager. If ever 1 is different from
0, manager’s efforts are taken into account. All firms
are financed by equity and debts with different priority
in case of default. Debts are zero-coupon bonds maturing
attime7 and Fg and F ', denote face values of senior

and junior debts respectively3. Total duevalueis F=F_§
+ F_J. To avoid unnecessary complexity with respect to
the manager’s compensation, the firm’s asset value is
net of the manager’s salary.

Our analysis considers three types of companies at the
same pointin time, all of them being at equilibriumu. Type
A firms brave no private benefit and serve as benchmarks.
Other types of firms differ because of inside collusion (not
to be confused with coalition with managers). In Type
B firms, collusion with minority makes private benefits
possible. Other way saying, these latter are extracted from
the firm with the consent of minority equity holders. The
main fuel of this collusion is that the financial wealth of
minority is preserved despite private benefits. In Type C
firms, private benefits are possible thanks to collusion
with debt holders. Here, private benefits are extracted
from the firm with consent of creditors, because private
benefits are subordinated to the repayment of debt.

In type A firms, there is no private benefitand the firm’s
assetvalue, V', is correctly described by:

dV, =wV,dt +cV,dW,. %)

At time o, the firm’s assets value is known to be V.

w=(w,

f )z stands for a Brownian motion and o denotes

the firm’s assets voIatiIityS. Standard contingent claim
analysis tells us that the time o price of equity is:

Eq) (Vyso) = VyN[d] (Vs0)|- Fe " N|dj (V,,0)]
1
oNT

and df (Vy,0)=df (Vy.0)-oT .
The senior and junior debts are respectively worth

Dg (VO,G) =V, - Eq(fs (VO,G) and

where le(VO,o) = [ln(V0 /F)+(r+%02)T]

D (Vo) = Eag* (Vyvo) - Eay™*" (V0.

In type B firms, private benefits are made possible thanks
to collusion with minority equity holders. At time o, the
value of the firm is decreased by the amount of private
benefits /. This is equivalent to consider that / is the
present value of all future private benefits net of appro-
priation costs. In any cases, one has:
I =aV, (2a)
and the firm’s assets value net of private benefits at time
o is then given by:

Xy =Vy -1y =V, (1-a). (2b)

Minority equity holders of type B firms may notagree such
private benefits, in particular if they compare their situation
to that of equity holders of type A firms®. Collusion with

minority is essentially based on an agreement to set the

firm’s assets volatility to o ((x) s0 as to warranty that the

equity value remains the same. More formally, one has’:

Eqf (V- I§ 0 (a)) = Baf (Viso). (20)
Now the firm’s assets value net of private benefits is
described by:

dX, = rX,dt +o (o) X,dW, 3)

and prices of corporate liabilities can be valued along
standard lines®.

In type C firms, private benefits are made possible thanks
to collusion with creditors. This collusion is fuelled by
the subordination of private benefits to the debt service
(which is a debt repayment in our setting). Private bene-
fits are now contingent to the firm’s assets value. To
formalize this idea, one assumes that private benefits to
be received at time 7T verify:

[%’K (VT,O) = ymaX(VT —(F+K);0).

=YX(VT —(F+K))1VT2(F+K). (4a)

Private benefits exist here if and only if the underlying
firm’s assets value is large enough i.e. V. > (F + K) .
The variable K is part of the implicit contract between
major and minor shareholders. It is a minimum level of
net worth before seizing private benefits; alternatively it
can be seen as a minimum level of cash-flow to be dis-
closed to the market before taking private benefits”. The
firm’s assets value net of private benefit at time T is now
worth:

Xy =Vp - 135 (Vy,0). (4b)

The time o-value of private benefits is given by
]g’K (VO,G) =yx Eq(f‘LK (VO,O) and the total equity
to be shared among equity holders is defined on the firm’s
assets netvalue and is worth Eqép (VO,O') - IJ’K (VO,G)
(see appendix for more details).
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In the next two sections, we study pricing formulae,
summed up in Table 1, for valuing shareholders’ wealth
within type B and type C firms. For simulations, we use
base case parameters given in Table 210,

M II. PRIVATE BENEFITS AND
WEALTH TRANSFERS IN TYPE
B FIRMS (COLLUSION WITH

MINORITY EQUITY HOLDERS)

This section first explores shareholders’ wealth in type B
firms; it mainly highlights to what extent private benefits
are detrimental to creditors. We finally discuss situations
where private benefits and collusion are bothered by
a debt covenant (Bhanot and Mello, 2006) preventing
large change of default probability. Note that we skip
manager here.

Table 1 displays everything necessary to discuss pricing
of corporate liabilities and wealth transfer among share-
holders. Private benefits are viewed here as cash available
at time o. By capturing private benefits only, majority
equity holders cause various effects as shown in column 3
of Table 1. This essentially lowers the firm’s assets value,
increases default risk to the firm and lowers creditors in

Figure 1: Wealth transfers in Type B firms

Direct loss due to private benefits

Indirect loss due to collusion with minority

proportion. It is interesting to notice that, in absence
of collusion, private benefits lower part of the wealth of
majority and manager (the price of equity lowers).

The collusion with minority (that changes the volatility)
further impacts shareholders’ wealth, as now the equity
price, i.e. the financial asset of equity holders’ holdings,
remains unaffected by private benefits. The total wealth
of minority remains unchanged whatever the private
benefits are, whereas those of the majority and manager
increase linearly. Creditors suffer both dimensions as
highlighted by the pricing formulae. Graphs of Figure
1 illustrate effects on shareholders’ wealth through the
decomposition:

Type B = Type A + [No Collusion — Type A]

Direct gain/ loss due to private benefits

+ [Type B-No collusion]

Indirect gain/loss due to collusion

Figure 2 explores consequences of private benefits on
creditrisk indicators of the senior debt. We retain among
others the default probability and the expected recovery
upon default. Simulations show that the main concern
for debtholders is the collusion of the majority equity-
holder with minority.
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Figure 2: Private benefits seriously impacts senior debt risk indicators
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Equilibrium of type B firms corresponds to situations
where creditors are really worse off if they cannot react
appropriately. Such a situation may occur in firms financed
by (non coordinated) suppliers or by bankers who do not
embed any suitable covenants in their loans. Embedding a
covenant that prevents any rating change (i.e. any dramatic
change in default probability) can significantly decrease
the set of agreements for colluded equity holders or even
prevent such collusion. Such covenants simultaneously
bound the level of cash private benefits captured at time
o and the volatility adjustment majority equity holders
can envisage.

B III. PRIVATE BENEFITS AND
WEALTH TRANSFERS IN TYPE
C FIRMS (COLLUSION WITH
CREDITORS)

In type C firms, collusion with creditors takes the form
ofa subordination of private benefits to debt repayment.
Depending on parameters y and K , private benefits
are more or less aggressive towards minority’s interests.
Figure 3 clarifies what happens at maturity. Left graph
of Figure 3 illustrates with coloured areas the sharing of
equity among equity holders. The black bold line stands
for the value of total equity. The right graph of Figure 3
plots the contingent pay-off received by equity holders
with respect to their financial participation (remind that
the majority equity holder enjoys additional private bene-
fits t0o). Parameters y and K influence the slope i.e.
the sensitivity change to the underlying firm’s assets.

Applying standard arguments and using Table 1 give the
time o value of private benefits and those of the different
shares. Private benefits are equal to

A (VO,O) =y Egl™ K (Vo,o) )
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Majority equity holders own a portfolio whose value
may be described by:

1" (Vy0)+0[Ba) (Vo) - 1% (Vo). )

This expression has been chosen among many others
as it refers explicitly to Eq(f (VO,G) - the equity of an
equivalent type A firms. Rewriting this equation
(1 - 6) Ig'K (VO,G) + GEq(f (VO,G) states that holding
a portfolio made of private benefits and a portion of equity
in the firm with private benefits is equivalent to holding
(1 - 6) of private benefits (only) and 6 of'the shares of

an equivalent type A firm i.e; having long positions in
two options:

(1-6)vEgy "~ (Vy,0)+0Eqy (Vy,0). ©)
The minority equity holders’ position may be described by:
(1-0)[ 24 (Viro)- 15" (V)]

= (1-6) By (Viy0) = (1-0)vy™ (Vo) )

This position is essentially an “asymmetric” vertical
spread (i.e. a vertical spread with different weights). If
ever y is set to one, the vertical spread becomes vanilla
and the equity pay-off (viewed as a whole) is capped.
Since minority equity holders only have a portion of equity,
their revenue is not only contingent but capped to (1 - 83 K.
Of course depending on the level K , this may be viewed
as “not that unfair”. Whatever the value of y is, the above
asymmetric spread captures the interest of minority equity
holders. Figure 4 illustrates how the wealth of the majo-
rity and minority equity holders (at time o) evolves as
parameters K and y change. When y =1, the pay-off
function for equity is that of a symmetric vertical call
spread.
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Even if subordination is sufficient to preventloss incurred
from private benefits at maturity, the majority equity holder
still holds an option to receive private benefits. The vega of

his or her total portfolio is given by: ov’ + (1 - 6) YUF+K
where v’ = S JTn (dl (VO,O)) , whereas that of the
minority’s is (1 - 6) o - (1 - 6) va+K. Hence, thereisa
transfer of vega at the expense of minority shareholders.

Notice that minority activism can limit or even prevent
consequences of such a transfer.
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B IV. RETIREMENT PACKAGES
OFFERED TO MANAGER MATTER

Up to now, managers’ position was strictly aligned to that
of the majority equity holder so thata distinct treatmentwas
notnecessary. The aim of this section is to highlight conse-
quences of collusions on the manager’s wealth. To enrich
the setting, we assume that the firm has granted a retirement
package to the manager. In other words, this latter essen-
tially holds a junior debt written on the firm in addition to
shares in the company and the portion of private benefits
he/she can receive. No doubt this may trouble alignment of
interest between managers and majority equity holders
(Sundaram and Yermack (2007)). If the manager’s retirement

package represents a proportion (1 - cp) ofjunior debt, his
or her wealth may be written:

(1—7])[0+(1—B)9xqu+(1—cp)x]0

where [ 0 stands here either for the cash benefits obtai-

@®)

ned at time o (in type B firms) or for the time o value of
the promise to receive a portion of private benefits at
maturity (in type C firms)"". In type B firms, previous
analysis suggests that existence of private benefits can
seriously damage the junior claim component of the
manager’s portfolio. This is in sharp contrast with type
C firm where the retirement package i.e. junior claim
component of the manager’s portfolio is completely
secured. This means that managers are better off in an
obvious way.

Figure 5 offers simulations for what can happen in type
B firms. Left and right graphs differ with respect to what
the retirement package represents within the portfolio.
It is a less important portion of the manager’s wealth in
the left graph than it is in the right graph. Both graphs
plot the manager’s wealth for different values of private
benefits (in abscissa).
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Figure 5: Impacts on the manager’s wealth in type B firms
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The solid (and horizontal) line stands for what he/she
owns in a type A firm (with no private benefit). The other
lines represent the manager’s wealth gross or net of pri-
vate benefits he/she can receive. In the right graph, we
change proportions within portfolio and make the retire-
ment package more important. Both graphs show how
the financial shares of the portfolio suffer from private
benefits. The overall effect is however positive on the left
while itis positive or negative on the right. This depends
onwhether captured private benefits are sufficient to cover
negative effects on financial shares. On the right graph,
received private benefits may be insufficient to balance
negative effects on financial shares, unless they attain a
large part of the firm’s assets (10%). This simulation sug-
gests that managers with large retirement packages can
have a different behaviour with respect to private benefits.
When private benefits (or equivalently their own share in
private benefits) are small to moderate, they will not be
that collaborative with majority equity holders. Probably
they will be even reluctant to small private benefits. The
reverse is true as private benefits become larger.

B V. ON THE SHARE PRICE
PREMIUM DUE TO PRIVATE
BENEFITS

As a final comment on the effects of private benefits,
let’s reconsider the equity premium issue. This is the
extra value, one denotes x , (informed) investors are
ready to pay for acquiring available stocks on the market.
Three different situations occur here. The first one arises
when an investor wants to build the majority block with
a proportion 0 of the equity. If total equity is quoted

Eq , then the majority equity holder is willing to pay

(1+x)6Eq=9Eq+I ie. x=6—gq.

This is exactly the sharing of (targeted) private benefits
value on every stock that is bought12. The second situa-
tion arises when a second block aims at participating to
private benefits (in the exact proportion of held equity),
then the new investor is willing to pay (1 + x) (1 - 6) Eq

= (1 - 6) Eq+ (1 - 6)[ ie x= L 13, Thisis exactly the

amount of private benefits a share. Interestingly, this
premium is lower than the one previously paid by the
majority equity holders. The difference constitutes a
good proxy for assessing the loss incurred by the major-
ity who does not enjoy private benefits alone anymore.
To avoid this, this latter can decide to acquire some stocks
so0 as to maintain his control on the private benefits. He

or she should be ready to pay 9Eq+(1+x)6'Eq

=(6+6')Eq+1i.e. x=ﬁ

are just shared on the stocks to be bought.

. Here, private benefits

Bl VI. CONCLUSION

This article develops a contingent claim analysis of
private benefits. We observe that when private ben-
efits are contingent, the controlling group holds an
option on private benefits. Simulations highlight the
large benefits they can obtain at the expense of other
stake holders. Some environments are more favourable
than other for private benefits. We can expect the size
of the firm and that of free cash-flows (Jensen, 1986)
to matter as well as the business profile of the firm.
To get an ex ante agreement with all stakeholders, it is
compulsory to limit the size of private benefits so that
the wealth transfers can be accepted, and do not lead
people to leave the financial set up of the firm. Dur-
ing the ex ante discussions the threat of a covenant or
that of a minority’s shareholder activism may be used
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to reach an equilibrium situation, even if controlling
shareholders have the bargaining power. The impact
of private benefits extracted by the controlling share
holder group may be very severe on the default risk
probability of the firm.

A couple of avenues for future research arise at the end of
this paper. The first one is the mixing of the two extreme
cases we consider. Itis clear indeed that most real compa-
nies stand in-between type “B” firms and type “C” firms
in the sense that collusion exists, but reaction in return
exists as well'®. Analysis of the mixed situation is out of
the scope of the current paper but certainly insightful.
“Tunneling” is a second possible and interesting issue
to consider at the end of this paper. Tunneling may be
viewed as an extreme and, maybe a more subtile kind of
private benefits (Anatasov and al. (2010)). Here, control-
ling shareholders loot the firm at their own advantage in
an indirect way. The channel they use to extract benefits
is now possibly outside the company.
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STRATEGIC MANAGEMENT OF PRIVATE BENEFITS IN A CONTINGENT CLAIM FRAMEWORK

Initial Firm’s assets value v, 100
Initial volatility o 30%
Risk-free interest rate r 5%
Block holder’s rights (in % of equity) 0 23
Minority’s rights (in % of equity) 1-96 113
Manager’s fraction of majority block 1-p 10%
Debt maturity T 5
Senior Face Value Fy 50
Junior Face Value Fj 20
Manager’s fraction of junior debt (retirement package) 1-¢ 10%
Manager’s fraction of private benefits 1-7 9% or 1%
Majority equity holder’s fraction of private benefits n 89%
Private benefits in % of the firm’s assets value a, Y Up to 10%
Private benefits occurrence K Upto20%of F' = Fg + F ¥

Given that 1% = y(VT —(F+ K)) l{VT—(

PaK)>0) and the firm’s asset value net of private benefits
K .
X, =V, -7 = VTl{VT<F+K} + (VT vV, + yF)l{VT>F+K} , it should be clear that :
Vi > F+K}={X, > (F+K)}.

Beyond this threshold, both variables are the same (meaning that they reach that value in the same way), afterwards they differ
only by their sensitivity with respect to the underlying process. If this is not clear, notice that:

Vis F K} ={(1=9)Vp > (1=9)(F+ K)} = {(1-v)Vp +y(F+ K) > (F+ K)} = { X, > (F+ K)|
The total equity at time 7", which is defined on the firm’s assets value net of private benefits is now

(X - F] =(Xp -F)y

- (X7 - F)l{

Xp>F}

FeK>XpsF) * (XT - )1{XT>F+K}

Xp=Vyon{F+K>X>F}
= (VT - F)I{F+K>VT>F} + (VT ‘Y(VT - (F+ K)) - F)l{VT>F+K}
= (VT - F) 1{F+K>VT>F} + (VT - F)l{VT>F+K} - Y(VT - (F+ K))l{VT>F+K}
[x,-F] [Xp-(F+K)]

=[Vp-F] =y[Vp - (F+ K)]+
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