On Weighted Voting Rights
" IR SRR | Ry — L EE

by
Lawrence J. Lau (Z[&2)

Working Paper No. 26
b7E S e TIN5k

December 2014
—E-UE+"H

Institute of Global Economics and Finance
The Chinese University of Hong Kong
13/F, Cheng Yu Tung Building, 12 Chak Cheung Street, Shatin, Hong Kong



Acknowledgements

]
—

The Institute of Global Economics and Finance is grateful to the following
individuals and organizations for their generous donations and sponsorship
(in alphabetical order):

Donors
Johnson Cha BCT Financial Limited
Vincent H.C. Cheng Hang Lung Properties Limited
Fred Hu Zuliu Henderson Land Development Co. Ltd.
Lau Chor Tak and Lau Chan So Har Lau Chor Tak Foundation Limited
Lawrence J. Lau Sun Hung Kai Properties Ltd.

The Bank of East Asia, Limited

The Hongkong and Shanghai Banking Corporation Limited

Programme Supporters

C.K. Chow Bangkok Bank Public Co Ltd
Alvin Chua Bank of China Limited - Phnom Penh Branch
Fang Fang Bei Shan Tang Foundation
Eddy Fong China Development Bank
Victor K. Fung China Soft Capital
Wei Bo Li HOPU Investment Management Co Ltd
K.L. Wong Industrial and Commercial Bank of China - Phnom Penh Branch

King Link Holding Limited
Sun Wah Group
The Santander-K Foundation

UnionPay International

LT
—



EERERE R R R Lo B DL 1R B A R R I R E R
FEBAHSRE (BT EIEF) -

iz
R HREs SR A TR A E]
LIINEE e E AR E]
LEEEPAY TERIJREHE AR A E]
BB R BIBRERE B R SAIRAE]
Bl HTISEI PE R AR A E]
Rurff T AIRAE]
&8 EEE ST AIRAE
TEETE B AR
IGLVNES BROIRTT
SR PESR T =TT
Ve JoE A
Tk BB ERTT
K Sl
PR ERE R E A
EUEZEN R TSR T B 1T
GFEERATRAE]
HrEEEE

The Santander-K Foundation

BRI B




On Weighted Voting Rights

Lawrence J. Lau”

December 2014

1. Introduction

Recently Alibaba went public on the New York Stock Exchange, in one of the
largest Initial Public Offerings (IPOs) ever. Alibaba could have made its IPO on the
Hong Kong Stock Exchange (HKSE), but its application was rejected by the Listing
Committee of the HKSE. Alibaba wanted to have weighted voting rights granted to a
group of its founders, led by Mr. Jack Ma, its Executive Chairman, so that they could
continue to maintain control of the company even though they collectively did not
own a majority of the shares. While there are existing listed companies on the HKSE
that have weighted voting rights arrangements, no new listing of companies with
weighted voting rights have been approved in recent years. However, weighted
voting rights are not uncommon on other stock exchanges, for example, the Dow
Jones Company and Ford Motor Company have (or at least used to have) weighted
voting rights arrangements for their respective founding family shareholders, as does
Alibaba, on the New York Stock Exchange.

What is the principal argument against weighted voting rights in publicly
listed companies? It is supposedly based on the concept of equality: every share
should be entitled to identical rights, including voting rights in any decision of the
company that requires shareholder approval, for example, in the election of the
members of the board of directors. Having only one single class of stock also has the
advantage of simplicity. However, identical treatment is not necessarily the same as
fair or equitable treatment, or even in the best interests of the majority of the
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shareholders, as different investors and shareholders may have different
circumstances, interests and needs. These differences are often recognised in actual
practice. For example, preferred shares have different privileges and voting rights
from ordinary common shares. For another example, the controlling shareholder(s) of
a company often must abstain from voting on certain issues. There are circumstances
under which weighted voting rights can be shown to be in the best interests of the

company and its shareholders.

2. Family-Controlled Firms and Weighted Voting Rights

The most common occurrence of weighted voting rights is in companies in
which there is a controlling shareholder, usually the founder of the company. The
controlling shareholder and his or her family may not own a majority of the shares
outstanding, but desire to control or continue to control the company. A weighted
voting rights arrangement will allow the controlling shareholder and his or her family
to do so, without having to own a majority of the shares. There are of course other,
mostly less transparent, ways of achieving the same result. For example, the founder
could form a holding company that owns 51% of the outstanding shares of the
company he founded, and then in turn sell 49% of this new holding company to other
investors. By controlling the new holding company which in turns controls 51% of
the original company, the founder then effectively has majority control over the
company he founded. But the cost to him personally is only a little more than 25% of
the shares of the original company. The cost could in principle be further reduced to a
little more than 12.5% by forming another holding company above the new holding
company.

Family-controlled companies have certain advantages over companies in
which there is no large shareholder but are controlled and managed by professional
managers with little ownership interests of their own in the company. In family-
controlled companies, the manager is also a substantial owner, so that there is no
conflict of interest between the manager and the owner and by extension between the
manager and other shareholders. If the manager makes money for the company, not
only does he benefit, but every shareholder also benefits. There is no incentive
incompatibility problem. Moreover, the owner-manager is likely to have a much



longer time horizon, plans long-term, and is not subject to moral hazard. A purely
professional manager with little or no ownership interests may be more likely to focus
on short-term quick gains and more cosmetic improvements and defer needed
maintenance. In addition, a purely professional manager may take much higher risks
because he or she will be able to share significantly in any gains but will not have to

bear any losses, which will be assumed by the owners.

However, in any company with a controlling shareholder also acting as the
manager, the connected transactions, that is, transactions between the controlling
shareholder and the company he or she manages, must be carefully monitored to
prevent the controlling shareholder from taking advantage of the other shareholders.
For example, the controlling shareholder may buy assets from the company at below
market prices and sell assets to the company at above market prices. That is why in
publicly listed companies, connected transactions must be approved by a special vote
of the shareholders, in which the controlling shareholder has no right to vote. In
addition, there are provisions for the ordinary shareholders to have independent

financial advisors paid for by the companies.

It is natural for the founders of successful companies to want to prolong and
perhaps perpetuate the control of their companies, even as their companies go public.
To have reached the IPO stage, they must have been quite successful—they must have
been doing something right. They may have a long-term plan or a long-term vision
for their companies that they would like to continue to execute and realise. They
would therefore like to stay on to fulfill their dream. They want the assurance of such
an opportunity and that is why they would like to have weighted voting rights

arrangements for the shares they own in their companies as they go public.

3. How Weighted Voting Rights May Benefit Shareholders

On the basis of the proven records of the founders of these companies, it is
possible that the investors and potential investors may also want these controlling
shareholder(s) to continue to control the company and to try to induce them to do so
by making their control more certain and permanent even if they no longer own the
majority of the shares. One of the worst fears that many investors and potential

investors in the shares of a new IPO have is that the founder will leave the company



as soon as the lock-up period is over. Another fear is that the company may be taken
over by someone else from the founder(s). They would prefer some assurance that
the founder(s) will have both the commitment and the incentive to stay on to further

develop and grow the company.

One way to accomplish this is to give greater voting power to the shares
owned by the founder(s) or controlling shareholder(s). For a purely hypothetical
example, if Mr. Steve Jobs were still alive, Apple shareholders might well want to
give his shares much greater voting power so that both he and the shareholders could
be more certain that he would continue to run the affairs of Apple indefinitely. Apple
shareholders might actually prefer to have Mr. Jobs make all the major decisions of
the company. Giving a controlling shareholder or shareholder group great voting
power is a form of pre-commitment on the part of the other shareholders.

There is actually nothing inherently unfair about a publicly listed company
having different shares with different voting powers provided there is full and
complete disclosure from the very beginning, from the time of the IPO. Investors
who see value in the weighted voting rights arrangement will invest in the shares.
Investors who dislike the weighted voting rights arrangement will not invest in the

shares. There will be self-selection among the potential investors.

With weighted voting rights, while the controlling shareholder(s) may not own
a majority of the shares of the company, they nevertheless will own a significant
percentage of the shares, which is also likely to constitute a large percentage of their
own net worth. Their interests and the company's interests are therefore aligned. If
their company makes money, they make money; if their company loses money, they
lose money. By working in their own interests, they benefit the company and the

other shareholders as well, and vice versa.

But as in the case of a company that is majority family-owned and -controlled
discussed above, the connected transactions between the company and the shareholder
group with the extra voting power must also be very carefully monitored to make sure
that the other shareholders are treated fairly. This is the responsibility of the
independent directors of the company and their independent financial advisers. The

same rules that apply to controlling majority shareholder(s) of publicly listed



companies should also apply to the shareholder(s) exercising control through
weighted voting rights even though they may own only a minority of the outstanding

shares.

4. Balance between Greater Voting Power and Greater Responsibilities

The more important concept to be considered is that the extra privileges
granted to the controlling shareholder(s) in the form of greater voting power should
also come with extra obligations. This controlling group of shareholders must
commit, in turn, to be long-term holders of the shares in the company. Thus, they
should not be allowed to sell, or pledge as collateral, or otherwise engage in derivative
transactions effectively equivalent to selling (e.g., buying a put option on the shares of
the company) with any of their shares, without giving significant prior public notice.
A significant pre-sale waiting period, for example three to six months, should be
required. This will allow the ordinary shareholders the time to consider whether they
should sell before the controlling shareholder group does or continue to hold their
shares.

Moreover, once any of the shares is actually or "constructively” sold or
transferred, the greater voting power feature should automatically lapse, not only from
the share(s) sold or transferred, but also from all the shares of the controlling group.
The new owners of these shares will have the same rights as any other ordinary
shareholder, no more, no less. If the new owner(s) would like to have greater voting
power in the same way as the previous owners, they would require the explicit
approval, perhaps by a super-majority, in a general meeting of the shareholders in
which all the ordinary common shares will have the right to vote but not the shares of

the new owner(s) desiring greater voting power for their shares.

5. Concluding Remarks

I believe it is time for the HKSE to revisit the issue of weighted voting rights
in companies planning to do an IPO in Hong Kong. Investors can and should be
given a choice to invest in a company controlled by a group of minority shareholders
with long-term commitments in the company, because they may believe the group to
be more able and more dedicated, and the company will be more stable and perform



better in the long run as a result. Full and complete disclosure is the key—investors
should buy the shares of this company with their eyes wide open, knowing full well
that control will be vested in a small group of minority shareholders. However, the
additional responsibilities to be imposed on the shareholder group granted greater
voting power and the safeguards for the other ordinary shareholders as discussed in

Section 4 above should be instituted.

China is now entering a period in which there are many new successful
companies controlled and run by first-generation founder-owner-managers. It may be
in their interests as well as potential shareholders' interests for them to remain in
control so that they have the commitment and incentive to continue to develop and
grow their companies after their IPOs. The HKSE will lose out on these IPOs if it
does not modify its rules to allow weighted voting rights so that the different and

diverse needs of potential investors can be served in different ways.
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