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This Article offers a new understanding of concentrated ownership—
the prevalent form of corporate ownership around the world—by
developing a framework for evaluating many corporate ownership patterns
and exploring its legal and economic implications. The predominant view
within legal and economic scholarship contends that controlling
shareholders’ incentive for holding a control block is their desire to extract
private benefits of control. Our analysis, however, shows that corporate
control is valuable for entrepreneurs wishing to secure the idiosyncratic
value that they ascribe to their business idea. Specifically, we demonstrate
that the controlling-shareholder ownership structure can be explained as
an allocation of control and cash-flow rights balancing the controller’s
freedom to pursue idiosyncratic value against minority shareholders’ need
for protection from agency costs.
The idiosyncratic-value/agency-cost framework provides new insights
for both theory and doctrine. As a matter of theory, we question the view
that private benefits of control are vital for controlling shareholders, that
improved monitoring explains the controlling-shareholder structure, and
that the size of control premiums is a good proxy for the quality of investor
protection. As a matter of doctrine, we explore some key features of
corporate law for publicly-traded firms with controlling shareholders, and
illustrate how corporate law doctrines are shaped, and should be shaped,
by the inevitable tension between the controller’s need to secure
idiosyncratic value and minority protection from agency costs. While the
corporate law literature has focused solely on minority shareholders’
protection we show that an equally important focus should be given to
controllers’ rights.
INTRODUCTION
Suppose you ask someone “What is a bicycle?” And he answers: “A
vehicle. And if you use one you can fall down and injure your head. You
better wear a helmet.” Clearly, this answer is incomplete as it describes an
object through its pathology while largely neglecting its key features and
functionality. In this Article, we argue that the academic literature on
concentrated ownership presents a similar shortcoming.1
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Concentrated ownership is the predominant ownership structure of
public companies around the world,2 with a substantial presence in the
United States.3 In this structure, a person or entity—the controlling
shareholder—holds an effective majority of the firm’s voting and equity
rights.4 Unlike diversified minority shareholders, a controlling shareholder
typically shoulders the costs of being largely undiversified and illiquid.5
Why then does she hold the block?6
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The prevailing answer to this fundamental question alludes to agency
costs, i.e., the availability of “private benefits of control.”7 The controlling
shareholder can use her dominant position to consume private benefits at
the expense of minority shareholders.8 She can, for example, enter into selfdealing transactions,9 engage in tunneling,10 employ family members, and
boost her ego and social status through her influence on corporate
decisions.11
With private benefits commonly perceived as a precondition inducing
concentrated ownership, it is not surprising that this ownership structure is
often frowned upon.12 Empirical studies have reinforced further the
negative view associating concentrated ownership with unsavory business
practices. Economists have shown that concentrated ownership is more
7
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widespread in countries that provide minority shareholders with weak legal
protection,13 and that the size of control premiums—the difference between
the price for shares in a control block and the market price of the minority
shares—correlates inversely with the quality of corporate law, i.e., control
premiums in so-called bad-law countries are higher than in good-law
countries.14
Others have avoided this dark view and offered a positive, more
balanced view of concentrated ownership: Controllers play a constructive
governance role, as their substantial equity investment encourages them to
monitor management more effectively than imperfect markets.15 This
positive view suggests that, in addition to illiquidity and reduced
diversification, controllers incur the cost of monitoring managers.
Consequently, this view arrives at the conclusion that some optimal level of
private benefits of control should be permitted to incentivize controlling
shareholders to hold a control block.16 Put differently, this approach
perceives (optimal) private benefits as an appropriate reward for holding a
control block.
13
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The characterization of controlling shareholders as either induced or
rewarded by private benefits of control is troubling. On the one hand, is it
really the case that most controlling shareholders around the world are
dishonest and therefore incentivized to hold control by the prospect of
exploiting loopholes in minority protection? On the other hand, should
investors, courts, and lawmakers indeed tolerate some level of minority
expropriation in order to incentivize controlling shareholders to monitor
management?
This Article offers a new understanding of concentrated ownership.
Control matters for entrepreneurs because it allows them to pursue their
business idea in whatever manner they see fit, thereby securing their ability
to capture the idiosyncratic value that they attach to their unique ability to
execute their business idea. Importantly, when the entrepreneur’s
idiosyncratic value is ultimately realized, it will be distributed pro-rata to
all investors. Under our theory, controllers are motivated to hold control by
their desire to increase the pie’s size (pursue idiosyncratic value) rather
than dictate the pie’s distribution (consume private benefits). The
controller’s consumption of private benefits is merely the pathology of
holding control. The controller in our framework does not rely on selfdealing, or other forms of inequitable distributions, to capture an
appropriate return on her investment and effort.
As a starting point we use the financial-contracting literature which
studies the manner in which entrepreneurs and those who provide financing
(investors) allocate control and cash-flow rights.17 We show that when
allocating these rights the parties must address an inherent tension between
the entrepreneur’s pursuit of idiosyncratic value and investors’ need for
protection against agency costs. Both control and cash-flow rights affect
entrepreneur’s ability to pursue idiosyncratic value and exploit agency
costs. For instance, granting more control rights to the entrepreneur will
increase her ability to pursue idiosyncratic value but will also increase
investors’ exposure to agency costs. Against this background, we show that
specific ownership structures represent different allocations of those rights
to address the tension between idiosyncratic value and agency costs.
We further show that ownership structures are located on a spectrum.
On one end lies dispersed ownership where the contestability of control
curtails the entrepreneur's ability to secure idiosyncratic value. On the other
end of the spectrum lies the dual-class share structure where the
entrepreneur's uncontestable control allows her to pursue idiosyncratic
value without necessarily holding substantial cash-flow rights.
Concentrated ownership—where the entrepreneur must hold substantial
fraction of cash-flow rights to secure her ability to pursue idiosyncratic
value—is located in between these poles. Concentrated ownership is a
17

See Oliver Hart, Financial Contracting, 39 J. ECON. LIT. 1079, 1079 (2001)
(“[F]inancial contracting can be described as the theory of what kind of deals are
made between financiers and those who need financing.”).

6

contracting device that allows the controller to pursue idiosyncratic value
while reducing minority shareholders’ exposure to agency costs (due to the
considerable share of cash-flow rights). The controlling shareholder is
willing to bear the costs of holding a large block of shares in exchange for
gaining uncontestable control, which allows her, through the pursuit of
idiosyncratic value, to generate an appropriate return on her investment and
effort while complying with the pro-rata distribution rule.
The best illustration of our framework is the story of Henry Ford. Ford
did not invent the automobile nor did he own any valuable intellectual
property in the technology. He was competing with hundreds of other
entrepreneurs attempting to create a “horseless carriage.” Ford, however,
had a unique vision regarding car production. The first firm that he
founded, the Detroit Automobile Company, was controlled by investors.
While Ford’s investors demanded that cars be immediately produced and
sold, Ford insisted on perfecting car design prior to production, leading to
delays, frustration on both sides, and the eventual shutdown of the firm by
the investors.18 Ford’s second attempt, the Henry Ford Company, was also
controlled by investors. After designing a car, Ford did not move the design
directly into production, resisting the investors’ pressure and interference.
Eventually, his obstinacy led to the investors replacing Ford with Henry
Leland, changing the company name to the Cadillac Automobile Company,
and producing the car designed by Ford with great success.19
In his third attempt, the Ford Motor Company, Ford insisted on
retaining control. This time, with no outside investor interference, Ford
transformed his ideas for car design and production (his idiosyncratic
value) into one of the great corporate success stories of all time.20 Finally,
with yet another move along the spectrum of ownership structures, Ford’s
grandson, Henry II, took the corporation public in 1956 with a dual-class
share structure, making sure that control stayed with the Ford family to this
day.21
Our argument unfolds as follows. In Part I, we set up the financialcontracting framework for corporate investments and use it to analyze the
building blocks of the paradigmatic contract between entrepreneurs and
investors. We identify the entrepreneurs’ idiosyncratic value as an
important source of asymmetric information that exacerbates agency costs
between the parties. We then show that investors and entrepreneurs can use
different allocations of cash-flow and control rights to contain those agency
costs while preserving idiosyncratic value.
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In Part II, we analyze a range of corporate ownership structures:
dispersed ownership, dual-class shares, and concentrated ownership. We
explain how each of these governance structures balances idiosyncratic
value against agency costs. We also explain how the controlling
shareholder structure fits within this framework.
In part III, we present the implications of our financial contracting
framework for corporate theory. We challenge both the contention that it is
private benefits that induce controlling shareholder to make the requisite
equity investment, and the competing view that improved-monitoring
explains the controlling-shareholder structure. In this Part we also question
the common view that the size of the control premium is indicative of the
quality of investor protection.22
In Part IV, we outline the corporate law implications of our financialcontracting framework. Unlike the existing corporate law literature that
focuses solely on protecting the minority from agency costs, our framework
requires lawmakers and courts to balance minority protection against
controllers’ rights to secure idiosyncratic value. We also show that
corporate law should assign a property-rule protection to controlling
shareholders’ rights and a liability-rule protection to minority
shareholders.23
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