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Abstract

This paper examines, in an innovative way as compared to the literature on the subject, “whether, how and under
what conditions” certain technical devices, such as so-called “loyalty bonuses,” devised to increase the holding
period of shares, can effectively reach their goal of countering the short-termist tendency involved in company
investment decisions. This trend is an expression of compliance toward the current short-termism of the financial
market as evidenced by the enormous shortening of the average share-holding period. This is not a recent
phenomenon but it becomes more marked in times of crisis. Thus many projects, although functional to a
company’s competitiveness, are rejected simply because of their deferred profitability and therefore
incompatibility with the short market horizon, more focused on results emerging from quarterly reports than on a
company’s long-term choices for business development. If the market is unable to immediately and adequately
incorporate into prices the benefits from deferred returns, shareholders can equally obtain them if they remain
durably connected with the company, but this choice must be encouraged by appropriate incentives. The loyalty
bonus may be useful for this purpose and for long-term company interests, because it contributes to a better
alignment of shareholders’ expectations with a more long-term vision in investment strategy. However the bonus,
rather than involving the minority shareholders in the enterprise’s “mission,” often degenerates into a Control
Enhancing Mechanism, though with unusual effects, among which a situation of “captivity” for all shareholders,
even and especially the majority shareholders. In any case the utility of the bonus can occur, especially in less
efficient markets. In a fully efficient market it could be harmful.

Keywords: agency problem, control enhancing mechanism, corporate ownership, long-termism, loyalty bonus,
market inefficiency, project selection

1. Introduction

The purpose of this paper is to verify whether a purely technical expedient such as the loyalty bonus on shares
held continuously by the same shareholder for a predetermined minimum period can produce a renewed balance
in the process of selecting business projects, currently positioned excessively on the prospect of a short payback
period. At the root of this distorted situation I suppose there is mostly a repercussion on the investors’ sensitivity
to risk over the increased uncertainty of macroeconomic scenarios, in close interaction with financial ones. This
uncertainty, which is functional only to financial speculation, generates a widespread shift toward short-term
investment preferences in most small investors because of their inadequate interpretation of the more complex
situation, which causes them to see in the long term in itself an independent source of unquantifiable risk. This
heightened uncertainty of scenarios combines with traditional elements of uncertainty that are connected to the
agency problem.

In this situation the investment horizon of shareholders tends to shrink a great deal, and the criteria for evaluating
the advantages of staying with one company or switching to another are today founded largely on comparing
their respective quarterly reports rather than on the company’s prospects of maintaining competitive conditions.
In this way, the shortening of the horizon of a growing number of shareholders (minority shareholders who
clearly are the ones that bolster the “floating”) exerts similar shortening pressure of the time horizon of the
investment choices of those companies that fear the consequences of the decline of the courses (more expensive
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fund raising, greater exposure to the risk of hostile takeovers), due to the exit of disappointed shareholders.
Paradoxically, the fear generated by the uncertainty of the scenarios can also compress innovative long-term
investments that are often those best able to sustain a company’s competitiveness in such scenarios but whose
deferred income cannot contribute to supporting its short-term income.

Thus companies are in the unhappy situation of making a choice among the following alternatives:

A. A physiological process of selecting projects whose long-term part is quantitatively and qualitatively
compatible with the objective of a sustainable development of the company over time but not with investors’
expectations, causing a reduction in the market price of shares.

B. A project selection process that is closer to the short-term perspective of the market but not to the guidelines
of'a company’s sustainable development, thereby reducing its competitiveness.

C. Delisting as a way to avoid any market disadvantage. In this case, however, it is the fund raising of the
enterprise that may be penalized.

Is there an alternative to these three options, all of which are penalizing? It doesn’t seem so. Instead the
following compromise has seemed rational to many operators: opting for choice A but with some form of
compensation to shareholders to induce them to remain in the company. The compensation lies in an award
dependent on shareholder loyalty attested by a prior and uninterrupted continuity of the share in the hands of a
single shareholder, at least for a defined period of time. This condition of a prior “loyalty period” is absolutely
crucial in this research. Other crucial questions arise as to the subsequent maintenance of this loyalty, with
different solutions from one type of bonus to another. The target of these bonuses is generally the group of small,
usually “silent” and fairly stable (especially in the past, much less nowadays) shareholders, along with some type
of institutional investors managing “patient” capital. Instead, it is very unlikely that such bonuses can attract the
interest of speculators.

Obviously, the success of any type of bonus loyalty is largely influenced by the way it is structured, which in
turn depends on the particular objectives that the company (actually the agent) pursues. In this regard the real
intention of the agent may be not to hold onto the shareholders to avoid the negative consequences of excessive
“exits” but rather to obtain an albeit masked control enhancing mechanism. Therefore numerous questions arise
about the ostensive purposes and the actual ones of the bonus and its connection to the interests of a portion of
the shareholders, rather than to those of all the shareholders. The range of these issues is therefore very broad
and can be summarized in the following paragraphs.

What are the bonus structures most likely to achieve the purpose of holding onto shareholders? Does the bonus
simply aim at inducing investors to keep their shares for a longer time? Is the longer holding period in itself
sufficient to arouse in shareholders any real interest in innovative investments with deferred returns? Or to
achieve this do we rather need a more complex turnaround in investor preferences, in particular is it necessary to
shift from a psychology of occasional investors to that of a member of a community that shares in the general
long-term project that is the company itself? And so will investors appreciate the individual projects, each with
its own timing of returns whose function is to contribute to this single general project? And are the current bonus
types consistent with this aim of greater convergence of all or most of the shareholders onto this overall project
or do some or all of the current bonuses function as Control Enhancing Mechanisms that worsen the agency
problem and deepen the rift between majority and minority shareholders? And does this degeneration of the
purposes of the bonus necessarily jeopardize the aim of halting the decline of long-termism in the choices of
company projects?

This research will try to find convincing answers to these questions by analyzing the very logical basis
underlying the loyalty bonus and also, through a comparative analysis of the positive and negative aspects of
different types of bonuses. The focus will be on both economic type bonuses, in particular the recent Bolton and
Samama bonus model that has sparked new discussions and expectations, and on the classic French model,
recently revised, based on an increased vote. However, other possible types of bonus will also be considered and
their ability to play an alternative role will be tested.

The analysis that follows is based on a qualitative method and is structured according to the following set of
arguments.

Section two will deal with phenomena that are at the root of growing market short-termism and related
influences on the selection of company investments. In section three our analysis will focus on empirical means,
and specifically on loyalty bonuses, which are designed to counter short-termism. Subsequently, in section four,
we will analyze the central point: whether some type of bonus can reduce short-termism as well as the agency
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problem as joint conditions for promoting a participative company spirit, in line with Hirschman’s ideas. As this
section will show, although the purpose of a greater long-termism in governance can be achieved with at least
one bonus, the French type, and with it an increased long-termism in the selection of investment projects, the
way to achieve these goals is often overturned with respect to what is necessary for achieving the initial declared
intent of the bonus, which is to promote a more massive involvement of shareholders in the company’s mission.
Moreover, as becomes clear in the conclusions, the bonus can mitigate the effects of irrational market behavior,
while it would be useless, if not harmful, in a very efficient market.

2. At the Roots of Increased Short-Termism in the Selection of Company Projects: Emerging Issues and
Responses in the Literature and in Operational Practice

The statistics about on the average holding period in the major stock markets are all the more significant. If we
take the NYSE (New York Stock Exchange Group Turnover, 2016) under review, they tell us that:

a) there was a strong growth from the mid-1920’s to the beginning of World War II (from a few months to almost
12 years),

b) a collapse of up to about four years during wartime,

¢) a subsequent recovery from the end of the war and until the mid-1960’s (with oscillating average of around six
and a half years),

d) a subsequent decline from the mid-1960’s until 2008-2009 (period of peak intensity of the economic crisis),
with a minimum point of less than 1 year and a subsequent recovery in recent years, but without touching two
years.

According to Cullen Roche (2015), this does not seem attributable to a decline in the stock return on investment,
but to a higher tax burden and commissions. But it seems intuitive that other causes have had great weight and in
particular, in my opinion, greater investor sensitivity to market turbulence factors, wars in particular, but also all
political and economic events with global impact or very drawn out. Since the mid-1960’s all the opportunities
and risks related to the acceleration of technological innovation have made themselves felt, increasing both
expectations and fears among investors. And therefore an ideal historical period for speculators but not for
ordinary investors, especially when small. Some of these do not want to delegate the investment of their capital
to institutional investors but want to handle it independently. However, the know-how of these investors (Rashes,
2001) is generally too limited to interpret complex situations arising from changes in the macro-economic and
financial scenarios and their repercussions on the specific situations of the various productive sectors and
individual companies. In such a situation they cannot quantify a risk since for them it has degenerated into
uncertainty (Knight, 1921). This uncertainty arising from an external source combines with uncertainties that are
present in the company and are mainly due to the informational asymmetries that penalize these shareholders as
opposed to the majority shareholders. A way out of this situation, except of course for the sale of shares and the
total abandonment of this type of investment, has been identified, as usually happens in these cases, in a distinct
shortening of the time horizon of investment. Thus the advantage of choosing one company over another is
based on a comparison of their results as documented in quarterly reports. This stimulates strong competition
among companies over short-term results to avoid penalties in stock prices that would involve increased risks of
takeover and greater fund-raising expenses. To achieve the aim of countering excessive migration of minority
shareholders (the majority ones are of course firmly tied to the company), both inexpert small shareholders and
also institutional investors, even projects that are advantageous for the purpose of durable creation of value for
the company may be rejected (Graham et al., 2005) if their returns are deferred and therefore useless for
supporting short-term results. As Shefrin (2007) observes, given that the market reacts negatively when an
enterprise does not maintain its standard of short-term gains, more than half of the managers are willing to
sacrifice long-term investments even if useful for developing the enterprise, if they involve sacrifices, albeit
temporary, of this standard. Such “earning guidance” behavior (Cervellati et al., 2007) is in direct conflict with a
company’s long-term interests, which, in a context of increased competition, require investments (as for R&D
expenses) often characterized by deferred and more uncertain returns. Only for certain industries and for certain
very high obsolescence lines of production it is sometimes possible and advantageous for a company to focus on
investments with a very short pay-back period. In most cases investments for long-term development have
deferred returns. Thus only companies that have a portfolio of such investments sufficiently large to allow for a
varied combination of delayed returns can get a payment from these returns sufficient to maintain the current
earnings standard. Not other companies, for whom a massive investment with deferred returns can be
appreciated only by shareholders who retain long-term ownership of their shares, as in the case of majority
shareholders, but not unstable shareholders, who represent a very large quota of total minority shareholding. For
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these there would in fact be no benefits, unless the market is not efficient enough to immediately and accurately
anticipate in the courses the likely positive effects those long-term investments will have for the company. But
such immediacy and precision are certainly rare in a real context. Thus the execution of long-term investments
without a concomitant decline in the market price from an exit increase requires a reorientation of the time
preferences of those shareholders, with a lengthening of their time horizon, based on the essential concept that a
company itself is a long-term project. Ultimately, every shareholder should share this general plan and accept
that individual projects are consistent with it. But how can small shareholders be persuaded to overcome their
shortsightedness?

Scholars and operators have for some time sought to cope with this problem by linking the possible solutions to
robust theoretical systems to the broader issue of governance of social organizations, including commercial
companies. This link is evident in Hirschman’s theory of 1970, aimed at demonstrating the usefulness of
involving minority members in a more active sharing of the missions of these organizations, and which it gave
rise to a series of studies and interpretations (Hirschman, 1993; Allen, 2014; Fox, 2012). Obviously the call for a
greater activism is addressed to shareholders who are silent at or absent from annual meetings, and certainly not
to the already active minority shareholders, and especially institutional investors, who need no stimulus to
become active (Wallace, 2012). The problem is to make clear that it is in the general interest of the company and
therefore in the particular interest of every shareholder to abstain from maximizing their short-term returns in
favor of a more than proportional maintainment and increase of medium or long term returns. This problem is
not easy to solve, in companies with both widespread and concentrated ownership. Moreover, especially in
public companies, even agents/managers, who formerly were inclined to strengthen their position by sponsoring
a sustainable development of enterprises, are now more inclined to allow deviations from the physiological
criteria of business management, since they have obtained incentives that are proportionate to short-term
company performance. Which is why this practice should be inverted in order to stop this dangerous
convergence of shortsighted interests of managers and the market.

However, the increased sensitivity to short-term returns is not exclusive to public companies. Even in companies
with concentrated ownership the agent (in this case the majority shareholders) hold in high regard the demands
for documented short-term returns as a condition for obtaining quarterly consensus, especially if its control over
the company is not particularly strong. Of course, all these problems would not exist if the market were perfect
in evaluating prospective earnings, whatever their timing, as Modigliani-Miller have established as the basic
condition of their famous propositions. Capital gains and sacrifices on dividends would find perfect
compensation. But in imperfect real markets, and the more so the further they are from this condition, investors
cannot understand the reason for low dividends for any given time. They are unsure about both the incorporation
in the prices of the future benefits of long-term investments and the equitable distribution of possibly creating
value in proportion to a capital share of each shareholder, given the widespread practice by the group in
command of extracting private benefits.

To reduce this problem (its complete elimination would be utopian), in line with Hirschman’s thought, an
appropriate way seems to be to give shareholders who are in principal position the opportunity to obtain
compensation for a longer stay in the company, so that they become “naturally” more likely to consider the
company’s long-term interest, thus overcoming their current short-sightedness. In this regard two main
guidelines have been identified in the literature and in practice. The first is to give the silent shareholders the
means to participate more actively and with their own “voice” in the company, and especially in meetings where
the effectiveness of the management and guidelines of overall company governance are discussed and evaluated.
In this way these shareholders will be able to reduce some of the informational asymmetries that by themselves
add further uncertainty to the already significant and irreducible ones of the general scenario. The second is of an
economic nature and therefore rests on the assumption that there is a certain component of the ownership
minority which is willing to endure temporary sacrifices on dividends in exchange not for generic deferred
benefits but for precise multiplicative mechanisms of them, even if adventitious.

As to both of these possible ways out of the trap of a systematic and oppressive short-termism operators and
scholars have devised a number of technical solutions for making it advantageous for shareholders to lengthen
their share-holding period.

3. Empirical Tools to Counter Short-Termism with Incentives Aimed at Extending the Share-Holding
Period

Both of the above considered guidelines are theoretically designed to create, albeit in different ways and with a
different emphasis, a new spirit of participation in the life and governance of a company by minority
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shareholders, very different not only from that of speculators but also from that of an occasional investor and
even from the typical silent and yet stable enough shareholder of today.

The practical realization of this idealistic vision, certainly close to Hirschman’s thought, is by way, with the
exception of the figure of the speculator, by nature averse to remaining long in any company, of lengthening the
ownership period of the shares, as the most natural way for the shareholders to develop a genuine interest in
long-period returns. In turn, the lengthening of this period comes about by reducing uncertainty in the company’s
outer and inner environment, and since no company, however large, can by itself reduce its systemic risk
scenario, the question comes down to identifying ways to reduce at least the internal obstacles to the company.
The main obstacles, linked among them, are:

a) informational asymmetries that penalize the principal;

b) differences between the return for the agent and for the principal, since the former can appropriate various
private benefits and gets a premium for the control if he sells his package.

The tools for achieving a partial reduction of these internal elements have been identified by operators and
scholars as loyalty bonuses that can be configured in various ways, depending on the purpose one wishes to
pursue, namely reducing the obstacle of point a) or point b). But it is also possible that with the same instrument
one wishes to pursue entirely different aims.

As for point a), whereas asymmetric information is a natural consequence of the division between agent and
principal, the bonus is structured in such a way as to give the minority shareholder a stronger “voice” in
participating in both ordinary and extraordinary company assemblies. These assemblies are in fact the typical
place where small shareholders can express their agreement or dissent about the operations of management, but
generally in large part they desert these assemblies because they are resigned to the idea that at the end of the day
their vote would be entirely irrelevant to the decisions to be made. A not unfounded opinion, seeing that, even if
their shares were on the whole more numerous than those of the command group, in any case they would have a
much lesser weight than the latter in shareholder decisions, since small shareholders are generally in large part
scattered and unconnected while the command group is compact and united. However, active participation at the
meetings is a way of establishing embryonic connections and combinations, and for gaining information that
reduces informational asymmetries.

A bonus that allows an effective voice even for minority shareholders can be a wakeup call that can actually
incentivize such active participation. Of course, the greater the reduction of asymmetries that follow, the smaller
the pressures for short-term results will become. But even the extraction of private benefits by the agent will
become smaller, as will his discretionary power over the company. And since it is the agent who effectively
orients the decisions about the bonus, this will obviously be structured for the purpose of promoting the loyalty
of minority shareholders to the extent of avoiding substantial damage to the agent. Thus this instrument has clear
limits for involving minority shareholders in any real participation in company decisions, as in Hirschman’s
thought. Its only usefulness is to reduce the exit of minority shareholders who are psychologically more sensitive
to unusual attention toward them by the company. On the other hand, a distinction between minority and
majority shareholders is inherent to all democratic social organizations, including corporations. The only thing to
do is to seek a trade-off between the conflicting interests of the two areas of shareholders in a shared assessment
of the damage the company may suffer from both an excessive short-termism and a severe agency problem.

The second guideline of the bonus structure, the one based on an economic award, has a broader range of
purposes and applications. The bonus can be of various kinds, even combined in appropriate forms. However,
these bonuses too can involve an issue of inadequate alignment between the interests of majority and minority
shareholders, or an inconsistency of the bonus structure in regard to targets.

4. The Most Significant Types of Loyalty Bonus: Solutions to the Problem of Short-Termism or Causes of
New and Bigger Problems?

So far, of the different types of bonuses that have been developed, only one has become widespread but
concentrated mainly in one country, France, at least until 2014, when it began to spread to Italy as well,
following an amendment to its Corporate Governance Code. This type of bonus, which we shall call for short the
“French bonus,” is meant to achieve only the above-mentioned objective a), since it focuses only on a
predetermined increase in voting rights. The voting increase is given to a share that has been continuously held
by the same shareholder for a predetermined period, on condition that in case of a subsequent sale of the share
the bonus immediately expires, by which the share reverts to a single vote. The vote increase can vary in size,
from a fraction to a multiple of the previous single vote per share (Dallas, 2011), without subsequent increases
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over time. This type of bonus has aroused great interest and lively debate in France and Italy, while it has been
rather neglected elsewhere, especially in countries with an Anglo-Saxon financial culture, typically tied to the
“one share, one vote” principle (Moore & Gillyon, 2015), which is clearly overturned when the vote is enhanced
(Adams & Ferreira, 2008; Linciano, 2014; Burkart & Lee, 2008; De Beaufor, 2006; Ferrarini, 2006; Hayden &
Bodie, 2008; Khachaturyan, 2006; Wong, 2013). It is true that if the loyalty share is sold its loyalty ceases and
with it the vote increase, and this prevents from the outset the creation of two distinct markets, one for loyalty
shares and the other for non-loyalty shares, with two different prices. But in the meantime, for the indefinite
period in which it remains loyal, which can last as long as the company exists, the loyalty share gives increased
power within the company, and so modifies the power relationships among the shareholders. Thus in more recent
years there were lively expectations of a new type of bonus that could lengthen the share holding period without
causing alterations of that general principle.

A composite type of bonus was presented in 2012 by Bolton and Samama in a conference at Columbia
University, where they attracted significant attention and a broad consensus. In the model, the bonus is
represented by a call option which is linked to the share as a warrant and gives the shareholder, once he has
owned the share for the specified period, the right to underwrite or acquire additional shares of the same
company in a pre-established relationship with his loyalty shares at a predetermined price and also within a fixed
period. The economic profile is dominant in this bonus. But the voting implications are also obvious, since they
are related to the increment in the number of shares. However, these remain each with a single vote so that the
“one share, one vote” principle continues to be respected. Obviously, however, the actual increase of the votes in
the hands of the loyal shareholders is not a safe event since it is subject to the fact that the market price is higher
than the Strike Price in the time window within which the bonus can be exercised. Thus this bonus has a
randomness profile that is absent from the French model, where the bonus is safe at the maturation of the loyalty
period. However, the French bonus is in turn random in its duration, since this is lost if the share is sold, while in
Bolton’s and Samama’s model it is not revoked when, after the option has been exercised, the shareholder
decides to sell his shares. The bonus is lost only if the shareholder sells his shares when the loyalty period has
not yet expired.

Quite clearly, the two different bonus structures impact differently and to varying degrees on realizing the aim of
reducing exit or even other aims, which, although not made explicit, may underlie the granting of a bonus.

4.1 Crucial Aspects of the French Model

In this model the bonus not only creates discrimination between loyal and non-loyal shares, as in its declared
intentions, but also generates an indirect and less obvious discrimination between the total areas of majority and
minority shareholders, to the detriment of the latter (Ecchia & Visconti, 2016). How can this heightening of
existing disparities in their respective positions come about? It is sufficient to note in this regard that:

a) if at the time of granting the bonus account is also taken of past loyalty, it is obvious that the loyalty period
requirement is, in percentage terms, much more in the area of the majority than in that of the minority
shareholders;

b) if only the period starting from the introduction of the bonus is taken into account, the situation is more
equitable, since the starting line is the same for all shareholders, but in any case the loyalty percentage will be
more widespread in the area of the majority shareholders, although less so than in point a). The majority
shareholders are more tied to the company for emotional reasons if they are founders or senior partners, and/or
for economic reasons such as private benefits, which are additional reasons to those of the minority shareholders.

Therefore, in any case, the bonus will be premiumed, in the area of the majority of shareholders to an extent
(highly probable) exactly proportional to the number of shares held by the majority shareholders, and to an
almost certainly less proportional extent in the area of the minority shareholders, since a more or less
considerable part of the latter, starting with speculators, will not be interested in a prolonged stay in the company.

The lower percentage of the loyalty requirement in the area of minority shareholders creates a leverage effect in
terms of a percentage incidence on the new vote total in favor of the majority shareholder area. This effect is
stronger:

1). the greater the increase in the vote of each loyalty share and
2). the longer the loyalty period.

This combined effect is interesting not so much where the command group already has more than 50% before
the introduction of the bonus, because in this circumstance the group has less of a need to reinforce itself, but
when has only a relative control, less than 50%, and so must hope for the absenteeism of many small
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shareholders so that it can impose its will in shareholders’ meetings. Nevertheless, it is important to note that if
in order to obtain absolute control, this group pushes hard on the leverage elements described above, it could
provoke in regard to the former (the extra vote) a boomerang effect if this generous extra vote is likely to induce
a great mass of smaller minority shareholders to remain in the company for the entire loyalty period and beyond
(since the bonus is lost when the share is sold). In this case, the above indicated leverage in favor of the
command group would largely come to naught. Moreover, this situation could bring to the fore a leader capable
of uniting most of the minority shareholders and transforming their minority position into a majority, thus
ousting the previous command group from its position of company control.

EXAMPLE

Based on the following assumptions:

Total number of shares, each with a single vote 100

Number of shares pertaining to the command group 40

Number of shares of the other shareholders 60

Number of shares deposited on average to participate at shareholder meetings 70
Number of shares deposited by the command group 40

Number of shares deposited by the other shareholders 20, including eight close to attaining the loyalty
requirement.

Number of shares of absentee minority shareholders 40, of which 20 close to attaining the loyalty requirement.

Based on these assumptions, the command group, even if it does not have the majority of the capital, has no
trouble gaining control of decisions in an ordinary shareholders’ meeting thanks to a significant absenteeism that
is typical of many small shareholders. In this example a command group with just 45% of the capital can outdo
all other shareholders having 60%.

If in the following year a 1 bonus vote comes into play for each group of four loyalty shares, and assuming that
all the people in the command group have matured their loyalty period, while only 20 of the other shares satisfy
this requirement, the number of votes that can be exercised by the command group rises to 50 while that of the
other shareholders rises to 65. The vote increase in the hands of the minority shareholders not only is less than
proportional to that of the majority shareholders but even less in absolute terms. If we assume that all the loyal
shares of the minority shareholders are deposited (with a power of 10 votes) and next to them another 10
non-loyal minority shares, the total number of votes of the minority shareholders participating in the meeting
rises to 22. Therefore, the gap with the command group has increased. However, things can change a lot if a
larger extra vote, for example one extra vote for every loyal share, is able to transform the behavior of the small
minority shareholders, the typical absentee ones, giving them a greater incentive to attend the meeting. This can
happen especially if, under the stimulus of such a vote gratification, there comes forth from among them a leader
capable of seeing the potential of a group action of these shareholders thanks to the bonus. In this case the votes
in the hands of the command group rise to 80, the loyal shares, which have become 28, have 56 votes to which
we must add another 32 votes in the hands of non-loyal shareholders, for a total of 88 votes. Potentially, if at
least 31 of the non-loyal shares of the minority shareholders are filed, the command group loses control. In short,
the “extra” voting system is a mechanism that the command group should dose out with great care to avoid
losing control because of psychological changes in the behavior of the small minority shareholders. If the bonus
is very low it actually serves the command group as CEM, while beyond certain limits it becomes a boomerang
for the command group if its previous control was precarious (under 50,1% of the capital) and the hope of a
turnover of command rouses the interest of a large number of small shareholders to participate in meetings.

The bonus entity thus contains a counterweight mechanism that can mitigate, though certainly not cancel out, the
role that this bonus can have as a CEM for a command group with weak control. Ultimately, this bonus can
attribute to the majority shareholders an extra number of votes proportionally greater than that attributed to the
minority shareholders, but it is not a CEM in an absolute sense. In itself it reinforces the votes of the majority
shareholders only in proportion to their loyal shares. It is instead the almost certain deficit of loyalty in the area
of the minority shareholders that determines the corresponding more than proportional reinforcement of the
majority shareholders in terms of percentage incidence on the new total of votes and therefore the transformation
of the original function of the bonus into that of a CEM. If this deficit does not manifest itself, the balance of
power remains unchanged. Instead, no counterweight mechanism exists for the second factor of leverage, i.e., the
duration of the loyalty period. The greater this duration the more a minority shareholder may be discouraged
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from remaining in the company. Therefore, the command group can combine a long duration of the loyalty
period with an extra large vote to reinforce itself, at the same time counteracting the risk from an excessive extra
vote.

However, the transformation of the bonus into a CEM is predictable from the start, as are also the real intentions
of the majority shareholders when approving the introduction of the bonus. If the small shareholders do not
understand this stratagem (institutional investors understand it perfectly and in fact oppose this bonus), it is clear
that the bonus is used as a ruse for the small shareholders. It is therefore with the intention to restrict this
discretionary space of the command group that the French legislature has recently imposed as a default rule that:

a) the bonus should kick off automatically after two years of uninterrupted possession and
b) it should take the form of an automatic doubling of the vote.

While it is true that this is just a default rule, command groups with weak control are forced to vote differently
on these matters if they want to avoid the risk of losing control of the company. And a resolution of this kind can
arouse the suspicions of the small shareholder gulls, which may fly elsewhere.

But there is no denying that this kind of bonus could also have (the conditional is a must in this case) positive
effects at least as regards long-termism. The bonus, even in its role as CEM, represents in any case a chance for
the company to get out of being backed into the corner of short termism. If this chance is used to make a better
selection of projects this is a positive development for the company as opposed to the previous short-termism,
with benefits for all shareholders. If the leadership of the command group is appreciated by the market, it will be
appreciated yet more for its reinforcement, and so there will be no minority shareholder drain and those who
want in any case to opt for exit meet an influx of new investors without price sacrifice. But in cases where the
judgment on the command group is not very favorable, the market price should register the introduction of the
bonus negatively. The French experience highlights the application of this bonus by about two-thirds of the
companies listed and there is no clear evidence that the market penalizes the value of these companies (Belot,
2005; Chene, 2008). Quite the contrary, perhaps thanks to the contribution that the mandatory quotation (which
takes precedence over companies that want this bonus) gives to market enlargement and to share liquidity
(Ginglinger & Hamon, 2007), although institutional investors take a different attitude.

Doubtless many factors complicate a correct market assessment, and it is clear that to the extent that the market
is far from conditions of full efficiency, some aspects may be overestimated and others underestimated. It would
be especially dangerous to underestimate the possible “immobilization” of control in the hands of the command
group, as a result of its marked reinforcement. Although at the moment this group is efficient, in time the validity
of the company leadership could be seriously compromised, as shown by the experience of unfortunate
generational changes. In addition, the market price is applicable only to “floating”, so the packets of minority
shareholders, while other (neglected) complications arise with the introduction of a bonus even for an
over-the-counter price for the control unit packet. This is generally higher than the market price thanks to the
control premium, which is a good proxy of the extraction of private benefits from that group. In the presence of
the French bonus, the premium evaluation for control must take into account that the shares that are traded
automatically lose their extra vote, so that the new votes of this packet have a lesser impact on the new totality of
votes. The buyer receives shares with a single vote, while, in the area of minority shareholders, the portion of
loyal shares continues to benefit from the extra vote. The price penalization of this packet is therefore certain.
Therefore, if on the one hand this bonus, acting as a CEM, protects the enterprise from any strong market control,
which instead takes place in diffused property companies, on the other hand the command group becomes a
“prisoner” of this mechanism which it has desired itself. To rid itself of it, it must submit to a much lower price,
compared to what it would be able to obtain in the absence of bonus, the higher the extra vote. It can only
negotiate a slightly higher price than the stock exchange price and only thanks to the fact that the buyer who
wants a big share packet is willing to pay a little more to avoid splitting the purchase over a long period
(excessively concentrated purchases would cause large price increases). But in any case this over-the-counter
price does not include a control premium or not of an amount comparable to the one preceding the bonus
introduction. In short, the effects deriving from the escape from captivity are unavoidable and onerous for all
shareholders, majority or minority ones, loyal or not loyal.

4.2 Crucial Aspects of the Bolton and Samama Model

Unlike the French system, where the bonus is free of charge, Bolton and Samama’s, by focusing on a call option,
should normally imply the payment of a premium to get the call, unless one wants to consider that in any case a
price for the bonus is implicit in the waiver by shareholders of other investment opportunities during the loyalty
period. Since it is a call option, the bonus can be linked as a warrant to the share from its issuance, or assigned
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separately at a later time, in concomitance with special company circumstances. The effective exercise of the
bonus naturally implies, unlike the French model, another cost, inherent to the payment of the Strike Price,
which, however, unlike the call premium, is merely possible, not certain, since it will be supported only if the
market price of the share exceeds the Strike Price in the period in which the call can be exercised. Again, unlike
the French model, here the operation of shareholder adhesion to the bonus offer can also lead to a negative result:
a loss of capital if the difference between the share market price and the Strike Price is less than the cost of the
call premium.

Can this bonus configuration as a call option help to reduce exit and support the share’s market price? At first
glance the logic should be developed according to that of the options theory. The bonus/call option adds itself to
the normal call represented by the share as quota of the company’s capital (Black & Scholes, 1973). Since the
bonus/call has as underlying element the equity/call, and this, in turn, has as underlying element the company’s
investment portfolio, given that option value is greater in direct proportion to the volatility of the underlying
activity, it follows that a leverage effect is created on the value of the shares, compared to a situation without
bonus, the greater in direct proportion to the volatility of the business investments. Therefore the bonus makes
the most innovative and so riskier investment more advantageous (despite of their dislike of deferred returns), of
course within the limits in which the cost of debt is slow to react and with it the whole WACC (weighted average
cost of capital) chain, with a consequent impact on the new readjustment, this time downward, of the market
price. Within these limits, shareholders may be motivated to hold onto their shares until the loyalty period is over.
In practice, the company bets on a low credit market efficiency.

Of course, it is clear that, in addition to these economic aspects of the bonus, those related to possible changes in
governance must also be evaluated. The redistribution of the new total equity shares should entail a redistribution
of shares of the new vote total. In this regard, the effects on governance seem similar to those examined in the
French bonus: a greater concentration of votes among the majority shareholders due to the greater presence in
this area of the loyalty requirement, with a leverage effect on vote power directly proportional to:

a) the number of new shares allocated from the bonus compared to the number of loyal shares,
b) the length of the loyalty period.

Thus in this bonus model too the command group would seem to obtain, if exercising the call, a reinforced
control as in the French model, and this fact would equate them to CEMs (if, as is normal, the new shares
purchasable thanks to the bonus also have voting rights).

However, as in the French model, the leverage effect of the bonus has an intrinsic counterweight in relation to
point a). The command group should consider that a very high “new shares/ loyal shares™ relationship could
provide an incentive for a broader section than desired of the minority shareholders to hold onto their shares until
the end of the loyalty period and perhaps to come to some mutual understanding. In this case, the leverage would
be very reduced, and the minority shareholders could gain not only a stronger “voice” but even the control of the
company if the previous control by the command group was precarious.

But this type of bonus has other limits that are not present in the French bonus.

One of these limitations is its limited duration as a loyalty factor. In fact, once the call is exercised, the shares
thus purchased may be sold immediately without loss of the bonus. Therefore, the loyalty is high only during the
holding period and mainly, or only, because the shareholder has paid from the beginning a monetary premium for
the call option. In fact, this premium raises a barrier, the higher in direct proportion to the premium, against exit.

But only up to the moment when the call is exercised, not also later as in the French bonus, where the loss of the
bonus with the sale of the share exerts a permanent incentive to hold onto it. Further, in Bolton and Samama’s
bonus, not even the command group suffers the captivity effect, unlike the French bonus.

Ultimately, the fact that the bonus is not revocable once the call is exercised it triggers the termination of the
incentive to extend the share-holding period. It is a fixed-term incentive, and inconsistent with a company’s
long-term strategy. Hirschman’s ideas are very distant from this model.

But a very different criticism can be made, in my opinion, of Bolton and Samama’s bonus. It is the logic
underlying the structure of this bonus that, in itself, presents severe limitations as to the effectiveness of the
mechanism on which it is based and of the loyalty action at which it is aimed. In fact, it suffices to recall that:

A) as a result of exercising the option, the market price (the same for all shares) falls toward a new equilibrium
between the previous market price and the Strike Price, with a lowering that is a direct function of both the
difference between these two prices and the number of new shares with respect to the new total number of

151



ijef.ccsenet.org International Journal of Economics and Finance \ol. 9, No. 5; 2017

shares.

B) for loyal shareholders who have exercised the option this lowering of the market price is usually more than
proportionally offset by the gain that comes from the call to the Strike Price (except where the difference in that
moment between the market price and the Strike Price is so small that it does not even allow a complete recovery
of the call premium).

C) for the other shareholders, however, there is no compensation.

Therefore, the option mechanism reserved for loyal shareholders acts, all other conditions being equal, as an
incentive towards the exit solution for non-loyal shareholders. Therefore it acts as a brake on the chances of the
market price exceeding the Strike Price, with a force proportional to the magnitude of the factors of point A).
Moreover, these depressive effects can give rise to some uncertainty, even in loyal shareholders, about the actual
advantageousness of paying a call premium in view of the fact that the chances of the market price exceeding the
Strike Price plus this premium are small compared to a situation where there is no discrimination among
shareholders on the basis of the loyalty requirement. Ultimately, this mechanism, in the presence of such a
discrimination, has boomerang effects that can only be avoided by suppressing the call premium and extending
the option to all shareholders, regardless of the seniority of their shares. In this case, however, there would not be
a clear need for a call option that would not generate any differential effect on the individual quotas of social
capital in the hands of each shareholder but would simply allow a possible capital increase for the company. This
would not necessarily be a benefit since it would occur in a deferred period with respect to the current needs of
the enterprise. If the enterprise were to immediately realize massive investments, an ordinary and immediate
capital increase with the issuing of new shares would certainly be more appropriate. If the Board does not
believe that the new shares can be easily placed and resorts to a bonus/call the reason is that it obviously
confides in a lack of shareholder rationality.

4.3 Crucial Aspects of Other Possible Types of Bonuses

Other types of loyalty bonuses have been suggested or can be easily conceived, but it is difficult to find any that
can reconcile two points of view as different as that of the majority and minority shareholders in a shared vision
of a common basis of interests. A type of bonus that was taken into consideration in a report to the European
Commission of Inquiry on multiple voting shares, and as an alternative to this (European Commission, 2007;
ECGS, 2014) focused on a dividend increase on shares that the loyalty period had matured, on condition that the
bonus should terminate if the share were sold. A bonus of this kind, having no influence on the vote, would avoid
the problems generated by a CEM, but would have negative effects on the share’s market price because new
potential investors would take account of the fact that they would be purchasing non-loyal shares and so would
be penalized in terms of dividend distribution until the maturation of the loyalty period, because in the meantime
the loyalty shares would have a right of first refusal, on the overall dividends, more than proportional to their
nominal value.

Obviously a variety of other bonuses can be conceived, and many with a variety of extra vote and extra dividend
combinations. But so far no scholar or operator seems to have worked out the magic formula for extending the
holding period and promoting long-termism without creating other, sometimes larger problems.

5. Conclusions
What conclusions can be drawn from this analysis?

Certainly the recourse to instruments such as bonuses to cope with the pressures of small investors and some
institutional investors for short-term returns is justified by the need to escape the impasse of a short-termism in
selecting projects that are practically imposed by a market where the consent of the company is based on the
results of periodic infra-annual reports. This submission to market preferences, definitely dangerous for the
sustainable development of the enterprise, is logically stronger when the company is listed and control by the
command group is precarious, so that straying from market expectations would imply exposure to risks of
takeover and more onerous fund raising. If each company paid no heed to these pressures of minority
shareholders, the passing from one company to another by disgruntled investors would tend to balance out in the
end, but each company is in the dark about the decisions of the others and so the competition in the short run
generates a leveling downward of the selection quality of projects. This contrast between financial market
pressures and the logic of a company’s sustainable development is of great importance not only for individual
enterprises but also for national economies. Of course, this can attract the attention of legislators at the national
level and induce them to find ways to enable enterprises to maintain or regain a long-term vision. Therefore,
loyalty bonuses, which were initially developed and tested in a strictly private vision and in a context of private
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interests, are now also considered possible instruments for a “soft” State intervention to facilitate better national
development. In a less benevolent interpretation (Zingalez, 2014) the State has used them to maintain control of
the enterprises in the public sector while attracting private capital, so as not to burden the public purse. Probably
both purposes coexist. But this is not an interesting point for the purposes of this work. Our focus is only on the
issue of the usefulness of a bonus for increasing long-termism without generating excessive collateral problems.
On the basis of our analysis, the French type bonus is the only one that induces shareholders to stay put
indefinitely, since the bonus is lost if the share is sold. But it is also the bonus that multiplies the risk of an
immobilized control, and not only because the command group is thus reinforced but also because it remains in a
situation of “captivity.” Nonetheless, with all its advantages and disadvantages, this is the only type of bonus that
can resist, at least in part, any criticisms that may be lodged against it. The other bonuses do not create, it is true,
immobilization but, in my opinion, their structure is not consistent with the purpose of shareholder loyalty. This
is also the case with Bolton and Samama’s model. But if the French model seems the only one with some, albeit
limited, rationale, it seems strange that it has not yet become popular outside of France and Italy. In particular, it
is ignored in the Anglo-Saxon countries, which are usually more open to innovation. However, two possible
explanations can be advanced. The first is the role of CEM, for the command group, which in effect underwrites
the bonus and, paradoxically, in inverse proportion to the loyalty of minority shareholders, which should be the
real purpose of this bonus. This deviated role can be appreciated in countries where company ownership is
usually concentrated but in many cases not enough to ensure the command group the absolute control it seeks. In
Europe, where public companies are rare, command concentrated in a few hands is the norm (Facci & Lang,
2002). An instrument that can reinforce the command group more than proportionally to the invested capital is
seen as a not very serious infringement on company democracy if it enables the command group to be free to
make decisions in the long-term interests of the enterprise. Market discipline, however, penalizes all the
shareholders who abandon the company, whether they are minority or majority, loyal or not loyal, because the
buyer purchases one vote shares and enters a company in which part of the other shareholders have increased
vote shares, so that he will demand a discount compared to the situation of a company in which all the shares are
just of the one vote kind. This penalization could find some justification when the “punishment” is meted out to
those who abandon the ship not because it is sinking, but simply because it does not follow the course of their
short-sighted interests. But this is not always so. And in any case the breach of an ideal of company democracy is
quite clear. To counter the short-termism of a not very efficient market, an instrument is adopted that reduces the
democratic functioning of the market itself. Without expressing an ethical type opinion, we may observe that, if
it is the lack of market efficiency that induces the control unit to reinforce itself in order to pursue the interests of
the enterprise, then the bonus is entirely useless and even harmful if the company is listed in an efficient market.
In such a market, the assessment of an enterprise and the selection of its projects is aseptic, whatever the timing
of its returns, and aimed only at ascertaining their effects on long-term value creation for the company. The
market price does not reward those who buy and those who sell; it is neutral. So the problem is only one: market
efficiency. Is there any fully efficient market?

On the basis of the phenomena we have previously analyzed, it is tempting to give a negative answer. The great
lowering of the holding has aroused great concern. Nonetheless the importance of the phenomenon must be
placed in proper perspective, since it is probably due for the most part (although there is no precise evidence in
this respect and we can only reason intuitively) to the explosion of speculation, by professional and institutional
operators and by a growing mass of small “do-it-yourself” speculators. Therefore the current extremely short
holding period signifies only a much greater turnover of part of the capital that, all other conditions being equal,
is not much greater than that of the years before the speculation progressively took place. If so, the current
anxieties about short-term company results certainly appear exaggerated. To the extent that this hypothesis is
founded, the quarterly reports can simply play the role of offering a periodic check on the efficiency of the
management, but if there are well-founded reasons for temporary deviations of current returns from standards
and benchmarks, these are correctly considered and shareholders who want to sell find a quid pro quo without
price sacrifice. But all this in a very efficient market. No market is of the perfect Modigliani &Miller kind, which
realizes the expected returns immediately and with absolute precision in their prices, whether they are little or
greatly deferred. Therefore, although to date the Anglo-Saxon markets have turned up their noses to the French
loyalty bonus, it cannot be excluded that in the future this severe behavior will change. In fact, unfortunately,
almost everywhere in the world the trend seems to be towards a greater decision-making power at the heads of
social organizations, and in particular companies, as something considered essential in phases of great scenario
uncertainty, even if it means giving up the more democratic “one share, one vote” principle. So that the role of
the bonus may have a future, in all its negative aspects and some positive ones.
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