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1 Introduction
From Adam Smith to Berle and Means (1933) and Jensen and Meckling
(1976), the con‡ict between outside shareholders and managers has continu-
ally received attention as a key factor in the viability of the corporate form of
…rm organization. For almost a century after the publication of the Wealth of
Nations, Adam Smith seemed to have been right about the survival potential
of joint stock companies. Since then, however, corporations have taken o¤
as by far the most dominant form of …rm organization. What occurred in
mid-nineteenth century United States to change the conditions so favorable
for corporations? Yet, the con‡ict between shareholders and managers is
far from being a settled issue. The control of managers is apparently very
di¤erent in Japan and Germany than it is in the U.S. or the U.K., and
stock-market valuations relative to GDP per capita vary considerably across
countries with similar levels of economic development. And in much of Latin
America, Asia, and in almost all developing countries, family control of …rms
– whether privately owned or nominally public – is still the norm. What ac-
counts, then, for the sudden rise of the corporation, the di¤erent forms that
it has taken, and the persistence in many parts of the world of seemingly
antiquated forms of ownership?

The comparative research undertaken by La Porta et. al. (1998, 1999)
suggests a fruitful direction to consider: Law. La Porta et. al. have shown
that laws pertaining to the ownership of capital can di¤er signi…cantly across
countries and that could help explain the di¤ering patterns of ownership
across them.1 At the theoretical level, recent studies have considered the
importance of the legal system as a variable that a¤ects the structure of
ownership. Burkart, Panunzi, and Shleifer (2002), for example, focus on
the importance of the legal strcuture in deciding the delegation of control.
Similarly, Burkart and Panunzi (2001) analyze the con‡ict between large and
minority shareholders under an environment of weak legal protection. Using
a ”crime-punishment” approach, Shleifer and Wolfenzon (2002) develop a
model that highlights the e¤ectiveness of the legal system as a factor that
deters the level of illegal activities within the …rm. In this paper we develop

1See also Castillo (2002) for evidence from Latin American …rms.
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a model that takes account of the role of law in shaping the behavior of
managers and shareholders and in determining ownership structure.

We consider a private …rm owner who contemplates going public.2 The
decisions to sell and how much to sell depend on how well outside share-
holders will be protected and the costs that can be expected to be incurred
by both managers and shareholders in determining how much each side re-
ceives. We model the con‡ict between managers and outside shareholders as
involving a choice between ordinary production and appropriation, a tradeo¤
that exists in many other economic settings.3 In addition to simply stealing
the output or assets of the …rm, with the help of either simple or elaborate
schemes, managers can engage in many other activities that enhance their
compensation and which may not be commonly recognized as such. They
can spend time and their sta¤’s time promoting themselves to the press and
their shareholders, for hiring supposedly independent compensation consul-
tants who will argue in front of the board of directors for another elaborate
compensation scheme that is meant to provide high-powered incentives for
the managers but it turns out to increase, rain or shine, the manager’s com-
pensation. The manager can spend time in suggesting the selection - if not
actually selecting – members of the boards of directors; even if not partici-
pating in the selection. In short, the o¢cials of the corporation can use a
big chunk of their sta¤ and other company resources to feather their nests
without the board of directors being able to show that these resources are
used for the bene…t of the managers. The resources that managers, board of

2Zingales (1995), Burkart, Gromb, and Panunzi (1997), and Pagano and Roell (1998)
have previously examined the decision of a private …rm to go public. Zingales primarily
examines the bene…ts and costs of selling to dispersed shareholders and does not take
account of monitoring and other related costs. Burkart, Gromb, and Panunzi take account
of monitoring costs but also of the reduction in managerial initiative that monitoring can
bring about. Pagano and Roell also take account of these costs, they focus on the tradeo¤
between selling to dispersed shareholders and have higher liquidity or to small numbers of
them who will overmonitor. None of these paper examine the role of law. Finally, Mueller
and Warneryd (2001) argue that a private …rm would involve more internal con‡ict than
a public …rm and, therefore, other things being equal would have less value than a public
…rm; this provides a complementary rationale to ours for going public.

3Other instances of appropriative activities include rent-seeking and lobbying (Tullock,
1980), in‡uence activities within organizations (Milgrom, 1988), litigation (Hirshleifer and
Osborne, 2001), common stealing, and of course arming and …ghting. We follow much of
the relevant literature of the 1990s and model the distributional part of appropriation as
a contest (see, e.g., Hirshleifer, 1995, Grossman and Kim, 1995, Rajan and Zingales, 2000,
and the overview in Gar…nkel and Skaperdas, 2000).
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directors, and shareholders expend on appropriative activities are typically
non-contractible and therefore di¢cult or impossible to avoid.

Law and regulation do not and cannot eliminate these costs. In fact, we
show that better protection of outside shareholders can actually intensify the
competition between managers and shareholders and can increase the costs
of appropriation. That is, law and changes to it have both a distributional
e¤ect – the relative power of the two sides changes with changes in the law
– and a resource-cost e¤ect, as the two sides make di¤erent choices about
how much to allocate to appropriation in di¤erent legal environments. The
distributional e¤ect is such that better protection of outsiders will make
selling to outsiders easier but the resource-cost e¤ect can nullify and even
reverse the distribution e¤ect. To counteract the possibly negative e¤ect on
resource costs, the manager/owner will essentially commit to a lower level
of appropriative activities by retaining a bigger share of the …rm. Overall,
however, and although appropriative costs and the share retained by the
owner/manager are non-monotonic in the variable that measures increased
protection of outside shareholders, the net value to the original owner is
monotonic in the same variable. Thus, in the end owners are more likely to
go public when outside shareholders are better protected.

Some of the funds that are raised can be used to …nance the operations of
the …rm. What share of the raised funds is thus used and what share is simply
pocketed by the owner/managers also a¤ects the amount of appropriative
costs and the optimal share retained by the owner/managers. Higher shares
going to equity …nance, because they increase the gross value of the …rm,
increase appropriative costs and increase the optimal share retained.

2 The Basic Framework
We begin by considering a …rm owner who owns a family …rm that has value
Vf . This is the maximum value that he could obtain either in the private
market by entirely selling and exiting the …rm or by continuing as owner.
This value is net of any appropriative and in‡uence costs that are due to the
internal functioning of the …rm (see Milgrom, 1988; Milgrom and Roberts,
1990; and, for the e¤ect on the corporate form of ownership, Mueller and
Warneryd, 2001). The owner contemplates raising capital via selling equity.
We assume that the owner retains managerial control of the …rm because he
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may have expertise that is indispensable to the functioning of the …rm. It is
often the case that, even when outside shareholders acquire the majority of
the …rm, the incumbent owner retains some prominent managerial position
within the …rm. Typically, a …rm owner will have …rst hand knowledge of
the daily operations of the …rm. In that case, keeping him in the …rm, even
if he holds a non-managerial position, may be in the best interest of the …rm.

If an amount S is raised from selling equity, we assume that a fraction
° 2 [0; 1] is used to …nance the activities of the …rm and 1 ¡ ° is kept by
the owner. The gross value of the …rm once it becomes public is Vp(°S) and
is increasing in the amount of external …nance received so that V 0p(°S) ¸ 0
(the value of this derivative is assumed to be high enough at su¢ciently low
levels of °S so as to justify going public in at least some cases). The value of
Vp(°S) can be greater, equal or smaller than the value of a privately owned
…rm, Vf , depending on the bene…ts and costs of both types of ownership.
Our problem becomes relevant, however, when Vp(°S) > Vf . That is, we
shall maintain that the gross value of a public …rm is higher than the value of
the …rm when it is solely owned by the family. In addition to the new funds
°S that become available, there are several other reasons for which this might
be the case. The adoption of accounting standards and other procedures that
are required for public …rms, but not of family …rms, could attract cheaper
debt …nancing, better terms from suppliers and customers, and generally
increased public recognition that can materially help the marketing of the
…rm’s products and services. Additionally, following the rationale found in
Mueller and Warneryd (2001), the corporate form of organization could free
up some resources that are expended on internal struggles within family or
other private …rms. Of course, this gross value of the public …rm is assumed
to be net of the underwriting and other costs of going public.

The value Vp(°S), however, is not costlessly distributed between share-
holders and managers. As mentioned in the introduction, managers and
outside shareholders will typically engage in an appropriative struggle to re-
ceive a share of the …rm’s value. Because this struggle is costly, the sum of
the payo¤s of the outside shareholders will in general be lower than the gross
value of the public …rm. Managers will undertake costly actions, denoted
by em; to appropriate part of the value of the …rm, whereas outside share-
holders will exert costly e¤ort, denoted by es; to protect their investment.
These e¤orts are non-veri…able and non-contractible. We abstract here from
the collective action problem that shareholders face, especially since we have
not found a reason that incorporating the free-rider problem would change
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our qualitative results. (Pagano and Roell, 1998, examine some of the is-
sues when there are shareholders with di¤erent incentives to monitor the
manager.) Moreover, our approach indicates that the problem between man-
agers and shareholders can still be substantial even in the presence of a large
shareholder.

The share of the gross value of the public …rm received by the manager is
a function of the two kinds of e¤ort q (es; em) ; with the remainder 1¡q(es; em)
going to the shareholders (including the manager himself who keeps a share
of the …rm). The form that q (es; em) takes is the following:

q (es; em) =
µf(em)

µf(em) + f(es)
(1)

where µ > 0 and f(¢) is a positive, increasing, and strictly concave func-
tion. This is an asymmetric contest success function, variations of which
have been used in di¤erent literatures. The properties of symmetric vari-
ants, whereby µ = 1, have been examined in Hirshleifer (1989) and axiom-
atized in Skaperdas (1996). The asymmetric case with f(e) = ek(k > 0)
has been axiomatized by Clark and Riis (1998). This is also the functional
form mostly used in the literatures on rent-seeking contests that began with
Tullock (1980), on con‡ict (Hirshleifer, 1991, Grossman and Kim, 1995), on
litigation (Farmer and Pecorino, 1999, Hirshleifer and Osborne, 2001), and
on in‡uence contests within …rms (Mueller and Warneryd, 2001). Under
some conditions, the functional form in (1) can also be derived from a pro-
cess of Bayesian updating that is described for a particular trial in Kadane
and Schum (1996).

Given the properties of f(¢) and µ; the share received by the manager,
q(em; es), is increasing in his e¤ort em and decreasing in the e¤ort of the
outside shareholders, es; as it obviously should. When µ > 1, the managers
are favored , in the sense that equal e¤orts by the two sides will yield a
share of µ

µ+1 for the managers which is greater than 1
2 : Similarly, for µ < 1

the outside shareholders have the advantage. Therefore, µ is an important
parameter that is critical for the distribution between managers and outside
shareholders of the gross value of the public …rm. This is the parameter that
represents the state of the law, and the accompanying enforcement capabil-
ities, in helping determine the distribution between the two sides. Typically,
we can expect a legal and enforcement system that is more sophisticated and
able to protect the outside shareholders better to have a lower value of µ,
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and from now on we will represent the increasing protection of shareholders
with a reduction in the value of this parameter.

Let ® 2 [0; 1] denote the share of ownership of the public …rm retained by
the manager/owner. The struggle between managers and outside sharehold-
ers takes place conditional on a particular value of ®; as well as on a particular
value of equity S that has been raised as a result of the sale. Given then
the values of ® and S, the relevant payo¤ functions for the manager and the
outside shareholders are as follows:

Vm(em; es;®; °S) = (q (es; em) + ®(1 ¡ q (es; em)))Vp(°S) ¡ em (2)
Vs(em; es;®; °S) = (1 ¡ ®)(1 ¡ q (es; em))Vp(°S) ¡ es (3)

Note that the manager not only receives a share of the gross value of the
…rm in his function as manager (corresponding to the share q (es; em)), but
also receives a share in his capacity as shareholder (®(1 ¡ q (es; em))): That
could theoretically give rise to the possibility of the manager contributing
appropriative e¤orts both as manager and shareholder. It can be readily
shown, however, that this possibility could never arise in Nash equilibrium
when ® < 1; or when the …rm is public. The resulting Nash equilibrium
e¤orts will be functions of ® and °S; and therefore the equilibrium payo¤s
of the manager and the shareholders will be functions of ® and °S as well.
Denote these equilibrium payo¤s by V ¤m(®; °S) and V ¤s (®; °S):

The decisions of the private …rm owner of whether to go public and, if
he were to go public, what percentage of the …rm to sell, will depend not
just on the manager’s payo¤ V ¤m(®; °S) but also on the amount of money
that can be raised, which in turn should depend on the expected payo¤ that
the prospective shareholders can expect to receive (V ¤s (®; °S)): To be clear,
there are three stages in the game we are examining:

Stage 1: The …rm owner decides whether to go public or not.

Stage 2: Conditional on the choice of going public, the man-
ager/owner decides what percentage of the …rm, ®; to retain and
what percentage, 1 ¡ ®, to sell to outside shareholders.

Stage 3: The manager and outside shareholders engage in a dis-
tributional struggle that is described by the payo¤ functions in
(2) and (3).
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For the private …rm owner contemplating whether to sell and how much
to sell in Stages 1 and 2, the expected payo¤ from selling includes the equilib-
rium payo¤ of the manager/owner of the public …rm and the proceeds from
selling equity:

Vo(®; S) = V ¤m(®; °S) + (1 ¡ °)S (4)

In turn, the proceeds from selling equity will depend on the value that
prospective shareholders will receive which is the equilibrium payo¤ in the
third stage of the game. In particular, we suppose that the proceeds from
the sale of equity equal the value that the prospective shareholders expect to
receive, so that:

S = V ¤s (®; °S) (5)

This equation implicitly de…nes the amount raised, S, as a function of
the share ® retained by the manager. Denoting this function by S(®); the ex
ante payo¤ of the private …rm owner in (4) can be expressed as a function of
only the share of ownership ® that he retains:

Vo(®; S(®)) = V ¤m(®; °S(®)) + (1 ¡ °)S(®) (6)

If this value were to be lower than the value of the private …rm Vf for
all ®; then it would be optimal for the …rm to remain private. Otherwise,
it would be optimal to go public at the ® that maximizes the value in (6).
In practice, the percentage of raised that is plowed back into the farm, as
signi…ed by °, should be a choice variable as well. However, in order to
keep the analysis simple enough we examine the optimal choice of ® for all
°. To determine the optimal choice of ownership structure that maximizes
the owner’s payo¤, we …rst need to examine what occurs when the …rm goes
public in the third stage.

3 Managers versus Outside Shareholders
We consider the Nash equilibrium under the payo¤ functions in (2) and (3).
Given the strict concavity of f(¢) in (1), it can be shown that a unique Nash
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equilibrium exists. We suppose an interior equilibrium (e¤m; e¤s), and the …rst-
order conditions for the two sides imply:

µf 0(e¤m)f(e¤s)
[µf(e¤m) + f(e¤s)]2

(1 ¡ ®)Vp(°S) = 1 (7)

µf 0(e¤s)f(e¤m)
[µf(e¤m) + f(e¤s)]2

(1 ¡ ®)Vp(°S) = 1 (8)

Dividing these equations, we obtain

f 0(e¤m)
f(e¤m)

=
f 0(e¤s)
f(e¤s)

which, given the strict concavity of f(¢), implies that the two sides exert
equal e¤orts e¤m = e¤s: We will illustrate the basic comparative static results
that can be obtained with the widely-used functional form f(e) = e: Under
this assumption, the equilibrium e¤orts are as follows:

e¤m = e¤s =
µ

(µ + 1)2
(1 ¡ ®)Vp(°S) (9)

The …rst property to note is that the appropriative e¤orts of both sides
are non-monotonic in the legal variable µ. In particular, when µ > 1, and the
manager is favored, the e¤ort is increasing as µ decreases and the rights of
shareholders become more secure. Appropriative e¤orts reach their maximal
level at µ = 1: With µ < 1; the appropriative e¤orts are decreasing as µ
decreases and the rights of shareholders become more secure.

Given that the gross value of the public …rm, Vp(°S); is …xed at this
stage, the net value of the …rm varies solely with the size of the appropria-
tive e¤orts and is inversely related to their size. Therefore, the property of
non-monotonicity in the legal variable µ implies that the net value of the pub-
lic …rm is non-monotonic in the legal variable as well. That is, improvements
in the legal system in favor of shareholders over certain ranges increase appro-
priative costs and reduce the net value of the public …rm. For improvements
in the legal system to reduce appropriative costs and increase …rm value,
outside shareholders should be su¢ciently favored already. As an example
of how this theoretical …nding might be useful, consider Russia in the 1990s.
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As amply documented (Blasi et al, 1997, Klebnikov, 2000), in the privatized
enterprises insiders left very little, if anything, to outside shareholders and
they did so mostly legally and without fuss. There was nothing for outsiders
to do and contest this process and there was no need for insiders to seriously
counter the e¤orts of outsiders. With the slowly-introduced measures that
provide some added protection to outside shareholders, however, there is no
guarantee that the conditions will improve and, on the contrary, they can be
expected to intensify the struggle between the two sides in a way that could
make the net values of public …rms lower than they were earlier. In fact,
outside investors in Russia realized this rather quickly and apparently much
of the stock is actually owned by insiders now, as a partial remedy to the
problem.

Predictably, then, as can be easily inferred from (9), a larger share of the
…rm held by the manager, ®, unambiguously reduces the appropriative e¤orts
of both the manager and the outside shareholders; obviously, the interests
of the two parties become more aligned as the manager has a greater stake
in the …rm. Finally, note that an increase in the amount of equity …nancing
that is plowed back into the …rm (that is, an increase in °S); by increasing
the gross value of the …rm Vp(°S) and the prize the two sides contest, also
increases their appropriative e¤orts and negates some of the increase brought
about by the increased …nancing.

Given the equilibrium appropriative e¤orts in (9), we can straightfor-
wardly calculate the equilibrium payo¤s of the manager and the outside
shareholders in this third stage of the game:

V ¤m(®; °S) =
®+ 2®µ + µ2

(µ + 1)2
Vp(°S) (10)

V ¤s (®; °S) =
1 ¡ ®

(µ + 1)2
Vp(°S) (11)

Though the total net surplus is non-monotonic in the legal variable µ,
the equilibrium payo¤s of the two sides can be shown to be monotonic, and
in predictable ways: As µ decreases, and the outside shareholders become
more favored, the equilibrium payo¤ of the manager decreases and that of
the outsiders increases. As the share of the manager in the …rm, ®; increases,
his equilibrium payo¤ increases for two reasons: Because he claims a bigger
share of the share of shareholders and because his appropriative costs are
lower. The e¤ect of ® on the outside shareholders is straightforward as well:
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it reduces their payo¤ as they have less to claim from the shareholders’ share
with the reduction in their appropriative costs not, obviously, being higher
than their reduced share. Finally, the e¤ect of equity …nancing, °S, is to
increase the payo¤s of both sides.

4 How much to sell?
Given the choices that can be expected to be made by the manager and the
outside shareholders in the third stage, the prospective manager and current
owner makes the choice of what percentage, ®; to retain of the …rm. That
is, he maximizes Vo(®; S(®)) in (6).

It is instructive to …rst brie‡y consider the simpler case in which the
owner/manager receives all the proceeds of the sale and no funds are re-
invested (i.e., ° = 0): In that case, the gross value of the public …rm is Vp(0),
which given that Vp(°S) is increasing in its argument (external …nance), is
the lowest possible value that it can take. Furthermore, the amount of
external …nance is easier to obtain from (6) and equals S(®) = V ¤s (®; 0):
Then, the owner’s objective function becomes

Vo(®; S(®))°=0 = V ¤m(®; 0) + V
¤
s (®; 0)

Note that this equals the net surplus of the public …rm, or

Vo(®; S(®))°=0 = Vp(0) ¡ e¤m ¡ e¤s
Since the equilibrium e¤orts are inversely related to ®, the maximal choice

is to set ®¤ = 1: This is of course a limiting case that should not take place
because the owner would simultaneously have his cake intact (i.e., have his
company be a corporation and have all the bene…ts and the valuation from
being a corporation) and eat his cake too (i.e., have the …rm be completely
owned by him).4

From now on, then, we suppose ° > 0: The total amount raised from
outside shareholders as a function of insider ownership, S(®), is implicitly
de…ned in (5). For simplicity we will consider f(e) = e, which yields the
equilibrium payo¤ functions in (10) and (11) and implies:

4We can rule out that this possibility will occur by supposing thar Vf ¸ Vp(0):
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S0(®) =
Vp(°S(®))

(1 ¡ ®)°V 0p(°S(®)) ¡ (µ + 1)2
(12)

Provided that the gross value of the …rm does not increase too fast with
the amount of equity …nancing (in particular, V 0p(°S(®)) <

(µ+1)2

(1¡®)° ), the value
of this derivative is negative. Naturally, that is, the amount raised from
outside shareholders is increasing in the share of ownership sold to them.
Similarly, it can be shown that the amount raised from outside shareholders
increases as the law becomes more favorable to outside shareholders. (That
is, S(®) is decreasing in µ:)

Along with (10), the ex ante value to the owner as a function of his share
® in (6) becomes:

Vo(®; S(®)) =
®+ 2®µ + µ2

(µ + 1)2
Vp(°S(®)) + (1 ¡ °)S(®) (13)

The marginal bene…ts and costs of changing the manager’s share of own-
ership can be determined by di¤erentiating (13):

@Vo(®; S(®))
@®

=
(1 + 2µ)
(µ + 1)2

Vp(°S(®))

+[
®+ 2®µ + µ2

(µ + 1)2
V 0p(°S(®)° + (1 ¡ °))]S0(®) (14)

The …rst term on the right-hand-side represents the marginal bene…t of
keeping a higher share of the …rm and consists of two distinct components
that we discussed in the previous section: A higher share increases the part
of the value of the …rm claimed and it reduces appropriative costs. The
second term on the right-hand-side of (14) represents the marginal cost of
increasing the manager’s share of the …rm and has two distinct components
as well. First, a higher share of the …rm retained by the manager reduces
equity …nancing which reduces the total gross value of the public …rm. This
component is re‡ected in the …rst term inside the square brackets. Second,
re‡ected in the second term inside the brackets, a higher share retained by
the manager simply reduces the sale proceeds received by him.
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Provided the optimal ®¤ 2 (0; 1), it can be obtained by setting (14) equal
to 0.5 As the equilibrium appropriative e¤orts and the net surplus in stage 3
are non-monotonic in the legal variable µ, so is the choice of ®¤: To illustrate
this monotonicity we consider the following Cobb-Douglas-like form of the
gross value of the public …rm:

Vp(°S) = K(°S)1=2 where K > 0 (15)

Then, using (11), the following speci…c form of S(®) can be found from
(5):

S(®) = °
(1 ¡ ®)2
(µ + 1)4

K2 (16)

The speci…c value of Vo(®; S(®)) can then be obtained:

Vo(®; S(®)) = °K2 (1 ¡ ®)
(µ + 1)4

[®(1 + 2µ) + µ2 + (1 ¡ °)(1 ¡ ®)] (17)

Then, the optimal share of ownership by the manager is:

®¤ =
2° ¡ (1 ¡ µ)2
2(2µ + °)

(18)

provided, of course, that 2° > (1¡ µ)2; otherwise ®¤ = 0.6 Note that this
optimal share of the manager is increasing in the share of funds raised ° that
are used to …nance the …rm. A higher ° increases the gross value of the …rm
and, in the stage of struggle between the manager and outside shareholders,
increases appropriative costs. To counteract this e¤ect, the owner/manager
has to increases his share of the …rm that he retains.

5The concavity of Vo(®; S(®)) in ® is guaranteed when V 00
p (¢) < 0: This condition also

guarantees that S00(®) in (13) is negative.

6Note that in the case of ° = 0, discussed earlier, the expression below would imply that
®¤ should be 0, not 1: The reason for this di¤erence is that according to (15), Vp(0) = 0,
something that we implicitly did not allow for in the earlier discussion. As we shall see
below, if ° were to vary freely and be a choice variable, it would be optimal to set it equal
to 1 in this case.
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The e¤ect of the legal variable µ, however, is again non-monotonic. It
can be shown that when the manager is su¢ciently favored so that µ >
1 ¡ °, improvements in the protection of shareholders increase the optimal
share held by the manager (i.e., @®

¤
@µ < 0): A signi…cant component of this

e¤ect comes from the increased appropriative costs that accompany such
(insu¢ciently e¤ective) improvements in the rights of outside shareholders
and the need on the part of the manager to counteract it by increasing
his share. This e¤ect is stronger when the share of equity …nancing ° is
higher. Only when outside shareholders are su¢ciently favored already (
µ < 1¡ °) does the optimal share held by the manager begin to decline with
improvements in the rights of shareholders (i.e., @®

¤
@µ > 0).

5 The Decision to Go Public
The optimal share that the owner would sell to outside shareholders deter-
mines the value to the owner of going public and equals Vo(®¤; S(®¤)): The
owner then will go public if and only if

Vo(®¤; S(®¤)) ¸ Vf (19)

Under the example we have followed, with f(e) = e and Vp(°S) =
K(°S)1=2 in (15), the maximal value of going public to the owner equals

Vo(®¤; S(®¤)) =
K2°

8(2µ + °)
(20)

Note that, although both appropriative costs and the optimal ownership
share are non-monotonic in the legal variable µ; this value of going public is
monotonic in the same variable. Increased protection of shareholders (i.e., re-
ductions in µ) unambiguously increase the value of going public to the owner
and therefore make it more likely that (19) will be satis…ed and going public
will be optimal. Despite the increased appropriative costs that accompany
the increased protection of shareholders over a certain range, the value the
owner receives increases because the owner counteracts this e¤ect on appro-
priative costs by increasing his share of the …rm that he retains. Moreover,
the higher share of the owner and the lower share of outside shareholders

14



that can accompany reductions in µ does not imply lower value received by
the outside shareholders. For the latter’s payo¤, which also equals the total
amount of funds raised, can be shown to equal °K4

4(µ+1)2(2µ+°)2 ; this is clearly
decreasing in µ and thus increasing in improvements in the protection of
shareholders.

Thus, from (20) we can infer that going public is more likely (i) the higher
is the protection of outsider shareholders (lower µ); (ii) the lower is the value
of the family …rm Vf ; (iii) the higher is the advantage of public …rms over
private …rms, as captured by the parameter K; and (iv) the higher is equity
…nancing as a percentage of the total funds raised (i.e., the higher is °):

This last property implies that, if the percentage of equity …nancing were
a choice variable for the owner/manager, it would be optimal for him to
choose the maximal percentage of equity …nancing possible or set ° = 1:
That, by (18) and to partly counteract the increased appropriative costs
brought about by the higher gross value of the public …rm, would also imply
a higher optimal share of ownership for the manager.

Property (iv), however, and the implication just discussed does not appear
to be quite general. It depends on the e¤ect of equity …nancing on the
gross value of the public …rm being strong enough (i.e, having a high enough
V 0p(°S)). If that e¤ect were not to be strong enough, we would expect the
optimal percentage of equity …nancing to be strictly less than 1.

6 Concluding Remarks
Although in this paper we have freely varied the parameter that captures the
degree of legal protection of outside shareholders, we do not mean to imply
that changing that legal protection is easy and costless in practice. Besides
the private costs to the issuer of stock, laws change very slowly and their
enforcement is far from being a trivial matter. Such legislation is highly
complex and formulating it and passing it in a manner consistent with a
country’s existing legal framework is but a small initial step. Other prereq-
uisites include appropriate registries, courts and enforcement agencies, and
an infrastructure of accountants, lawyers, their teachers, and other profes-
sionals. Additionally, all the steps that one has to go through in issuing,
selling and transferring of stock, in litigation, and in enforcement have to be
close to 100 percent free of corruption, a rather tall order in most countries
even today. Finally, all the participants have to be con…dent that no radi-
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cal change can be expected in any of the laws or their enforcement. Thus,
changes in the legal protection of outsiders can only be small at any partic-
ular time, something that helps us explain the diversity of ownership forms
that are observed around the world.
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