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Turning academic insight into investment performance

Editor’s Note:

The Empirical Finance, LLC team has been synthesizing, cataloguing, and writing empirical fi-
nance research for many years. Our investment programs integrate many of the research insights
highlighted in the Empirical Finance Research Newsletter, but not all of them. This newsletter is

meant to highlight ideas we look for and consider when developing our investment technologies.

Mispricing of Dual-Class Shares: Profit
Opportunities, Arbitrage, and Trading

Paul H. Schultz and Sophie Shive
working paper

Abstract:

Dual-classes of shares with equal cash flow rights often trade at significantly different
prices. Buying underpriced shares and shorting overpriced shares provides large and
significant abnormal returns, hence differences in voting rights or liquidity do not explain
the mispricing. Unmargined long positions in the underpriced class earn significant
abnormal returns after transactions costs, so short sale restrictions do not prevent traders
from exploiting the mispricing. An examination of the trades reveals that investors shift
their trading patterns to take advantage of mispricing. One-sided trades are more important

for bringing prices into line than long/short arbitrage trades.

Data Sources: portion of the equity to raise capital or gain

Using CRSP, the authors compile a list of easier access to the public equity markets, the
stock that is issued to the public may come

companies with two classes of stock, each with
with inferior voting rights so as to allow the

different voting rights, over the period 1993-
2006 by finding pairs of securities whose Original owners to retain control of the board
CUSIP numbers have the same first six digits. ~of directors. While the virtue in such an

They include the complete sample of such dual ~ issuance is debatable, the purpose of this paper
is simply to examine how investors should

handle a situation in which the prices of two
Discussion: classes of stock of the same company don’t

-class firms in the paper itself.

Typically, a company may choose to have two ~ make sense.

or more classes of stock if it desires for certain

shareholders to have different voting powers. ~ For instance, holding all other variables
For instance, if the existing owners of the constant, we would expect shares with superior
public company would like to carve out a  voting power to be priced at a premium to
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those with inferior voting power. Remarkably,
in many cases they are not.

The authors’ sample is surprising in several
ways. A sample of 100 companies (pairs) is
compiled even after requiring that both of the
classes trade above $5/share at some point. The
companies are large and 45% of them, in fact,
trade on the NYSE. Further, they appear to be
very liquid — the median daily volume exceeds
1 million shares. These are not obscure or
unknown companies and thus some of the
mispricings found by the authors ought to be
very obvious to the market.

The authors refer to the shares with superior
voting rights as “voting shares” and those with
inferior voting rights as “nonvoting shares.”

However, in order to formulate a strategy
based on the observations in the sample, an
investor would need to be able to short the
overpriced shares and buy the underpriced
shares. Say, for instance, the voting shares are
priced at an exceptional discount to the
nonvoting shares. In order to arbitrage this
mispricing the short the
nonvoting shares at the bid price and would
buy the voting shares at the ask price.

investor would

The 90th percentile of difference between
voting share bid price and nonvoting share ask
price is $1.72. Since there are exactly 100
companies in the sample, this means that ten
companies in the sample saw the nonvoting
shares trading at a minimum of a $1.72
premium to the nonvoting shares.
But the difference need not be that the
nonvoting shares are the more expensive. Even
when the voting shares are more expensive (as
they should be), at times they are far more
expensive than would be reasonable. Hence,
there are profit opportunities in dual-class
shares regardless of which class of share is
overpriced.

Of course, the impediment to implementing
this strategy is that often it is not possible to

borrow certain shares for short sale. An
obvious shortcoming of this paper is the
authors’ failure to ascertain whether it would
have been possible to short the underpriced
shares. Instead, they merely concede that
because of margin costs, commissions, and
short availability, “it is difficult to say whether
the strategies that we simulate could be
profitably employed in practice.” The strategy
outlined in this paper takes the simplest
possible approach to profiting from the
authors’ preliminary findings and simply takes
an unleveraged long position in the underpriced
shares. Remarkably, this still generates
abnormal returns of at least 8% per year.

Investment Strategy:

This strategy is best implemented in an
automated system. First, identify all dual-class
companies and keep the list handy. Each time
the bid price of one class of stock exceeds the
ask price of the other class by at least 50 cents,
purchase the cheaper shares two minutes later.
Doing this generates a statistically significant
four-factor alpha of somewhere around 8.8%
per year.

Conclusions:

This paper documents a very important and
useful anomaly in the stock market. From this
work we can conclude that exploiting the
mispricings of dual-class companies is
significantly profitable. = However there is
likely much more potential to this anomaly
than the paper suggests.

Because the authors neglect any opportunities
on the short side, the 8.8% alpha they find
would likely be much larger for the investor
that implements pair trades involving both the
undervalued and overvalued share classes.
Such an approach would not only take
advantage of the mispricing in both directions,
but would also allow the investor to hedge the
portfolio by taking a market-neutral approach.
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Current Stock Screens ™ Finance LLC

Empirical Screen #1

Piotroski F-Score and signaling factors

This table highlights all companies that have the highest score possible on the Piotroski F-Score
fundamental analysis screen (slightly augmented). We screen for small-cap companies that have
book/price ratios in the top 20% of all companies traded on the NYSE/AMEX/NASDAQ. We add
information on CEO ownership to signify “skin in the game.” Finally, we highlight any open
market repurchase activity that has taken place in the last 6 months (signals that shares are cheap).
Ideas generated in this screen are not meant to be short-term trades, but represent long-term
opportunities that, on average, have outperformed the general market by great margins. (Screened
on July 2, 2009).

Company Name, Mkt. Cap. Book/ Recent CEO %
Exchange, Ticker ($mm) Price  Buybacks ownership
Encore Wire Corp.

(NasdagGS:WIRE) 485.5 0.80 - 0.728
LTC Properties Inc.

(NYSE:LTC) 462.3 0.56 - 1.44
Marten Transport Ltd.

(NasdagGS:MRTN) 438.9 0.57 - 23.32
Comfort Systems USA Inc.

(NYSE:FIX) 398.0 0.74 - 1.02
Pike Electric Corporation

NYSE:PIKE) 392.9 0.63 - 5.73
M&F Worldwide Corp.

(NYSE:MFW) 377.6 1.12 - 0.026
Apogee Enterprises Inc.

(NasdagGS:APOG) 3324 0.95 - 1.47
Dollar Financial Corp.

(NasdagGS:DLLR) 327.1 0.54 - 2.05
Kensey Nash Corp. 03/18/2009
(NasdagGS:KNSY) 292.0 0.41 Buyback 1.46
Spartan Motors Inc.

(NasdagGS:SPAR) 255.0 0.48 - 2.18
DHT Maritime, Inc.

(NYSE:DHT) 238.9 0.71 - 0.129
Asset Acceptance Capital Corp.

(NasdagGS:AACC) 228.4 0.60 - 0.056
Republic Airways Holdings Inc.

(NasdagGS:RJET) 222.9 2.13 - 0.574
AEP Industries Inc.

(NasdagGS:AEPI) 177.9 0.36 - 12.52
Ultralife Corp.

(NasdagGM:ULBI) 116.8 0.68 - 0.768
Hawk Corp.

(AMEX:HWK) 114.0 0.61 - 2.37

Screening Criteria: P Market Value between $100mm and $500mm P> Book Value /
Market Value less than 3 »LTM Net Income greater than 0 »LTM Cash from Operations
(CFO) greater than O LTM Return on Assets % greater than 5% P LTM CFO greater than
LTM Net Income »LTM LT Debt / Capital greater than LTM-1 LT Debt/Capital »LTM
Current Ratio greater than LTM-1 Current Ratio »LTM Shares Outstanding less than LTM
—1 Shares Outstanding P LTM Gross Margin greater than LTM-1 Gross Margin »LTM
Asset Turnover greater than LTM-1 Asset Turnover.

*Please Note: This newsletter is published by Empirical Finance, LLC, which serves as the general partner for various investm ent vehicles. Empirical
Finance, LLC may purchase or sell securities and financial instruments discussed in this newsletter on behalf of its clients. Empirical Finance, LLC is
not an investment, legal, or tax advisor, and none of the information available through the newsletter is intended to provide tax, legal or investment
advice. Nothing provided through this report constitutes a solicitation by Empirical Finance, LLC for the purchase or sale of securities.
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Empirical Screen #2

Top 10 Long/Short Net Operating Asset companies

These tables highlight the companies with the lowest net operating assets and the highest net
operating assets. We screen for small-cap companies having 8+ years of operating performance.
Low NOA ideas generated in this screen are not meant to be short-term trades, but represent long-
term opportunities that, on average, have outperformed the general market by great margins. High
NOA companies are good short-sell candidates. (Screened on July 2, 2009).

Long:

Company Name, CEO %
Exchange, Ticker Mkt. Cap. ($mm) NOA Ownership
Insmed Incorporated

(NasdagCM:INSM) 128.1 -8.50 -
BioSpecifics Technologies Corp.

(NasdagGM:BSTC) 142.4 -2.52 0.85
China Distance Education Hold-

ings Limited (NYSE:DL) 231.9 -2.47 -
Energy Recovery, Inc.

(NasdagGM:ERII) 330.5 -2.31 1.04
ATA, Inc.

(NasdagGM:ATAI) 2011 -2.15 0.10
China Natural Resources Inc.

(NasdagCM:CHNR) 260.7 -1.63 56.72
Facet Biotech Corporation

(NasdagGM:FACT) 212.3 -1.58 0.41
Agria Corporation

(NYSE:GRO) 143.4 -1.53 -
OncoGenex Pharmaceuticals, Inc.

(NasdagCM:OGXI) 123.7 -1.28 0.58
Avanir Pharmaceuticals

(NasdagGM:AVNR) 168.2 -1.05 0.76
Short:

Company Name, CEO %
Exchange, Ticker Mkt. Cap. ($mm) NOA Ownership
Domino’s Pizza, |

(NYSE:DPZ) 438.8 3.57 0.65
VValence Technology Inc.

(NasdagCM:VLNC) 218.3 1.85 0.00
KapStone Paper and Packaging

(NasdagGM:KPPC) 135.9 1.76 8.83
NPS Pharmaceuticals, Inc.

(NasdagGM:NPSP) 213.8 1.64 0.26
Crown Media Holdings Inc.

(NasdagGM:CRWN) 162.4 1.61 -
Raser Technologies, Inc.

(NYSE:RZ) 151.4 1.52 1.11
Excel Maritime Carriers, Ltd.

(NYSE:EXM) 454.9 1.49 -
Dynex Capital Inc.

(NYSE:DX) 110.2 1.43 4.86
Revlon, Inc.

(NYSE:REV) 269.0 1.43 0.05
ICO Global Communications

(Holdings) Ltd. (NasdagGM:ICOG) 124.8 1.27 0.03

Screening Criteria: » Market Value between $100mm and $500mm P NOA=[(Total Assets
-Cash and Equivalents)-(Total Assets—Total Debt)]/Total Assets year prior)

*Please Note: This newsletter is published by Empirical Finance, LLC, which serves as the general partner for various investm ent vehicles. Empirical
Finance, LLC may purchase or sell securities and financial instruments discussed in this newsletter on behalf of its clients. Empirical Finance, LLC is
not an investment, legal, or tax advisor, and none of the information available through the newsletter is intended to provide tax, legal or investment
advice. Nothing provided through this report constitutes a solicitation by Empirical Finance, LLC for the purchase or sale of securities.
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